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PREFACE

A number of changes have been matheethe 6th edition of this book to enhance its
educational valueSomewere updates to thel6edition and some are new to this edition.

1. Simulation reports for each quarter of play are saved by the Player's Program
The reports for any completed quarter of play can be viewed in the
viewing module by selecting the desired quarter and then selecting the
desired report.

2. The Altman Z statistic has been added to the Quarterly and Annual Industry

Reports.

Company output can be printed in English, Spanish or Portuguese

4. Added comma separated variable output files for the income, cash flow, and
balance sheet statements that can be imported directly into a spreadsheet
program.

5. Added a morale factor that decreases production efficiency for several
guarters when a company lays off or deactivates one or more lines.

6. Significantly enhanced the help module.

7. Added the Player's Manual, Quick Start Manual and program tutorial to the
Help menu of the Player's Program.

8. Added a glossary under the Help menu for all of the terms in the company
reports.

9. Emergency loans after the first one result in customer and salespeople losses.

10. Made part of production costs and operating expenses as well as all taxes
payable the following quarter.

11. Linked spreadsheet templates and the decision form to a Tool menu.

w

Several features which we believe to be particularly user friend:
1. The context sensitive help feature available on command when enterisgaeci

2. Thorough checking of decision values when they are entered, with informative mes
sages notifying players when errors or invalid entries are made.

3. An expanded decision support system is available for use with a variety of spreadsheet
programs.

4. The decision form in the manual matches the form displayed on the computer screen
when decisions are entered.



5. The addition of a Quick Start Manual that provides a quick summary of the rules of
the simulation.

The Business Policy Garisea general managemtesimulation that provides stants with
a challenging decisiemaking exetise. It has been used successfully with groups of uppss
undergraduates and graduate students in business administration and in executivendetelop
programs. The simation also has been used successfullyof@r 50years in the Interrieonal
Collegiate Business Strategy Competition.

Each team should have access tomputer

The Business Policy Garhas been patterned, in part, after similar games which preceded
it. Particular acknowledgment is giveno D . John E."BogtannColl€ge Oecie | , wh
sion-Making Exercise" inspired the senior author to becomedsted in business simulation and
influenced the development of the model of this game and the player's manual. This revision is
the result of experiences with the figk editions, as well as humerous other simulations and
discussions with Association for Business Simulation andeEgptial Learning (ABSEL)
members and colleagues. We would like to thank all of those authors and friends for their
contributions.

Particular thanks are extended to each of the teams and advisors who participated in a beta
test of the current intertianal revision for thdifty -secondannual running of the Inteational
Collegiate Business Strategy CompetitiorAnaheimduring the spring of 20160ver the years
teams and their advisors from the following schools have provided much feedbadsthatged
to improve the simulation:

Steven Achtenhagen, San Jose State University (California)

Mohsen Attaran, California State University, Bakersfield

C. H. Barnes, Gonzaga University (Spokane, Washington)

William D. Biggs, Arcadia University (Glerde, Pennsylvania)

Warren Brown, University of Oregon (Eugene)

Charlene Coe, California State University, Fresno

James Cross, University of Nevada, Las Vegas

Mike Emerson, Harding University (Searcy, Arkansas)

Tom English, Boise State University (Idah

Greg Frazier, University of Oregon (Eugene)

Glenn Gomes, California State University, Chico

Edmundo Gonzales, Instituto Tecnologica Y De Estudios Superiores De Monterrey
(Mexico)

Abe Harraf, EmbryRiddle Aeronautical University (Daytona Beach, rida)

Michael Hergert, San Diego State University (California)

Gerry Huybregts, Eastern New Mexico University (Portales)

Arthur Jensen, California State University, Sacramento

Andrew Klein, Groupe de Bissy Management School (France)

Andrew Klein, Ecoé Des Praticiens Du Commerce International (France)

1C



Bernard Malamud, University of Nevada, Las Vegas

Don Mann, University of San Diego (California)

Larry Mills, Southern Nazarene University (Bethany, Oklahoma)
Colleen Mullery, Humboldt Statdniversity (Arcata, California)
Allen Nash, Murdoch University (Perth, Western Australia)

Don Negri, Willamette University (Salem, Oregon)

Chike Okechuku, University of Windsor (Ontario, Canada)

Jon Ozmun, Northern Arizona University (Flagstaff)

RalphPope, California State University, Sacramento

Ronald Salazar, Idaho State University (Pocatello)

Hassan Setoodeh, EmbRiddle Aeronautical University (Prescott, Arizona)
L. T. Snyder, University of West Florida (Pensacola)

Don Springer, UniversityfdPortland (Oregon)

Joe Walka, Northern Arizona University (Flagstaff)

We also would like to thank Fernando de Almeida, Universidade de S&o Paulo,
Brazil for help with the Portuguese translation and Mario Hernandez, Universidad
Interamericana de CostaRi ca f or help with the Spanish tra

~

out put and the Playerds Progr am.

We are sure there are others who have been inadvertently omitted to whom we owe an
apology. Special thanks are due to several colleagues who have helpetdhe\aitih beta tests
of the fifth edition in the classroom:

Jack C. Green, Pepperdine University(California)

Mike Emerson, Harding University(Searcy, Arkansas)
Tom Leonard, LewigClark State College (Lewiston, Idaho)
Jon Ozmun, Northern Arizona University (Flagstaff)

We also owe a debt of gratitude to our students who have suffered through innumerable
updates as we have tested different variations of the game in our classrooms.

Most of all, we each want tihank our spouses, Carolyn Cottdan Fritscheand Judith
Rodan respectivéy, for their patience and counsel. Without their dasise, and the help and
cooperdion of our children, Sonja and Tanya Fritzsche; and Kate and David Cotter, thid projec
could never have been completed.
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AN OVERVIEW OF THE B USINESS POLICY GAME

Educational objective An instructional supplement for courses dealing with strategic
management and business policy, both domestically and internationally. Formafatission,
objectives and strategy are emphasized, with opportunity to implement strategies and policies that
will lead to the realizion of objectives. A premium is placed on sessful integration of
functional area concepts. The model is challeggo upperdivision undergradate and graduate
bushess students. A simplified version will challenge lolesel undergraduates.

The simulation. A computetbased simulation of a manufacturing firm with domestic and
international subsidiaries. $tent teams compete with each other as members of the management
of simulated companies producing andisglla consumer durable good. Includes marketing,
production and finance decisions. The model is interactive so that marketing decisions, for ex
ampk, may influence the sales of competitors as well as the sales of the firm making the decision.

Course use Strategic management and business policy at the -lgpm#rundergraduate
or graduate level; suitable for use independently or as supplemeng#eyiahh A simplified
version is suitable for lowdevel undergraduate courses. It iscauseful for seminars for man
agement development. Variations of the model have been used successfully in the classroom and
in intercollegiate competition for ovére decades.

Number of participants. Twelve or more. A world may contain from three to eight firms
(student teams), with each firm's management consisting of four to eight participants. For more
than eight teams, separate worlds may becamturrenty.

Time required. Sixteen to twenty sessions of about fifty minutes each (later sessions typi
cally may require less time). Outside preparation will reduce the time required in group sessions.
Initial preparation by participants may requsie to eight hours each.

Space required Ideally, each company might have a separate "board room" for deci
sionrmaking sessions. Grouping of teams in different parts of a large room works satisfactorily.

Materials and equipment needed A copy of The Business Policy Game: Player's
Manuall ocat ed wunder the Hel p amiEhe Busimes$s Polityé&antel ay er
Instructor's Manualfor the admirstratorl ocat ed wunder the Help menu
Programprovide detailed instructionsAccess to a computer system by players is recommended,
but not required. A spreadsheet program is useful for student analysis and for usingsiba deci
support system.
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Administrator's role . To provide an environment which maximizes the learning @xpe
ence; and to arrange for materials, physical facilities and computer processing of student deci
sions. Instructions and suggestions for classroom use and for all phases of the simulation are
provided in the instructor's manual
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1. INTRODUCTION

INPUTS PROCESSING OUTPUT
Historical Policy
Data - - | Formulation -
Description Data
of - - Analysis -
Model
Beliefs Planning Quarterly
About - | Y- |- and - | Y2- Decisions
Competitors Scheduling
Company
Goals - - Budgeting -
Knowledge of Using
Business - - Judgment -
Principles
Experience -
FIGURE %1

Flow Chart of Activities inPreparation for
Making Decisionsn The Business Policy Game
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The Business Policy Ganveas designed as a strategic management simulation to provide a
challenging, complex decisiemaking exercise. As a strategic management simulatioquiires
participants to define and articulate their corporate missions, set objectives, devebgjesttat
realize the objectives and createergiing policiego ensure that operating decisions s the
strategy. Participants are alsspensible for making quarterly operating decisions for each of the
functional areas of finance, marketing and production and to integrate thosmrmedor the
purpose bmeeting the firm's overall goals and aspirations. Participation in théegiomrequires

that a student of business administration review médion and techniques that have been learned
in other courses and/or in practical-thejob experience, rad put into practice many of the
principles of management decision making and grajg@anning. To be successful, papants

need to adopt the vigwint of top management in the simulated business firm which they operate.
They must specify careflyl the goals and objéiges which guide their firm's @pation. The
participants are required to make quarterly decisions concerning thetiaperaf their
manufacturing firm as they cqrate with the manageent teams of other firms in their world.

The Business Policy Ganee not intended to duplicate any actual industry. Rather, the
simulation model was designed to include general relationships that might exist in anyitbaenpet
industry. One might say it is generiParticipants need to utilize their knowledge and egped
in order to make certain deductions about the economy in which they are operating and about
general relationships which exist within the simulation. These deductions must be combined with
knowledge about specific relationships and with the participants' beliefs about the actions that
competitors are likely to take. A set of decisions ideally would follow from utilizing dic@iion
of different types of data analysis, forecasting technicares development of strategies and
policies to meet the goals and objectives of the firm. (See Figlne 1

The Simulated Environment

You will be a member of the management team of a simulated manufacturing company.
Your company's corporate headquarters is located in one of three domestic market areas. Two
subsidiaries handle operations in the other two domestic areas. Operatitmath market area
are handled by one of four possible subsidiaries depending upon the simulated environment your
simulation administrator has selected. The choices are Merica 4, Nystok, Pandau or Sereno.
Merica 4 is a fourth market area within Merigaating a competition solely within Merica. The
other choices provide an international competition. Nystok is a simulated Eastern European
country, Pandau is a simulated Southeast Asian country and Sereno is a simulated country in Latin
America. This maual can be used for any of the four different environments. The fourth area
will hereafter be referred to &4/N/P/S to represent one of the four choices. Your simulation
administrator will tell you which subsidiary to associate with M/N/P/S. Mangetkamples in
the manual focus upon Sereno. The relationships in Sereno are similar to those that exist in the
other foreign areas. If your competition includes Merica 4, you can ignore the Sereno examples
and the discussion about exchange rates ascyorency will be all in dollars.

When involved in an international competition, you need to know that each of the two

countries has a different economic environment reflected in differing growth rates of gross
domestic product (GDP). Different inflah rates are reflected in separate consumer price indexes
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(CPI). A different social and legal environment results in défiedemand characteristics for your
product, different tax structures and different employment practices. While the cost seiagon

in Year 2, Quarter 4 are the same for any of the three foreign markets at that point in time, this will
quickly change and the costs that you experience will be different from the ones you would have
experienced if your administrator would have cmosedifferent country. This is due to the
differences in the economic enmimments of the three countries.

The computer program used to process the decisions made by competing teams includes
definitions of certain relationships that have been abstréi@igdthe economic environment of
the business world. This abstraction, or model, does not purport to include all of the relationships
that exist. To do so would make the simulation too complex to handle. The relationsligesdn
are those that corlbute significantly to the degree of realism required to provide asiblieu
simulation. These relationships are outlined and described in subsequent sections of this manual.
A description of the rules which must be followed in order to participate ssfodly in the
simulation also is included.

Some of the relationships that exist in the simulation and the rules for dealing with the
relationships will be described only in general terms. These relationships are comparable to those
in the business arld that are subject to uncertainty and thus not completely specified. For
example, if a manufacturer lowers the price of a product, sales of the product normally increase.
The magitude of the sales increase cannot be known with certainty. Thusthentyeneral
relatiorship between price and sales volume will be described in this manual. The actual effect of
a speific price change must be estimated by observing the relationship between price and sales
volume which exists in historical data andd®perimentation with the price variable during the
course of the simulation.

Other relationships will be described in more precise terms in later chapters. These rela
tionships are subject to less untaerty in the business world. Cdsinctions, accounting rela
tionships and methods of deriving various entries in the income statement, cash flow statement
and balance sheet are included in this group. The cash balance at the end of the quarter, for ex
ample, is equal to the previous queas cash balance plus total cash receipts less total cash pay
ments. Explicit descriptions concerning the constraints required by the simulation model also are
provided, which the participants may consider to be "rules of the simulation." One sudbrrule
example, states that only one plant may be built in any marketing area.

During the course of the simulation, the participants will encounter a variety of business
and economic situations and administrative problems. In order to cope succesifutlyese
problems, the participants will find it necessary to engage in economic forecasting, sales forecast
ing and profit planning. Casthow analysisand capital budgets must be prepared. Ptaomuc
planring and scheduling must be accomplished. @natysis,pricing, policy formulation and the
development and impheentation of marketing programs will be necessary. In addition, par
ticipants must prepare and analyze financial reports, cash flow statements, cost and sales analyses
reports and infornteonal reports regarding competitors and the economic situation. Most par
ticipants will find it necessary to review basic teotbks and materials from this and other courses,
and to draw from their past experiences in order to complete these activities @ffectiv
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Preparing for Action

The Business Policy Gamell require a heavy investment in time on the part of the par
ticipan® TANSTAAFL. (There ain't no such thing as a free lunch.) Trhisstment should be a
prudent one, however, as participation in the simulation shouliisantly increase overall un
derstanding of the operation of business enterprises. The more you put into the exercise, the more
you will get out of it.

In orde to participate effectively in the simulation, one must understand the relationships
within the simulation model as well as its rules and constraints. Sample historical data from the
previous two years of the firm's operation, prior to your managenemtddéenure, are shown in
Appendix C.

These data also are found in Historical Data for Years 1 and 2 (Report J) of your
firm's reports for Year 2, Quarter 4, which will be provided to you by your game
adminigrator. The historical data in your YearQyarter 4 reports will differ from

that in Appendix C if your game admitriator is using a different economic
envirorment.

Study the data thoroughly for relationships which will help the firm in managing-its re
sources. Economic forecasts and sédeecasts must be made, and plans must be formulated for
the firm's contimed operation. It should be obvious that these tasks require the delegation of
specific responsibilities to different team members. Thus, members of each firm should organize
to perform the management function effectively.

Getting Ready for the First Decision

Before preparing the first set of decisions and afterfallyegeading this manual, you and
your colleagues are wed to complete the following set of activities and plannipgires:

1. Organize your management tealfou should assign members of your team to aatpo
offices and other critical posts, decide upon specific decisiaking procedures to be kolved,
and divide the work load among the various members of your firm. Unless the simulation
administrator prescribes an organizational structure, you may design the organization of your
management team. Your organizational structure and your abilitgriotogether as a manage
ment team will be important ingredients in the success of your firm.

You should weigh the advantages and disadvantages of various organizational structures

when designing your organization. Cpamy officers for a functionarganization might include
presdent; vicepresidents of finance, marketing and production;-piesident for economic and
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sales forecasting; and corporate secretary for recording policies and decisions. A geographical
structure might replace the furatial heads with subsidiary mayeas for each of the market areas.

Some teams find centralized decision making to work well. Various company officers will
normally make recommendations to the president regarding the operations of their particular de
patments. However, the final decisiomaking authority rests with the president. Other teams
prefer to vest their decisiemaking authority in the management team as a group. Reeala
tions are provided by the various officers of the firm, but theahdecisions are made by the
officers as a group. Still other teams find a decentralized form of organization to be effective.
Final decisioamaking authority is vested with the head of the unit responsible for the decision.
Under a decdnalized nctional organization, the marketing decisions would be made by the
vice-president of marketing, production scheduling decisions by thepvesdent of operations,
etc. Alternativéy, decisions for each market area would be made by the general mahtuger
subsidiary in the area. Coordination of overall gieci making would be undertaken by the
president, and conflicts would be resolved by the gdeggiof the firm.

You should prepare an organization chart that shows the lines of authorayrifirm's
organization and the position in the organization of each member of your firm. Then, fill in the
Corporate Chartelocatedu nder t he Hel p menu wihnyout dorepary|l ay er
name and the name and position title of each memb@uoteam. The Corporate Charter should
be turned in to your simulation adnsirator.

2. Prepare a forecast of expected levels of economitgdbly country Your firm's sales
will be affected by the general level of economic activity in eacimizg in your world. As real
gross domestic product (GDP) rises, you can expect sales to rise, too, and as real GDP falls, sales
are likely to fall at the same time. GDP forecasts for each country are included in your quarterly
reports. A forecast of a& GDP will be helpful in estimating future sales. Specific suggestions for
preparing such a forecast are contained in &nap

3. Prepare a sales forecast by market.aR@duction schedulinglans for investment in
new plant(s) and in equipent, expected cash receipts and selling expenses all are affected by the
volume of sales your firm realizes. Suggestions for pregaales forecasts by market area can
be found in the "Forecastir®ples" setton of Chapter 6.

4. Prepare a production schedul®roductionmust be scheduled for the first decision
period as well as planned for subsequent quarters of business operation. Produciiog withnn
depend upon your firm's expectations of sales volume. The completed plan will provide the basis
for determining production facility requirements. Suggestions for preparing production plans
together with descripns of production costs and prodion possibilities, are found in the
"Operations Planning and Scheduling” section of Chapter 7.

5. Prepare an investment plaAlternative methods of expanding productive capacity and
their associated costs may be analyzed using numerous financsal 8e¢ Chapter 8 for a-de
scription of the alternatives. The nature of the egmamthat your firm undertakes will depend
upon your production plan.
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6. Prepare a capital budgeCapital is required to finance any planned espgan The
discussion in the "Capital Budgeting" section of Chapter 9, focuses upon analyzing alternate
sources of funding for your firm.

7. Prepare a cash budge$ufficient funds must be provided to finance the expenses and
cash outlays required fgrour operéions and investment plans. Sources of fuadd cash re
guirements are outlined in Chapter 9. Suggestions for preparing pro forma cash flow statements
also are included under the "Cash Budggaind the Cash Flow $¢ément section of Chapter 10.

8. Preparepro formafinancial statementsYour projected balance sheet may be used to
analyze how the composition and levels of assets and liabilities affect your financial condition.
Your expected level of profitability is an important means of judging the success of your firm's
planned operan. You should evaluate your decisions prior to submitting them by preparing a
pro formaincome statement and balance sheet. Suggestions for their preparation, are found in the
"Profit Planning and the Income Statement" and "The Balance Sheet" sett@mspter 10.

9. Formulate mission and objectives and outline initial strategies and polidigs/ou
complete the planning activities outlined above, tentative policies should be developed for the
operation of your firm and for the decisions whinhst be made on a qtenrly basis. We suggst
that you state these policies explicitly in written form for future reference. As the sonyeo
ceeds, you probably will decide to revise your policies based upon the experience gained from the
operaion of your firm and the changing conditions of the dynamic business environment.

We recommend that your firm be very specific in the formmoheof mission, objectives,
strategy and agrating policies. A corporate objective to "maximize profits'laudable but
provides little guidnce for strategy and policy formulation and is of little value as a standard for
achievement. At the end of the first year of the simulation, or any other year for that matter, you
will have little idea whether proBtwere in fact maximized or whether you fell short. It would be
better to seek an objective of, say, "15 percent-&dtereturn on equity.” Then you could judge
your achievenent more adequately after a year's experience and take corrective actien wher
necessary.

You may view many of your operating policies as decision rules to be followed in specific
situations. An example of a specific policy might be: "Ignore price reductions by competitors
when they amount to less than ten centupédy but when the reductions are greater, match their
price inmediately.” Avoid such generahtions as "charge a fair price that is consistent with
produdion costs and with competitors' pricing policies." That's pure cotton. The clear foomula
and statement of your policies will help to assure the consistency and stability of your firm's
operations and will save you a considerable amount of preparation time during the decisdm peri
as you participate in the simulation. See Chapter 4 fditiadal help in the development of
mission and objectives and the formulation of strategies and policies.

The simulation administrator may require written reports on some or all of the above

activities as part of the material used to evaluate tearorpshce. A series of spredmbet tem
plates suitable for creating these reports can be foundd e r the Tools menu
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Program. The spreadsheet templates can also provide a simple desigipart system for use
throughout the competition.

Your initial reports will provide a good basis for a more egies strategic business plan
and polcy manual that the adinistrator may require after you have gained some experience with
the simulation.

Submitting Decisions

The next step is to formulate and submit an actual decision set for the first period of your
firm's operation undeyour new management, Year 3, Quarter 1. The sitmiaadministrator
will specify thedate andtime when your decisions are due. It is important that your firm's
decisions be submitted prior to that time. Failure to do so may hold up the simulatidiiote
likely it will result in the decisiorsetsubmitted for your firm during the previous period being
used as the decisigetfor the current pgod. Such action normally would not be in the best
interests of your firm. Chapter 2 outlines theisiens that must be made and describes th
decision form. A blank copgf the decision form is tluded in Appendix and a printable copy
may be obtained under the .Tools menu of the

We hope that the experience of participating e Business Policy Gameéll be both
enjoyable and rewarding. More impamtly, though, it should be a meaningful and challenging
educdional experience. The amount of serious effort that you put into the analysis, plamang,
decisionmaking activities of the simulation will determine how much the simulation will
contribute to your education. Remember TANSTAAFL!
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2. QUARTERLY DECISIONS

In this chapter the fourth market area will be referred tM&/P/S to represent either
Merica 4, Nystok, Pandau or Serendhe Merica currency is the dollar worth 100 centhe
Nystock currency is the denar (Dn) worth 100 deni. The Pangtaency is the Rupee (Rp) worth
100 sen. The Sereno currency is the peso (Ps) worth 100 centavos. Most of the examples are
based upon Sereno. The same relationships hold for all three foreign countries at the end of Year
2, Quarter 4. (See Chapter 1r) many cases reference will simply be made to local currency or
abbreviated LC referring to the currency of the country comprising the fourth market area.

The management of each simulated firm will make a number of decisions for each quarter
of simulaed operations. This chapter summarizes the decisions that are required and provides
instrudions for their entry on the decision form as well as indicating certain limits and restraints
that have been placed upon specific decisions. Some restraiateatsdt of the limitations of the
simulation model, and some are imposed to add realishihéoBusiness Policy GameMore
detailed information about each type of decision will be provided in later chapters of this manual
to assist participants in formulating their strategy and decisions. A blank decision form is located
inAppendixDand under the Tool s meArcopynmaybe printed aiil ay e r ¢
filled in and then submitted to the simulation administrator foh elcision.

The Decision Process

The simulation administrator will specify the datedtime wheneach simulation decision
set is due. Timely submission of simulation decisiorexisemely important. If your decision
set is not submitted promptlihe processing of the simulatiomaybe delayed, causing lost time
and possible hardships for your competitors and the simulation administrator. Failure to submit a
decision set by the appointed time will most likely result in your most recent pre\eoosl's
decision set being used for the current quarter, with adjustments for decisions that maygabt be le
for the current quarter.€. constructing another plant in the same area is not allowed in the model).

The mode of data entry will be spectidy the simulation administrator. Theo
alternatives are shown below:

1. Individual Decision Entry You may be asked tonger your own decisions via
personal computerusingaweb browsesend t he BPG Pl ayer 6s Pr
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2. Central Decision Entry.The administrator may arrange to have all data entered
centrally from information that your firm submits on decision forms from Appendix
D. Completion of the decision form is discussed later in this chapter.

After the simulationhas been run on thiaternet you may viewa set of reports (see
Appendix C for an example) showing the results of your operations and those of your mympeti
For individual decision entryhe reports map e vi ewed wusing thelyPl ayer
used to enter decisions. For Central Decision Entry you will likely be given copies of the reports
by the simulation administrator.

A summary of the steps required for each simulated quarter are shown blow. Following
the teambs a lisatheypodess bagihs agaim with stepone.
Individual Decision Entry ~ Central Decision Entry
1. Team makes decisions 1. Team makes decisions

2. Teamenters decisions 2. Team submits decision

usingBPGP | ay er 6 formtoadministrator

Program
3. Administrator runs 3. Administrator runs
simulation simulation

4. Teamviews simulation 4. Administrator prints
outputusingBPGP | a y « reports
Program

5. Team prints reports if 5. Team retrieves reports
desired

6. Teamanalyzes reports 6. Team analyzes reports

The Decision Form

The decision form is a handy place to recordryaecisions during the decision making
process. You may print copies diDateardentgredf r o m
into the computer directly from the decision form either by the team or by the administrator.
Always be sure to fill theform in completely prior to data entry. Then check it carefully.
Incorrectly completed forms mayst in incorrect data entry and thus simulation results which
are somewhat diffent from what your firm antipated. We suggest that you refer togheple
decision form in Figure-2 as you read this chapter
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The figure illustrates the completed decision form for Company 1, which was used to
generate the historical data for Year 2, Quarter 4 in Appendix C. Values for other companies were
the sameexcept for advertising and production scheduling. In these two cases, the entries shown
for Area 1 were made in each firm's home area. The home area for Company 2 is Area 2, and for
Company 3 is Area 3. If there are more than three companies, the teanda Companies 4, 5,

6, 7 and 8 are Areak, 2, 3, 1 and 2 respiaely. These may be changed by the simulation
administrator.

As you complete the decision form, be sure to enter values within the limits shown below
(including a minus sign where approge) in each entry block. If no sign is entered, thebers
are assumed to be positive. When entering decisions usiBgRi®@ P | ay e rifysuearogr a m
a value outside of the limits noted below, an error messageppéar in the middle of the screen
requesting a valid entry. If no decision entry is made, the default value from the previous period's
decision set will be used.

Company, World, Year, Quarter

If you are using the paper decision forntex your Company, World, Year and Quarter
numbers on the decision form, as well as your company name.

World 1 Company 1 Year 2 Quarter 4 Company Name: ABC Company

If you are using th8PGP | ay e r 6 scheBkrthe decisiamntry screen to be sure
that theproper year and quarter are displayed.Then click on the Decisions/Decision entry
menu to activate the decision entry fields. Proceed to enter the decision values that your
company hasdecidedto go wih for the quarter.
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DECISION FORM
THE BUSINESS POLICY GAME, 7th Edition
Company ___ World __Year ___ Quarter __ Company Name
Marketing Salespeople Finance (000s)
Price Adwviooos) Hire Transfer Comm Salary Bank Loan $ 0
Area l $  10.00 $ 46 # 0 # 0 20 ¢ | § 3000 Bond Issue | § 0
Area 2 $ 10.00 $ 40 # 0 # 0 20 € | § 3000 Stock Issue | # 0O
Area 3 3§ 10.00 $ 40 # 0 # 0 20 € | § 3000 Dividends $ 0
M/N/P/S || Lc 75 Lc 105 # 0 # 0 60 Lc | Lc 8971 | Time CDs $ 1000
Model Sales
Office Production
R&D | § 72 | # 1 Orders Schedule Capacity Adjustment Construction
(000s) Deac- | Reac- New New New
Trng | § 68 | Qual Feat Lines | Hours | Lavoff | tivate | tivate Lines | Add'n Plant
Area 1 #2 #2 |# 87 # 6 # 40 # # # # # #
Area 2 #2 #2 | # 75 # # # # # # # #
Area 3 #2 |#2 |# 75 # # # # # # # #
M/N/P/S #2 |#2 |# 75 # # # # # # # #
2nd Shift # # # # # # —
Marketing Research Studies
(Mark an X in box for studies desired)
Competitive Advertising Study Consumer Preference Study Il
Competitive Sales Force Study Sales Force Compensation Study
Consumer Preference Study |

Copyright ® 2017 by Richard V. Cotter, David J. Fritzsche and Simon A. Rodan

FIGURE 21
Decisionsfor Year 2, Qarter 4

Marketing Decisions

Marketingstrategy is discussed in Chapter 5, along with additional information about
each of the marketing decisions and the costs associated with them. Fagar¢h2 end of this
chager summarizes the initial costs and expenses$terBusiness Policy Game

Price

The wholesale price of your product must be set each quarter in each of the market areas
in which your firm is operating. During the last quarter of Year 2, each firm charged $10.00 per
unit for its product in each of the Merican market areas and 75 DRgRlpcal currency) in N/P/S.

For price, as for all other decision \atrles, last period's value will be used if there is no entry for
the current quarter. Company policy (and the simulation model) limits price changes to a maximum



of 30 pecent per garter in domestic markets and 40 percent in foreigrketsr Because the
product price was $10.00 in domestic areas during Year 2, Quarter 4, the highest price that your
company may charge in these areas in Year 3, Quarter 1 is $13.00 and the IWwes6t i\ price

change as large as this is disaged because of the unknown effect that such changes may have
on the market. Manageent may specify different prices for diféent areas. If your price is in

whole dollars, enter zeros for the cerddlsat there is no question of whether you forgot to enter

the cents figures.

The N/P/S market area price is set in local currency rather than dollars. Decimal fractions
for local currency are not required. See the current exchange rate (foundguadeHs financial
reports) to translate the local currency to dollars and cents.

Maximum change, Merican areas:30 percent in any quarter.
Maximum change, Foreign area: 40 percent in any quarter.

Exception: If the sales office is closed (see beldie price is 0
Limits, Merican areas: 1t0 99.99 (in dollars and cents)
Limits, Foreign area: 1 to 99999 (in local currency)

Price

Area 1 $ 10.00

Area 2 $ 10.00

Area 3 $ 10.00

Sereno | Lc 75

Advertising

Advertisingexpenditures must be allocated to eaicthe market areas in which your firm
is operating. Enter the amount (in thousands of dollars or local currency) to be spent in each area.
The amount must be specified even though no change is desired, and the default values from the
previous quarter wi be used if you make no entry.

Limits, Merican areas: 0 to 999 (in thousands of dollars)
Limits, Foreign areas: 0 to 9999999 (in thousands of local currency)
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Adv (000s)

Area 1 $ 46

Area 2 $ 40

Area 3 $ 40

M/N/P/S | Lc 105

Salespeople

The number of active salespeople, the number offsadgde in training and the number of
salespeople who have resigned are repolty area in the Salé®rce Analgis section of the
Operating Information Report each quggar(Report E, see upper kfand corner of reports for
report letter.).

1. Hire Salespeople To hire and begin training new salespeople, enter the number of
people to be trained in each area under Patgdé Hire. A new salesperson must spend one
guarter in training in an area prior to being sent to the field to sell. Sghspedraning will be
assigned autoatically to their area when training is cpiete. No further decision entry is neces
sary after the salpsople are hired. If you make an entry in the following quarter, you will hire
addtional salepeople to begin thetraining period in that quéer.

Limits : 0to 99

2. TransferSalespeople If your firm desires to transfer a salesperson from one area to
anotherthis can be accomplished by making the appate entries under Safe=oplé Transfer
on the decision form. To transfer salespeople, you should enter a negative number for the area
from which the salespeople are leaving, indicating the number of sgisyeoa are moving out
of the area. This must be balanced by one or more positivbaranm the area(s) to which the
salespeople are moving.

Your positive moves into some areas may not exceed the total value of negative moves out
of other areas. Toadso would indicate ananease in the size of your sales force, and erease
only may be accoplished by hiring new salpsople and training them (See maaph 1 on the
previous page). If your negative values total more than your positive yvaheesddional
salespeople will be fired (see paragraph 3 below).
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In order to limit the entries in this field to transferring spéeple (and not firing them),
all individuals who move out must have a place to move to, and all individuals who mowesti

have come from another market area. You may transfer salespeople from several areas at the same

time. However, you may not transfer salespeople in and out of the same area in one quarter. They
must either go into an area or out of an area. bibt Remember, the sum of the negative (people
moving out) and the positive (people moving in) numbers must equal zero. If the value of negative
entries exceeds the value of positive entries, the extra negative values will resutharging

that nunier of salespeople.

Salespeople
Hire Transfer Comm Salary
Merica 1 # # 20 ¢ | $ 3000
Merica 2 # # 20 ¢ | $ 3000
Merica 3 # # 20 ¢ | $ 3000
M/N/P/S | # # 60 Lc | Lc 8971

Transfers take place immediately. A trearsed salesperson, hewer, may not be very
effective until he or she has moved and settled into a new market area. Tpersatewill, how
ever, continue to draw a salary. In dah, the salesperson will be pided with a moving al
lowance paid by the subsidiary in the area from which the individual moves.

Make sure you leave at least one sales person in each aredesa you want to close a
sales office The sales office in an area will be closed if there are no sales people remaining in the
area (see paragraph 4 on the next page).

Maximum: to be transferred out: number of active salespeople
Subject to: the sunof positive numbers may not exceed the sum of negative numbers
Limits: -99 to 99

3. Discharge Salespeoplérou may fire salespeople by entering a negative value for the
number of people you want to fire under Salespédpbnsfer You indicate that the salespeople
are to be fired by entering a negative number in the area where they are working, with nogalanc
positive number in another area indicating a transfer to a new area. Thus, if you decid2 to fire
salespeople in Area 3, ent@runder the Salespeopleransfer column for Area 3.
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Make sure you leave at least one sales person in each area unless you want to close
the sales office in the areaThe sales office in an area will be closed if therenarsales people
remaining in the area (see paragraph 4 on the next page).

Maximum to be dischargedNumberof active salespeople
Limits: -991t0 0

4. Closinga sales office If all salespersons a subsidiary sales office are transferred or
discharged by entering a negative humber under Salesp@éaubsferthat is equal to the total
number of active salespeople, then thies office in that area will be closed. All salespeople that
are digharged will receive severance pay. Sales executives will be discharged and will receive
severance pay. The sales office will be sold to a real estate developer for 90 percenvalusook
and there will be no more sales in the area. Any cash balances will be transferred to the parent
corporation. If there is not enough cash to meet all obligations, the parent corporation will supply
it by purchasing more stock in the subsidéagouing money down a rat hole.

At the same time that a sales office is closed, you must set the following marketsigrdeci
variables to 0 in the area affected. With no sales office there will be no one available to ac
commodate further sales in the area

Price Sales Commissions Sales Salary
Advertising Sales Office Orders

See"Leaving and Entering Market Aréaim Chapter 5.

5. Opening(re-opening) a sales officeTo open a new sales office in an area where there
is none i e.the sales office was previously closed), transit least one salesperson from another
area and hire as many salespersons as you wish to be available next quarter when sales may begin.
A new sales office will be built and executives hired to supervise construction and preparation of
the office. Thdransferred salesperson will supervise and coordinate sales training and executive
orientation. Constructioaf the office takes one quarter, and sales may begin immediately in the
guarter following the decision to open the office lansferring one or more salespeople into the
area. See "Leaving and Entering Market Atea<hapter 5.

Changes in Sales Force Compensation

The compensation rates fealespeople in each market area may be changed by entering
the new compensation levels on the decision form. If no entries are made, default values (rates
from the previous quger) will be used.

1. Salary The salary for each active Merican salesperat the end of Year 2 amounted
to $3,000 per quarter. Salary for N/P/S salespersons was 8971 in local currency. Sales salaries
may be icreased or dgeased. Enter the amount of the desired salary level pmpen dollars
or local currency per quarter, under Salespé&aéary on the decision form.
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Limits, Merican areas: 1 to 9999 (in dollars)
Limits, Foreign area: 1 to 9999999 (in local currency)

2. Commissions Sales commissionare paid to salespeople in addition to their basic
salry. Commissions in domestic areas amounted to 20 cents per unit sold at the end of Year 2.
N/P/S commissions were 60/100 of lbcarrency (0.60 deni, sen or centavos) per unit. Sales
commissions may be increased or decreased during any quarter. Enter the new amount for the
desired commission rate in nb\T of cents per unit for Merica or local currency per unit for N/P/S,
unde SalespeopligCommission on the decision form.

Limits, Merican areas: 1 t0999 (cents per unit)
Limits, Foreign area: 1 to 99999 (deni, sen or centavos)

Model Number

Enter the model number to be produced during the quarter. For Year 3, Quarter 1 the only
model available is Number and you are producing it at Qualigvel 2, Featuretevel 2 (see
below). The latest model numbewneped by the research and development department, together
with the applicable labor and megials costs, will be reported the Operatingnformation Report
each quarter.

STANDARD COSTS PER UNIT
for Next Quarter

Merica Merica Merica
Areal Area2 Area3 M/N/P/S

$ $ $ Lc
Model 1
Quality /Features 2 Labor Cost 2.88 2. 88 2.88 8.90
Savings Level 0 Material Cost 1.23 1.23 1.23 5.72
Note: For Quality 3 add 10%. For Features 3 add 10%.

For Quality 1 subtract 10% For Features 1 subtract 10%.

Model numbers are sequential (Models 1, 2, 3, etc.). Your company's Model 2 (when it
becomes available for production) will have different product characteristics than another com
pany's Mbdel 2. If a new model is available and your company wishes to put it into production,
enter the new model number. Otherwise, enter the model number that was produced in the
previous quarter. If model number 4 is reported to be available, and youlefiides to intrduce
it, enter 4 on the decision form. Production of a new model begins immediately. Sales of the new
model begin next quarter unless your firm stocks out of the old model during the current quarter.
If demand exceeds your inventorytbé old model, it will be filled with the new model.
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IMPORTANT NOTE
The demand during the first quarter of a new model's pro-
duction is for the OLD modeld not the new model. The new
model will not officially go on sale until it has been in pro-
duction for one calendar quarter to build inventories.

Maximum:  Highest model number reported to be available from the R & D Department.
Minimum:  Same model number as was produced last quarter. Once a new model has been
placed in produton, an earliemodel may not be reintroduced.

Limits: 1to12
Model # 1
Qual Feat
Merica 1 # 2 # 2
Merica 2 # 2 # 2
Merica 3 # 2 # 2
M/N/P/S # 2 # 2
Model Quality

When a new model is introduced, the quality level of the product to be shipped to each
sales office must be specified. The quality level should appeal to the market segment the sales
office is targeting in its market are&Consumer preferences for product quality for each market
segment may be obtained by purchasing marketing research studies described below. You may
choose from three quality levels:

(3) deluxe
(2) standard
(1) economy

The quality level of anodel ordered by each sales office is determined when the model is
introduced and may not be changed during the production run. The choice of quality level is yours.
Quality level is detemined by manufacturing tolerances and the quality and quantity of raw
materials used. It is not related to whatever you may have spent on research and development in
order to bring the new model to market. When introducing a new product, enter the desitgd qual
level in the Quality space for each market area on the decision form. The quality level may be
different for each market area. If you continue to produce the same model as last quarter, you
must also continue the same quality level in each area.
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Limits:1, 2 or 3
May be changed only when introducing a new model

Model Features

When a new model is introduced, the features level of the product to be shipped to each
sales office must be spified. The features level selected should appeal to the customer segment
the sales office is trying to reach in its market area. Each area may contain a different features
level. Consumer preferences for product features may be obtained by purahaskeging
research studies described below. You may choose from three levels of product features:

(3) enhanced
(2) standard
(1) basic

The features level of a model ordered by each sales office is specified when the model is
introduced and may not be chlyud during the production run. Featucessist of all types of
Abell s and whistledo associated with the pro
features contain a wide array of feasiione associates with a tofpthe-line product. A product
with standard features incorporates those features normally found on-kevelidoroduct.
Products with basic features should be considered stripped down models for people looking for a
functioral product.

Limits:1, 2 or 3
May be changed only when introducing a new model

Sales Office Orders

This is a very important decision variable whitlust be used to obtain goods for your
firm's sales offices to sell. Ifsales office does not place an order with your firm's heatkyaar
it will only be able to sell the stock it has on hand in inventdrye product is not shipped to
an area unless an order is placed by a sales officEhe only exception is for a salef§ice in an
area which also has a producing plant. The sales office may obtain additional stock from the plant
in its area if the plant still has inventory remaining after filling all of the sales orders from the other
sales offices.

The sales officeni each area must submit an order to your firm's headquarters eaei.quar
The order is for the model currently being produced with the quality and features specified by that
office when the model was put into production. Your firm (by way of the BidG@pater program)
will then determine how many units of product are shipped from each operating plant, according
to a preapproved policy (see below). Units not sold during the quarter in which they are purchased
will be placed in inventory. Inventory c&d over from one quarter to the next by a sales office
is stored in a public warehouse. Sales offican area which also has a manufaomplant may
store up to 300,000 units in the plant's warehouse facility.
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Limits: 0 to 999 (in thousands of units)

Sales
Office
Orders
(000s)

Area 1 # 87

Area 2 # 75

Area 3 #75

M/IN/PIS || # 75

Your firm has developed a set of policies to guide product allocation. alldeation
priorities are as follows:

1. Goods held in inventory by a sales offia# not be shippedto another area or cotrg
but will be held for sale in the area whereytlare located. They were produced according to the
quality and features specifications prescribed for that sales office and thus may be a different
product than the ones sold in other areas.

2. Sales officeorderswill be filled only from your firm's currentjuarter production.
Shipments will be allocat to fill sales office ordetseforefilling any additional customer ders
in a producing area. Thesshipments include those &l sales offices, both in areas with
manufacturing plants and in areas without a plant. For sales offices in producing areas, "shipment"
comstit ut es setting goods aside in thersplantédés wa

3. If a plant's production will exceed the number of units in the local sales office order, the
excess production capacity will be used to produce product to ship to other area saleaftafices
the local sales office order has been completédii In other words, sales offices in producing
areas are given priority and will have their total order filled (given sufficient ptiotuin the
area), even if there is not enough production to fill orders of other sales offices.

4. If an area'smpduction is less than the local sales office order, the shortage will be
ertered in a request for shipment from a plant in another area (if there is one).

5. Then, any excess production capacity at each plant will be used to produce goods to
meet the demais of unfilled sales @ite orders from all areas. If production capacity
equals or exceeds the orders from saléises in nonaproducing areas plus unfilled
orders from areas where plants could not meet their sales office orders, all orders are
filled. Otherwise, they are prated according to the size of thelers.
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6. If production capacity is available to fill orders from more than one plant, sales office
orders are filled first froomon-home area plantsn the following order beginning with MI/P/S,
then from the two domestic ndrome areas (the order is Merica 1, Merica 2, Merica 3) and finally
from the home area. Shipments are made to sales offices in the following order: Merica 1, Merica
2, Merica 3 and finally to M/N/P/S.

The bottom lne is that the sales office in each market area must manage itsvewtony.
Failing to do so may result in stockouts even though other areas have inventory left over.

Finance Decisions

Surplus funds held by your subsidiaries are transferred to your parent firm in the form of
dividends to the parent corporation for invesht or applied to other uses.

As a matter of company policy, all external financing, idolg bark loans, will be under
taken only by the parent compa Financingneeds of subsidiaries (including M/N/P/S) will be
filled by the parent company purchasing additional common stabtle whollyowned subisliar-
ies. Stock purchasea the M/N/P/S subsidiary will be paid for in dollars, which will be converted
to local currency at the exchange rate in effect at the time of thegserch

Financial strategy is discussedChapter 9, along with additional information about each
of the finance decisions and the costs associated with them. FguaetBe end of this chapter
summarizes the initial costs and expensekhaf Business Policy Game

Bank Loan

If your firm wishes to take out a sha@dgrm bank loan by drawing against your $2.Sioml
line of credit, enter the amount desired (in thousands tdrdpunder Bank Loan on theaigon
form. Shoriterm loans are made for a periodoofe quarter, and repayment is autametiring
the quarter followng that in which the loan is made. The annual interest rate will be the short
term rate that is avaible during that quarter to a company with your credit standing. Your account
will automatcally be charged orurth of the annual ratéuring the quarter in which the loan
is outstanding.

Bank loars are secured by inventory and receivables, and may not exceed 50 percent of the
value of eceivables plus inventory at the end of the previous quarter. Your line of cogliese
an annual cleanup, so a loan request will be denied if there has been a loan outstanding during each
of the pasthree consecutive quarters.

Bank loars are availablenly to the parent company.
Maximum loan: 50 percent of receivables plus inventory

Maximum loan: O if a loan was outstanding in each of the previous three quarters
Limits: 0 to 2500 (inthousands of dollars)
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If your firm does not have sufficient funds to meet all of its obligations, including those of
subsidiaries, aamergency bank loarwill be provided at higher interest rates reflecting the higher
risk of such loans. (Your firm igthnically in default.) The rate for the first emergency lsan
five percentage points above the normal interest rate. The rate for a second loan is fifteen percent,
a third loan thirty percent and all loans after that téitg percent. Confidence in the firm will
decrease resulting in more sales force resignations and a decrease in customer demand.

Finance (000s)

Bank Loan | $

Bond Issue | $

Stock Issue | #

Dividends $

Time CDs $ 1000

Sale or Redemptioof Bonds

1. Bondissue Your parent company may incur additional ldegm debt by issuing new
bonds in amounts that ameultiples of $1,000,000 Newbond issues are callable tgear bonds
carrying the longerm rate of interest that will be available to a company with your credit rating
during the quarter of issue. In the financial keds, there is some untanty in plaming a bond
issue regatidg the actual rate that will be availe at the time of issue. This amount isn't normally
known very much in advance. In the siation, the investment banker doesn't fix the rate until
the first day of the quarter in which the bonds are to be sold.

Bondsmust be secured by plant and equipment. The value of exigimdgplus new
bonds to be issued may not exceed 75 percent of net fixed assets. nkamthgour investment
banker will consider an issue too risky to underwrite if the existing bonds, plus new bonds to be
issued, exceed 50 percent of total equity (istimgy of the previous quarter's total equity plus the
proceeds of new shares to be sold sinmgltaisly with the bondssee "Sale of Common Stdck
on the next page). Enter the amount of new bonds to be sold (in tidsusiadolars) on the
decision form under Bonldsue If you decide to issue $1,000,000 worth of bonds, enter 1000 on
the decision form. Daot include commas in your entry. Bonds can be issued only by the parent
company.
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Maximum issue: 50 percent of equity or 75 percent of net fixed assets, whicleless
Limits: 0 to 9000 (in thousands of dollars), in million dollar lots

2. Bondredemption Bondsthat are outstanding may be called and redeemed in amounts
that ae multiples of $100,000 except that there is a restriction in the bond indenture that prohibits
the redemption of more than $500,000 of the face amount of bonds in any one quarter. A call
premium is required, amounting to 5 percent of the face valdeeakpurchased bonds. If your
firm has more than one bond issue outstanding, the bonds carrying the highest interest rate will be
redeemed first. If bonds are to be redeemed, enter the face amount of the bonds for-which re
demption is desired (in thous#sof dollars)preceded by a minus signunder Bond Issuen the
decision form. If you decide to redeem $500,000 worth of bonds, for example;58ttem the
decision form. The 5 percent call premium will be charged automati&diyds can be deemed
only by the parent company.

Maximum redemption: Total amount of bonds outstanding (if less than $500,000)
Limits: -500 to 0 (in thousands of dollars) in hundred thousand dollar lots

Sale of Common Stock

1. Stockissue Your parent firm may issue new shares of common dtockigh an in
vestment banker in multiples of 100,000 shares, provided the new issue will be large enough to
raise at leas$1l million. The investment banker will make a firm offer at any time of a price that
will be determined by the following formula:

(shares outstanding) x (latest market
price)
ISsue price = = —mmmmemmmmem e
(shares outstanding) + (shares to be
issued)

If your firm's credit ratings 2,this is the issue price. If your firm's credit rating is 3 tsadi
10 percent of the formula value from the issue price. If your credit rating is 1, adccé@tper

Enter the number of new shares to be issued (in thousands of sharesjecigion form
under Stockssue. If your firm decides to issue 4,000,000 shares of stock, for example, enter 4000
on the decision form. Dot include commas in your entry.

Externalsale (or repurchase) of comon stockwill be undertaken only by your parent
company, in thousands of ders. Subsidiaries may issue stock only to the parent company, and
only to meet financing requirements due to working capital shortages, plant construgion or
chase and installation of new equipnt. Sales of subsidiary stock will occur automdiicahen
additional funds are required, and no decision entry is necessary.

Minimum issue: Enough shares to raise $1 million
Limits: 0 to 9000 (in thousands shares) in 100,068hare blocks
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2. Stockrepurchase Shares of your parent firm's common stotky be repurchased by
placing a purchase order with the firm's stockbrokere dtrares will be purchased at a price that
is 10 percent above the market price reported at the end of theysrguarter. Stock is repur
chased by entering the number of shares to be repurchased, preceded by a minus sign, in the Stock
Issue section othe decision form. When stock is repurchased, the shares are cancelled.
Repurchase must be made in multiples of 100,000 shares. If your firm decides to repurchase
500,000 shares of stock during the current quarter, for example-&dfeon the decisn form.
Your corporate charter requires that there be at least 3 million shares antssmdepurchas
are limited to an amount that would leave at least 3 million shares after the repurchase. Shares
may not be repurchased if the balance of theuAmlated Earnings account is not sufficient to
fund the repurchase.

Maximum repurchase: to leave at least 3 million shares outstanding

Maximum repurchase: to leave a nonnegative accumulated earnings balance

Limits: -500 to 0 (in thousands of shayeén 100,000 share blocks
Dividends

Cashdividends may be paid by your parent company to patestockholders. A sgric-
tive bond covenant, however, pides that the dividends paid in any quarter, taken together with
dividends paid in the previous three daes, may not exceed the total amount of earnings in the
previous four quarters of opéi@ns. In addition, the board of directors of your complaay de
cided that even if all bonds should be reased, this restriction on dividend policy would be
maintained. Thus, if total earnings in the previous four quarters amounted to $200,000 and divi
dends already paid in the previous three fgusranounted to $190,000, the maximum dividend
that could be paid in the current quarter would amount to $10,000. Enter the amount of cash
dividends to be paid (in thousands of dollars) under Dividesdthe decision form. Ifour
firm decided to declare the permissible amount of $10,000 in dividends in the above example,
you would enter 10 on the decision form. Dividentsy not be declared if the Accumulated
Earnings acount on the balance shéets a negative balance.

Subsidiaries may declare dividends only to the parent company (these are not recorded on
the decision form but paid automatically when funds are eligible to be transferred). No dividends
will be paid by a subsidiary that had a¢ige Accumulated Earnings the previous quarter.

Maximum:  Netprofits earned in the last 4 quarters minus dividends paid in the last 3 quarters
Maximum: O, if retained earnings are negative
Limits: 0 to 9999 (in thousands of dollars)

Certificates of Deposit

Threemonth time Certificates of Depogi€Ds) may be purchased by your parent firm in
multiples of one hundred theand dollars. Pahases may be made at the beginning of any quarter.
CDs mature at the beginning of the next quarter, three months later. Imiéirdst earned on
deposits at the rate reported in the industry report 4moBth time CDs during the quarter in
which they will be invested. Interest (but not principal) will be cezlliib your account on the
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last day of the queer in which the deposisimade (and thus is available to meet that quarter's
expenses), with quirly interest calculated at o#fieurth of the annual rate.

IMPORTANT NOTE
While interest is credited on the last day of the quarter that the
deposit is made, the funds from the deposit itself are not
available until the next dayd the first day of the subsequent
quarter. Thus, if your firm should need emergency cash
during the quarter in which the funds are invested in CDs, the
funds will not be available to meet the need.

To purchase time CDs, enter the amount of the purchase in thousands of dollars on the
decision form under Time CDs. If your firm decides to purchase $400,000 worth of CDs, for
example, enter 400 on the decision form. Do not include commas in your &#paynent of
the CDs, as well as crediting your account with earned interest, will be done automatically by the
bank.

Limits: 0 to 9900 (in thousands of dollars), in hundred thousand dollar lots

Production Decisions

Production planning, scheduling and costs are discussed in Chapter 7, along with addi
tional information about each of the production decisions and their associated costs. Froductio
capacity changes are discussed in Chapter 8. Figia Zhe end of this chapter summarizes
the initial costs and expensesTdfe Business Policy Game

Research and Development

Your parent firm is responsible for all e=gch and devepment work. Research and-de
velopmenexpenditures fund your R & D department which develops new models of your product.
The department also is involved in adapting the latest manufagttechniques foluse in
producing the new products. Enter the amount (in thousands of dollars) to be spent for R & D.

Limits: 1 to 999 (in thousands of dollars)
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R&D/Training
(home
currency)

R&D g 72

Trng $ 68

Production Employee Training

Trainingof production employees enhances employee ptaaglydy upgrading skills and
preparing indiviluals for more complex job assignments. It also helps maintain currentfpreduc
efficiency by sharpening ongoing production processes. Thus, training of production essploy
can lead to savings in unit labor costs because the employees are mocéy@o@avings in unit
materials costs may result because of more efficient materials handling and less materials wastage.

The employee training costs are completely funded by the parent company and are paid in
dollars, even though some of the trainm@y take place in manufacturing facilities located in
other domestic market areas or in N/P/S.

Enter the amount to be spent (in teands of dollars) on production training.

Limits: 1 to 999 (in thousands of dollars)

ProductionScheduling

At the beginning of Year 3, a manufacturing plant with six production lines isabiaih
your home area. No production facilities are currently available in the other areas. However, a
plant may be built in angther area using the area's working capital and additional funding, if
required, from the parent company. There are no restrictions on foreign investment of frms pro
ducing lowcost durable products in N/P/S.

On each quarterly decision form, all aadle production lines in each plant and for each
shift must either be scheduled for production, idled ortieded. See Chapter 7 for certain re
strictions on produ®n scheduling and temporary layoffs.

1. Schedule firsshift production lines ahhours Productioninesto be scheduled for
first-shift operation should be entered on the decision form for the area in which they are located.
Enter the number of production lines that are to be ymod (not more than the maximum
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available) and the number of hours that are to be scheduled per week (from 40 to 48). Make sure
your entry is for the area or areas in which you have a plant. The demnrgrprogram will not
accept an entry for an a&here no production lines are available.

IMPORTANT NOTE
If new lines are desired, an entry must be made under New
Lines one quarter before production may be scheduled. See
paragraph 1 under "Investment in Production Facilities and
Equipment” below.

Limits: Lines 0 to maximum number of lines available
Hours 0, 40 to 48

Note: Linesscheduled + lines idled + lines deactivated must be equal to the number of lines
available.

2. Second shift Productioron a secondhift operation is possiblenly in a firm's home
area plant after new workers have been trained to work the second shift (see Chapter 7). Enter the
number of production lines that will be producing on the second shift and the number of hours that
are to be scheduled per week (see pafayl on the previous page).
Limits, Lines 0 to maximum number of lines available in home area

Note: Linesscheduled + lines idled + lines deactivated must be equal to the number of
lines available.

Limits, Hours:0, 40 to 48
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Sales

Office Production
Orders Schedule
(000s)

Lines Hours

Area 1l # 87 # 6 # 40

Area 2 # 75 # #
Area 3 # 75 # #
MIN/PIS | # 75 # #

2nd Shift # #

IMPORTANT NOTE
Second-shift lines are not available and may not be scheduled
until workers for the shift have been trained according to
paragraph 2 under "Investment in Production Facilities and
Equipment" below. An entry must be made under New Lines
in the Construction section of the form one quarter before sec-
ond-shift lines may be scheduled for production.

CapacityAdjustment.

1. Temporary Layoff(for one quarter only). Productidimesthat are available but not
scheduled for production, and have not been deactivated, must be idled by laying off employees.
Enter the number of lines which you plto idle through layoffs on the decision form under Ca
pacity Adjustment Layoff. Be sure that all lines (both firshift lines and secorshift lines) are
accounted for. If you idle a firsthift line, a coresponding seconshift line must be idled or
deactivated unless there remain at least as manystiifitlines as seconshift lines. A second
shift line may not continue opénag unless there is a gesponding line on the first shifCheck
to be sure that your entry is for the area in which you want to idle liNete: Layoffs tend to
negativelyaffect productivity.

Limits: 0 to maximum number of lines available
Cost $52,000 or 312,000 in local currency pesarter per line

Note: Linesscheduled + lines idled + lines deactivated must be equal to the number of lines
available.
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Sales
Office Production
Orders Schedule Capacit y Adjustment
(000s) Deac- Reac-
Lines Hours Layoff tivate tivate
Area 1 #87 |# 6 # 40 | # # #
Area 2 # 75 # # # # #
Area 3 # 75 # # # # #
M/N/P/S # 75 # # # # #
2nd Shift # # # # #

2. Deactivatdirst-shift lines Any line that is avadgble for production may be deaated
and removed from prodtion until such time as you choose to reactivate the liBater the
number of lines that you desire to deactivate in the appropriate area on the decision form under
CapacityAdjustment Deactivate. Deactivated lines may not be scheduled for produantil
they have been reactivated (see paragraph 4 on the next pdgt: Deactivation affects
productivitydue to its negative impact on employee morale

Limits: 0 to the number of lines available for production
Cost  $100,000 or 60000 in local currency per line

Note: Linesscheduled + lines idled + lines deactivated must be equal to the number of lines
available.

3. Deactivatesecond shift Productiodinesavailable for secondhift production may be
deactivated by entering the number of lines you desire tdidatecunder the Capaci#djust
menti Deactivaé column for the 2nd Shift area on the decision form. Sesbifdlines must be
deactivaed if the correspondg lines on the first shift are deactivated as both shifts use the same
equipment. Note: Deactivation affed productivity due to its negate impact on employee
moraleunless secondhift lines are replaced withewmatching firstshift lines.
Limits: 0 to number of secorshift lines available
Cost $100,000 or 600,000 in local currency per line

Note: Linesscheduled + lines idled + lines deactivated must be equal to the number of lines
available.

4. Reactivatedeactivated lines Productionlines that have been previously deactivated
may be reactiated and made available for protan. In order to reactivate a secestift line a
first-shift line must be available or in the process of being reactivated because both shifts use the
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same equiment. Both first and secorshift lines may be reactived at the same time. The
number of lines available for reacttian, if any, are shown in the Production Capa8tgtus
section of your Opaitting Infomation Report (Report D).

PRODUCTION CAPACITY STATUS

Merica Merica Merica
Areal Area2 Area3 M/N/P/S

Production Lines Currently Producing 6 0 0 0

Space Available for New Lines 2 0 0 0
Lines Available for Reactivation 2 0 0 0
Second - Shift Lines for Reactivation 2 0 0 0

Reactivation requires one quarter of preparatiooreeé line may be scheduled for pro
duction. Enter the number of lines to be reactivated under the appropriate area on the decision
form. Lines may not be scheduled for production until the following quarter.

Limits: 0 to number of linepreviously deactivated
Cost  $50,000 or 300,000 in local currency per line

Note: A secondshift line must use the equipment used by a-fitst line. You may not
reactivate a send-shift line unless you have a supporting fskift line either avadble,
being built or ractivated.

Investmenin ProductionFacilities, Equipmenand Second Shift

Investmenin new facilities, equipment or second shift may take the form of construction
of new lines in existing plants, training workers fecsndshift operation, constructing a new
addition to an existing plant or constructing a new plant. For details on these alternatives, see
Chapter 8.

1. NewFirstShift Lines Plant space that is available for new line constructiorpisrted
in the Production Capaci§tatus section of your Operating Infotima Report (Report D).

PRODUCTION CAPACITY STATUS

Merica Merica Merica

Areal Area2 Area3d M/N/P/S
Production Lines Currently Pr oducing 6 0 0 0
Space Available for New Lines 2 0 0 0

Constructionand preparation of new lines requires one qudrédore the lines become
available for production. In Year 3, Quarter 1, space is available to add as many as two new lines
in the existing home area plant. If a new addition or a new plant is under construction,-the con
struction of new production lingeay be undertaken as early as one quarter before completion of
the new plant capacity (see paragraphs 3 and 4, below). In this way, production lines may be made
available for production as soon as the new addition or new plant is completed.
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Enter thenumber of new lines to be added in the area where a plant with additionatycapac
is located. After the constriion has begun, no further entry is necessary (that is, enter O in
subsequent quarters) unless you want to build additional lines. Boaitivies in subsequent
quarters will result in startingdditional new lines at that time (if space is aahle). When ready
for production, and not before, new lines must be scheduled for production, idled oradedcti

Limits: 0 to spacavailable
Cost $500,000 + $100,000 worker training per line or
Lc 3,000,000 + Lc 600,000 worker training per line

2. New SecondShift Lines In ahome area plant seconeshift opeations can be added
to producing firstshift lines. You may also add seceskift lines at the time you build firsthift
lines. The key is that there must always be a-$indft line to support each secosdift line
because the same equipment is usedbdth shifts. To add secostift lines, enter the number
of seconeshift lines you wish to add on the decision form in the New Lines column under 2nd
Shift. Workers will be trained and the line(s) will be aablé for production during theext
quater.

Limits: 0 to number of 1sthift lines operating in home area
Cost $100,000 per line worker training (home area only)

3. New Additions. Additions may be constructed by adding new structures to rexisti
plants. Capaty may be added in increments to accommodtateproduction lines per addition
unless the maximum plant size of twelve lines already has been reached. Two quarters are required
to construct an addition. An addition may be added to a plant under construction if it is not started
prior to the last 2 quarters of plant construction. To begin construction, enter 2, the number of
lines of cpacity, under New Addn the decision form ithe area in which you wish to construct
the new lines.

After construction has begun, no further entries are sacgéthat is, enter 0 in sulogeent
guarters unless space is available within thdirle2 maximum plant size and you wish to begin
corstruction of another addition). If you wish, you may begin construction of production lines
(paragraph 1, above) so that the lines will be available for production when the new addition is
completed. Newiine construction may be startad early as one quarter after construction of the
new addition is begun.

Limits: 0 or 2 lines (to a maximum of 12 lines in a plant)
Cost: $900,000 or Dn, Rp or Ps 5,400,000 p4in2 addition
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Sales
Office
Orders Construction
(000s) New New New
Lines Add'n Plant
Area 1 # 87 # # #
Area 2 # 75 # # #
Area 3 # 75 # # #
M/N/P/S # 75 # # #
2nd Shift # K K K «

4. New Plant To begin construction of a new plant, enter the number of lines of capacity
that are desired (2, 6, 8 or 10) in the area in which the new plant is to be located. Only one plant
per company is permitted in each of the four market areas. It takes three quartensiétecira
construction of a new plant. After construction has begun, no fuetttgr is required except to
begin construction of new lines (see paragraph 1 on the previous page) prior to the start of
production. New production lines may be started during the third quarter of plant ciomstruc

Limits:0 in home area; 0, 2, 4, 8, 10 lines in other areas
New plans may only be built in areas where thareno existing plarg

Cost: 2 lines capacity
4 lines capacity
6 lines capacity:
8 lines capacity:
10 lines capacity

$1,200,000 or Dn, Rp or Ps 7,200,000

$1,900,000 or Dn, Rp or Ps 11,400,000
$2,600,000 or Dn, Rp or Ps 15,600,000
$3,300,000 or Dn, Rp or Ps 19,800,000
$4,000,000 or Dn, Rp or Ps 24,000,000

5. Plant Closing To close a plant in an area, entgrunder new plant construction for
the area. See Closing a Plant in Chapter 8 for details on plant closing. This is an imposiamt deci
and should be considered carefully before it is im@eted. If you entetl toclose a plant, you
also must deactivate all available production lines at the same time. The plant and production
equipment then will be sold for 90 percent of book value.

Limits: 0 or-1, -1 closes the plant in the area

Once a plant is closed, it whle sold and thus may not be reopened! A new plant must be
built in order to produce again in the same area.
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Marketing Research

Quality ResearciAssociates (QRA), a reputable marketing research firm, is ready to
provide five different types of research studies for your firm. The studies include a competitive
advertising study, a competitive sales fostedy, two different consumer preference studies and
a sales force compensation study. You may orderestdihm QRAby placing an X next to the
desired studies in the bottom section of the decision form. In the example shown below, the
Competitive AdertisingStudy and the Competitive Sales Force Study have been ordered.

Marketing Research Studies
(Mark an X in box for studies desired)
Competitive Advertising  Study X | Consumer Preference Study Il

Competitive Sales Force Study X | Sales Force Compensation Study

Consumer Preference Study |

When using the Playerds Progr amenuatthent er d
top of the decisionenttwi ndow i n t he AResegre8tudisswindow gr a m.
containing five check boxes, one for each study, will appear. Simply click on the boxes to order
the studies you desird hen click OK. Each of these studies is described below.

Competitive Advertising Study Competitive Salesforce Study Consumer Preferences Study | Consumer Preferences Study Il Salesforce Compenstion Study

a O a

Competitive Advertisindgtudy

The Competitive Advertisin§tudy provides a report containing estimate of the
amount of advertising each firm spends in each market area. As with all research studies, there
is some error in the data because individual firms will not disclose the actual amount they spend
on advertising during a quarter. Thus QtyaResearciAssociates monitors television, radio and
print advertising and based upon their findings estimates the amount spent by each firm in each
area. The study estimates expenditures for all firms, thus you can judge the accuracy of the data
by how close theeet i mat e of your firmds expenditures ar

Cost $40,000 per study
To order click on the Competitive Advertising Study check box in The Res8ardles
window.

Competitive Sales Force Study

The Competitive Sales Force Study returns a report containing an estimate of the number
of sales people each firm employs in each market area. Firms consider the number of sales
people they employ to be proprietary information. Thus Quality Res@asztiates must
conduct a field study to estimate the number of sales people employed by each firm. The
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accuracy of the data can be judged by comparing the estimates made for your firm with the
actual nurber of sales people you emplo

Cost $20,000 per study
To order click on the Competitive Sales Force Study check box in The ReStadads
window.

Consumer Preference Studies

Consumer preference studies provide reports containing an estimate aftbgipn of
consumers who prefer the different levels of the quality and features product attributes. Quality
ResearciAssociates develops these reports based upon respimnsonsumer surveys. While
consumers do not always behave the way they claim they will when surveyed, these studies
provide pretty good estimates of consumer preferences for the product attributes.

Consumer Preference Study reports consumer preferees by market area. The first
section of the report provides preference estimates for product quality by market area. The
second section of the report provides preference estimates for product features by market area.

Cost $60,000
To order click on th€ompetitive Preference Study | check box in The Reseztiaties
window.

Consumer Preference Study llalso reports consumer preferences by market area.
Within each market area, preferences are reported by quality and féetwetes Thus
preferences are reported for each quality/feature level combination within the market area.

Cost $80,000
To order click on the Competitive Preference Study Il check box in The ReStadibs
window.

SalesForce Compensation Study

The Sales Force Compensation Study provides an estimate of the quartengriake
pay of a sales person for each company by area. As this is proprietary date, Quality Research
Associates must condudeld studies to obtain this sensitive data. The accuracy of the data can
be judged by comparing the reported compensation data for your firm with your actual
compensation.

Cost $40,000

To order click on the Sales Force Compensation Study check box ResearcBtudies
window.
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Entering Decisions& Printing Reports

You may be asketb enter your decisionssng a computeibrowser thensawe them on
the Internet servefhe browser may also be ugedriew and/ormprint your firm's r@orts. Before
enterirg your decision on the computer, the following tasks should be performed:

Complete the decision formiWe recommendhie decision form always be completed
before entang decisions on the computer. The decision form helps to organize your
firm'sdecsion set in the order in which the values will be entered. The form centralizes
the decision vaables in one place, thus easing the chore of checking for decision
completeness. The form also serves as the original record of your team's decisions

Software License

Each team playinhe Business Policy Gamaust obtain a license to use the software
prior to entering decisions for Year 4, Quarter 1. The license should be purchased sometime
after you receive the historical data for Years 1 andipbior to entering your decisions for
Year 4, Quarter 1No license is needed for Year 3. Licensesharenallypurchasedby clicking
ont he AHome/ Buy team | icense0 menu odcretthe Pl ay

card. Print your receigor your records.

Summary

Steps for entering decisions.

1. Complete Decision Form
2. Enter decisions using your browser

2a. Enter New Decisiongb. Change Decisions

Steps for printing/viewing output.

1. Click on Reports menu ars#lect report

2a.View Reports 2c. Print Reports

Steps for viewing/printing graphs

1. Click on Graph menu and select graph

2a. View Graph 2b. Print graph using browsers print function
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FIGURE 22
QUICK-REFERENCE GUIDE
DECISION-VARIABLE DEFINITIONS AND LIMITS

PRICE
Amount to be charged for your product

Maximum change, Merica areas:
Maximum change, Foreign area:

30 percent
40 percent

Limits, Merica areas: 1.00 to 99.99 (dollars and cents)
Limits, Foreign area: 1 to 99999 (Local currency)
If there is no sales office, price must be 0

TRANSFER OR DISCHARGE SALESPEOPLE
Number to be transferred or discharged

Negative values:  discharge or transfer out.
Positive values: transfer in.
A negative balance will be discharged.

Maximum: Number available minus 1

Limits: -99 to 99

ADVERTISING
Amount to be spent for advertising in each marketing area

Limits, Merica areas: 0 to 999 (thousands of dollars)
Limits, Foreign area: 0 to 9999999 (thousands in local
currency)

HIRE NEW SALESPEOPLE
Number of new salespeople to be hired.

Those hired now will be in training for one quarter, then
become active salespeople in the following quarter.

Limits: 0to 99

COMMISSION
Commission per unit to be paid to each sales person

Limits, Merica areas: 1 to 999 (cents per unit)

Limits, Foreign area: 1 to 99999 (deni, sen or centavos per
unit)

If there is no sales office in an area, the value must be 0.

SALARY
Quarterly salary to be paid to each salesperson

Limits, Merica areas: 1 to 9999 (dollars)
Limits, Foreign area: 1 to 9999999 (local currency)
If there is no sales office in an area, the value must be 0.

CLOSING A SALES OFFICE
Transfer out or discharge of all salespeople will cause the
sales office in that area to be closed and executives

OPENING (REOPENING) A SALES OFFICE
Transfer in of one or more salespeople to an area where there
is no sales office will cause an office to be built and executives

discharged. to be hired.
Maximum negative entry: Numbern\ of active salespeople Limits: Oto 99
Limits: -99 to O

BANK LOAN BOND ISSUE

Short-term loan to parent company, for one quarter.

Maximum: 50% of consolidated receivables plus inventory
Maximum: O, if loan outstanding in each of the last 3 quarters.

Limits: 0 to 2500 (in thousands of dollars)

Sold in million-dollar lots by parent company
Positive numbers: sell new 10-year bonds
Maximum: the lesser of 50% of equity or 75% of net fixed
assets

Limits: 0 to 9000 (in thousands of dollars)

BOND REPURCHASE
Redeem outstanding bonds in lots of $100,000

Negative numbers: amount of bonds to repurchase.

Limits: -500 to 0 (in thousands of dollars)

STOCK ISSUE
Sold in 100,000-share lots by parent company

Positive numbers: Number of common shares to be issued,
Minimum issue: enough shares to total $1,000,000

Limits: 0 to 9000 (in thousands of shares)

STOCK REPURCHASE
Repurchased in lots of 100,000 shares

Negative numbers: Number of shares to repurchase
Maximum repurchase: to leave at least 3 million shares with
positive accumulated retained earnings.

Limits: -500 to 0 (in thousands of shares)

DIVIDENDS
Declared and paid by parent company
Amount to pay external shareholders from profits

Maximum: Consolidated net income in last 4 quarters, minus
dividends paid in last 3 quarters.

Limits: 0 to 9999 (in thousands of dollars)

TIME CERTIFICATES OF DEPOSIT (CDs)
Short-term 3-month investments by parent company,
purchased in $100,000 lots.

Limits: 0 to 9900 (in thousands of dollars)

PRODUCT RESEARCH & DEVELOPMENT
Amount for parent company to spend on developing new
models

Limits: 1 to 999 (in thousands of dollars)
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FIGURE 22 (Continued)
QUICK-REFERENCE GUIDE
DECISION-VARIABLE DEFINITIONS AND LIMITS

TRAINING OF EXISTING PRODUCTION EMPLOYEES
Amount for parent company to spend on training of existing
production employees (to reduce production costs).

Limits: 1 to 999 (in thousands of dollars)

MODEL NUMBER
For production this quarter. Goes on sale next quarter.

Minimum: Same model number as last quarter
Maximum: Highest number reported to be available

Limits: 1to0 12

QUALITY (of product)
May be changed only on introduction of a new model.

Enter 3 for deluxe quality
Enter 2 for standard quality
Enter 1 for economy quality

FEATURES (of product)
May be changed only on introduction of a new model.

Enter 3 for enhanced features
Enter 2 for standard features
Enter 1 for basic features

SALES OFFICE ORDERS
Number of units to be shipped to each sales office. Units will
be held there for resale. Unsold units will be placed in
inventory.

Limits: 0 to 999 (in thousands of units)

SCHEDULING PRODUCTION LINES (First Shift)
Number of lines scheduled for production.

Any lines not scheduled must be Idled or deactivated. New
lines must be purchased and installed one quarter before they
may be scheduled.

Limits: O to number of lines available

SECOND-SHIFT LINES (Home area plant only)
Number of lines scheduled for second shift

First-shift lines also must be scheduled. New lines must be
prepared one quarter before production may be scheduled.

Limits: O to number of first-shift lines scheduled for production.

SCHEDULING PRODUCTION HOURS (First & Second Shift)
Number of hours to schedule production per week.

Number of lines must also be scheduled.

Limits: 0, 40 to 48 (hours)

TEMPORARY LAYOFFi IDLED (one quarter only)
Number of lines to shut down for temporary layoff of
employees.

Lines subject to temporary layoff are automatically available
for production one quarter later.

Limits: O to number of lines available for production
Lines that are available for production but not scheduled must
be Idled (temporary layoff) or deactivated.

DEACTIVATE PRODUCTION LINES (Permanent Layoff)
Number of lines to be deactivated (and not available for
production until reactivated).

If a plant is closed all lines must be deactivated, and none will
be available for reactivation later.

Limits: O to number of lines available
Lines not scheduled for production must be Idled or
deactivated.

NEW PRODUCTION LINES
Number of new lines to be purchased and installed, ready to
begin production the following quarter

1st-shift lines must be available to install new 2nd-shift lines.

Limits (1st shift):
Limits (2nd shift):

0 to space reported as available
0 to number of 1st-shift lines

REACTIVATE PRODUCTION LINES
Number of previously deactivated 1st or 2nd-shift lines to be
prepared for production next quarter.

1st-shift lines must be available in order to reactivate 2nd-shift
lines. 1st and 2nd-shift lines may be reactivated at the same
time.

Limits: O to number of previously deactivated lines

NEW ADDITION
Number of lines capacity to add to the plant

Construction takes 2 quarters. This is an addition to the
building in which new lines may be installed. Only one new 2-
line addition may be started in any quarter, but another could
be started the following quarter so that two additions are under
construction at the same time. New lines must be installed
separately during the last quarter of construction (or later).

Limits: O or 2 (to a maximum capacity of 12 lines)

NEW PLANT
Number of lines capacity for a new plant to be constructed

May only be built in areas where there is no existing plant.
This is a new building in which production lines may be
installed during the last quarter of construction (or later). New
lines must be installed separately. New additions may be built
later, to a maximum capacity of 12 lines in any area.

An entry of -1 causes the plant to be closed and sold for 90%
of book value. All lines must then be deactivated at the same
time. No further production in such a plant is possible.
Limits: -1 (to close plant)

0, 2, 4, 6, 8 or 10 (number of lines capacity)




FIGURE 23
SUMMARY OF THE BUSINESS POLICY GAMEOSTSS Year 3, Quarter 1

(Costs change over time because of inflation and changes made by management.)

Marketing Expenses

Salespeople Salariesand commissions: $3,000 or Dn, Rp or Ps 8971 per quarter + 20 cents or 0.60 Lc per unit

Training: $10,000 or 36,000 in localirency per trainee

Moving expense $5,000 or 30,000 in local currency per salesperson transferred

Severance expense: $5,000 or 30,000 in local currency per salesperson fired
Inventory storage: In-plant warehouse: 10 cents or Dn, Rp, or Ps 0.60 per unit up to 300,000 units

Public warehouse: 30 cents or Dn, Rp or Ps 1.80 per unit
TransportatiorExpense:
Shipments from To: Cost per unit in dollars Marketing Research
convert to local currency at current rates Competitive Advertising ~ $40,000

Sales office or plant Customer in same area $0.10 Sales Force Comparison  $20,000
Plant (Merica) Sales office in another Merica area $0.60 Consumer Preference | $60,0
Plant (Merica) Foreign sales office $0.90 Consumer Preference Il $80,000
Plant (Foreign) Merica sales office $0.90 Sales Force Compensation $40,0

General Selling Expense: Each Merica area: $37,500 + $4,000 x number of salespedfle20 x number of units sold
N/P/S: Lc 225,000 + Lc 24,000 x number of salespeople + Lc 1.20 x number of units sold

Production Costs

Labor costs/line for Model 1, Quali; Feature® (other models as reported): Standard cosfsnit
Straight time: $288 or Dn, Rp or Ps 890 per hour for Model Labor $2.88 Lc 8.90
Second shift: 110% of straight time Materials 1.23 5.72
Overtime: 150% of straight time (200% in N/P/S) Maintenance 0.25 1.50
Total (Qual 2/Feat $4.36  Lc 16.12
Maintenance: $25 or Dn, Rp bPs 150 per hour per line (Qual 3 or Feat 3) +10%
(Qual 1 or Feat 1} 10%
Layoff standby cost: $52,000 or Dn, Rp or Ps 312,000 per quarter per line
Deactivation cost: $100,000 or Dn, Rp or Ps 600,000 per line
Reactivation cost: $50,000 or b, Rp or Ps 300,000 per line
ConstructionCosts:
New 2nd Shift: ~ $100,000 per line worker training (home area only)
line: $500,000 or Lc 3,000,000 per line + Worker training: $100,000 or Lc 600,000 per line

New addition to plant: $¥0,000 or Dn, Rp or Ps 5,400,000 pdim2 addition

New plant construction: 2 lines capacity $1,200,000 or Dn, Rp or Ps 7,200,000
4 lines capacity $1,900,000 or Dn, Rp or Ps 11,400,000
6 lines capacity: $2,600,000 or Dn, Rp or Ps 15,600,000
8 lines capacity: $3,300,000 or Dn, Rp or Ps 19,800,000
10 lines capacity $4,000,000 or Dn, Rp, or Ps 24,000,000

Finance Expenses
Bank loan Interesfat the shorterm interest rate during the quarter the loan is issued
Bonds Existing bonds, at 10% annual interest, new bonds at long term interest rate in quarter of issu
Interestpaid quarterly. Bondsre callable at a 5 percent call premium
Common stock Issue priceletermined by formula in text
Incometax: 39% of net income; paid quarterly
Value Added Tax in N/P/S: 10% of net sales to customers, paid quarterly

Other Expenses
Executives' salaries: $50,000 or Lc 300,000 perufsturing plant, $25,000 or Lc 150,000 per sales office, each quarty
Plantdepreciation: $26,000 per quarter (existing plant)
Straightline basis over 31.5 years, no salvage value (0.7937% per quarter)
Equipmentdepreciation: $107,000 in Year 2, Quarter 4 (existing equipment)
Straightline basis over 7 years, no salvage value (3.5714% per quarter
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3. THE BUSINESS ENVIRONMENT

As TheBusiness Policy Gamaegins, you and your fellow team members are assuming
the management of a simulated corporation that has been in existence for a number of years. Your
firm's principal business activities are the productiod distribution of a consumer durable good.
The specific product will likely be defined by your simulation administrator. The samaqgbrod
type is also manufactured and sold by other firms in direct congpetvith your firm. Hovever,
these produstare differentiated in the minds of consumers.

The firms in your industry have surprisingly similartbiges during past years. An-ex
amination of the historical data and financial statements presented in Appendix C will highlight
the fact that therkas been little, if any, difference among the operations of the various companies
in your industry. Each company has maintained subiatignthe same level of sales; production
levels for each company have been about the same; the pattern of fifsacimgen similar; and
profits have differed by a rdlaely small amount. One almost could guess that the various com
panies have been operatinglenthe same management, unless collusion were present. Thisis an
unlikely assumption in view of the aimtist laws that exist in our simulated world.

As the simulation develops, you may be sure that terdiit operating strategies that will
be developed by your firm and its competitors will causgergence among the producticales,
financing,and profit performance of the various competing companies. Furthermore, as you and
your competitors place new models on the market, you will find that there is a difference between
the way your product is received by the market and the way in which gmpetitors' products
are received. Consumers will demonstrate brand preference. You may prefer to think of the
differences as akin to the differences between a new Dell and a new IBM comppéehagps
even an Apple MacBook.

Your simulation administtar will configure the simulation so that the firms in your world
are conducting business in either one or two simulated environments. If a domestic competition
is chosen, (a single environment) operations and sales are limited to Merica. If an ortarnati
competition is selected, (two environments) the second country will be either Nystok an Eastern
European country, Pandau an Asian country or Sereno a Latin America country. A short
background discussion of each country follows. You should reactttierss that relate to ¢h
countries in your competition

51



Merica

Merica is locatedn the Western Hemispheom the North American continent. Its land
area stretches approximately 9.4 million square kilometers. Nearly perof climate can be
found in Merica from tropical to polar. Deserts and major mountain ranges are found in the
West. While the West is rather arid, with the exception of the Wext) the East and most of
the Midwest receives sufficient rainfatl support farming. Farming in the west generally
requires irigation. As you would expect, tem@dures vary widely over the country.

Merica6s popul at i oA milioh peapgep MaveaharhalhofgtheJ&ople live
in the South and West. piiroximatdy twenty-five percent live in the Midwest and the
remainder live in the Northeast. More than three quarters of the population live in cities, towns
and suburbs. The capital city of Columbia is located on the east coast. The growth ingopulat
is low with approximately 25 percent of the growth occurring through immigration.

Merica is a leading industrialized country. Its work force is highly skilled and mobile.
The citizens generally enjoy a high standard of living. Median famikyme is over $35,000
per year, and professional and middianagement salaries begin around $30,000 and climb
rapidly upvard. Eightynine percent of the households own a motor vehicle.

The common language in Merica is English. Many other languagepaken in various
ethnic areas, but English is the common language of communication. English dialects vary in
different parts of the country, but each is generally understood throughout the country. Primary
and secondary education are provided fifiegharge by local school districts within each state.
Most states require children to attend school until they reach their 16th birthday. Nearly half of
the graduates of high schools enroll in college. Approximately 25 percent of the population is
college educated.

Exporting

Mericaoffers tax and nowax incentives for the export of goods produced in the country.
Unfortunately, your firm is not able to take advantage of tax incentives due to the special nature
of its products. Nottax benefits of interest to exporters include special financing set up through
exportimport banks, credit programs and financing assistance programs for foreign buyers and
promotion of export prgrams both within Merica and in foggi markets.

Importing

Consumer durables imported to Merica are subject to duty based upon their classification
in the country's import tariff schedules. The duty rate depends upon the country of origin and the
type of product, as well as numerous other factors. Certain countries are given preferential rates
due to trade agreements. Most products are subject tefawoseédnation or general rates of
duty. However, imports from some countries are subjected tudhest rates when normal
trading reléions have not been developed.
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A product's tariff classification is based primarily upon the product's description. The
product's value is based upon the transaction value which includes the actual salesspciee plu
tain commissions and other expess Transaction values may be documented using commercial
invoices, country of origin certdates, bills of lading and foreign assembly declarations.

According to tariff agreements, the duty rate for your corgisasturable good is O per
cent. However, you will have to pay a user fee of 0.19 percent which is charged on all imports.
If you ship by water, your goods will be subject to a 0.125 percent harbor maintenance fee.

When your imported goods arrive in Ntexyou or your agent must file the required
documents with the customs service. The documents include a bill of lading, airway bl or car
rier's certifcate, a commercial invoice showing the value of the shipment, an entifigshand
a packing list.

Local representation is not required, but licensed customs consultants are readily
available through accounting firms and customs brokers. Sales agents may also be helpful in
meeting the administrative requirements of the imporcess. Establishing a sales subsidiary
causes no problems from a Mermastoms standpoint. However, numerous other Merica
government agencies should be consulted prior to establishing a sales subsidiary.

Your staff will have prepared the appropriate documents and cleared them with the Cus
toms Service prior to the importation of goods. The processing and importing fees are not shown
separatly on your accounting reports, but you can safely assumehtingybeen paid and-in
cluded with other costs of purchase.

Investing

Mericahas no restrictions on foreign ownership of firms producing low cost consumer
durables. There are no limits imposed on monetary exchange or the entry of foreign funds into
the country. Both capital and profits may be repatriated as desired. Fongigmifé required to
meet the same requiments as domestic firms when obtaining loans or funds from the capital
markets. The federal government holds a neutral policy with respect to encouraging fereign in
vestment.

State and local governments followitgua different course. They offer extensive incen
tives to attract foreigimwned plants to their area. Incentives are also provided for joint ventures
and licensing arrangements with foreign investors. Their tgeis to create jobs, reduce-un
employment and welfare costs and to enlarge the tax base. Incentives are in the form of grants,
such as tax breaks, direct loans and loan guarantees. Additional help may bedarothe form
of recruiting and training services, plant lboa assistancestc.

The country has a wedlducated, skilled work force. Workers tend to be highly paid in
cluding substantial fringe benefits. The benefits are not required by law, but they are included in
most union contracts and are generally provided in varyiggedse by all employers. The
benefits normally include health insurance, life insurance, sick pay and vacation time. Profit
sharing and pension plans are commonly offered. Fringe benefits account for approximately 28
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percent of total compensan. A 40hour work week is common with overtime paid to industrial
employees for time over 40 hours. Ten paid holidays normally are observed in all parts of the
country. Two weeks of paid vacation are commonly provided for new employees witiowvaca
time increasing with employee tenure to a maximum of four or six weeks. It is unlawful to
discriminate on the basis of age, sex, religion, veteran status, handicap, national origin or race.

A social security program provides limited health and pension bera&fipebple aged
65 and over. Both employees and employers contribute 8 percent of the employee's pay to the
program. An unemployment tax of 7 percent on the first $7,000 of wages is also paid by the em
ployer. In addition, employers cwoibute to statavorkers' compensation funds which provide
benefits when employees are injured, contract a disease or die as a result of their employment.
The requirements and contribution amounts differ by state. Labor costs represent a significant
portion of total prdudion costs in MericaAs a percentage, labor costs are among the highest in
the industriaked world.

Federal taxes in Mericaurrently amount to 39 percent of corporate incorfibere is no
value added tax in Merica nor is there a capital tax on corporations. Other taxes whieh are as
sumed by the simulation to be included in the stated level of costs include:

Import and export taxes

Payroll taxes, principally social security
State and local taxes

Taxeson real property

Nystok

Nystokis a large country in Eastern Eurcgredwas a member of the former Soviet Bloc.
It has signed numerous agreements with the European Union and is seeking membership in the
EU. It occupies approximately 300,000 square kilometers making it one of the larger countries
in Europe. The country is gerally flat with mountains along one border. Nystok enjoys a
moderate continental climate with an average rainfall of 60 centimeters per year falling mainly
during the summer.

Nystokds population is approxi mangely 45 mi
European countries. Population growth has been 0.8 percent over the past 20 yeat®/o Sixty
percent of the population live in urban areas. Thirty percent of the population is under 18 and 12
percent is over 60. Retirement age for women is 60 ardmust reach 65 to retire. The largest
city is Potsdam, the capital which is located in the center of the country with a population of two
million.

The official language of Nystalk Nystok. Several other languages are spaken
sizeable minorities living in various parts of the country. They include Germans, Ukrainians,
Belorussians, Czechs, Slovaks, Lituanians, Gypsies and Jews. It is common for educated
Nystoks to speak English or German and Russian. Nystok childrescaniesd to attend school
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between the ages of 7 and 16. Over 30 percent continue on to some form of higher education.
The population is among the best educated in Europe.

Exporting

Nystokwants to promote exports and plans to introduce legislation to provide
concessions for exporters. Currently the law generally grants exemptions from customs fees and
turnover taxes on raw materials and supplies used in the production of goodsoftr &he
country does not provide any type of export guarantees.

Importing

Import quota restrictions on leaost consumer durable goods were phased out several
years ago. Nystokas adopted the Combined Nomenclature system for classification of
consumer goods and bases its customs tariffs on this classification. The basic level of duties
range from O to 40 percent. The customs value of goods for assessment parhespsce
paid plus all costs incurred in bringing the goods to the Nystok border. These duties apply to all
World Trade Organizatidrcountries and to other countries who have been accorded Most
Favored Nation status. Goods imported from develoaimlessdeveloped countries qualify
for a preferential customs rate of zero.

The customs duty system provides some protection for local industries. Kgstok
signed an agreement with the European Union (EU) which eliminaties @n an increasing
number of items imported from the EU. An import turnover tax is levied at the Nystok border
and a value added tax is assessed at the same rate that applies to sales of domestic products.
Nystok has developed a single administratteeument (SAD) that must accompany all goods
imported into Nystok. The SAD contains information about the goods, the importer, the country
of origin, and the payment method. A declaration of customs value must be completed by the
receiving party whichs checked against the SAD. The shipment must also be accompanied by
an invoice or pro forma invoice certifying the value of the goods. No additional charges apply.

Your sales office staff are knowledgeable and capable of handling all import details.
While the turnover tax is not stated separately in your financial reports, you can assume that it
has been paid and is included in with the other costs of purchases. The delivery of goods to a
customer within Nystoks subject tancome and value added taxes which will show on your
financial reports.

Investing

The Nystokgovernment is promoting foreign investment. Recent legislative reforms in
joint venture requirements, personal income taxes and banking have significantly increased the
attractiveness of Nystok as a place of investment opportunity. Bureaucratic procedures have also
been streamlined. However the taxes levied in Nystok are generally mathrédw incentives
or reliefs.
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All decisions regarding the formation of companies and the issuance of permits are made
by the Minister of Ownership Changes. Establishing a sales office or a manufacturing facility in
Nystokwould require securing a permit to operate. All documents provided with the application
must be in the Nystok language. Companies created under Nystok law are legally considered
Nystok legal persons subject to all Nystok laws. The companydbmterest to your firm is
know as a limited liability company subject to the Commercial Cdids.very similar to a
Gesellschaft mit beschrankter Haftung (GmbH) in Germarhe minimal capital structure to
establish a limited liability company is R&,000.

Nystokallows up to 100 percent foreign ownership of consumer durable manufacturers.
Ownership may be by outright purchase, perpetual lease oftehurtease. A perpetual lease
must be approved by the Ministry lofterior. The perpetual lease is normally for a term of 99
years. In the last five years of the lease, an extension may be requested to extend the lease for
another 40 to 99 years. A refusal of an exte
publ i c i nterest. o The tenant has the right to
another. The tenant is obligated to maintain rent payments. While a perpetual lease may look
attractive, your firm has a policy of ownership of capital.

A Nystok subsidiary may pay dividends to its parent equal to the entire amount of current
quarter profits, with the following restrictions:

1. Twenty percent of the profits must be set aside in an equity reserve (part of
retainedearnings) until the reserve has accumulated to an amount at least equal
to 50 percent of capital stock.

2. Dividendsmay only be paid if, after payment, there will be a minimum cash
balance of one millionenas (held in Nystokbanks).

While local financing is becoming more readily available, it is still more expensive than in
developed countries. This may change in the future.

There is a large, educated labor force in Nystok. Unemployment isl@veercent
providing a readily available pool of people from which to hire. Wages are relatively low in spite
of high employer paid benefit costs. Employgmaployer relations are based upon the Labor Code.
More than 80 percent of Nystok workers belonguhions which are beginning to take a more
active role in employeemployer relations. Foreigpwned companies are viewed as providing
good career opportunities with substantially higher salaries and benefits than Nystok companies.

The Labor Code defes the regular work week as 40 hours with double time required for
any work performed above the-#@ur limit. Double time is also required for Sunday and holiday
work. Employees are entitled to time off with pay for all national holidays and 14 dawsdof
vacation after one year on the job. Employers cannot discriminate on the basis of race, religion or
Sex.

The social security system is administered by the Social Insurance Institution. All workers
are covered regardless of whether they aretifuké of parttime workers. The current rate is 47

56



percent of taxable wages which is paid entirely by the employer. Employees can colleet an old
age pension after reaching the age of 65 for men and 60 for women after working 20 and 25 years
respectively. Numerous other benefits are available for interruptions of employment due to
sickness, care of children and care of the elderly.

Taxesthat must be paid in Nystokclude:

Taxeson incom@ the corporate tax rate is 39 percent of net income.
Value addedaxesd 10 percent of net sales

The value added tax applies to total sales. Since yompaoy imports all of its
merchandise or manufacturers it from imported raw materials and components, there are no
deductions for locally supplied materials. The value added tax is deducted from income for income
tax purposes. Incomend value added taxes are calculated and reported separately in simulation
reports. Other taxes assumed by the simulation model to be included in the stated level of costs
are:

Property tax
Social security payroll tax
Turnover tax

Pandau

Pandadus a large Asian country covering approximately 2,000,000 square kilometers. It
is comprised of a peninsula on the southern tip of the continent and a large number of islands,
some of great size. Much tife country is mountainous and covered by tropical rain forests.
The climate is tropical with rainfall averaging around 107 inches per year. The wettest months
are during the monsoons which occur from November to April. Daytime temperatures average
33 degrees and nighttime temperatures average 21 degrees centigrade.

Pandabs popul ation of nearly 100, 000, 000 peo
per year. Two thirds of the population lives on the peninsula and asiahd of Bandau
making those two areas among the most densely populated areas in the world. Large areas of
other islands are sparsely populated. The Pandau population is young with more than half being
under 20 years of age. The population is primadviigtay with significant numbers of Papuans
and Chinese.

The standard of living ieelatively high for the area. Umgloyment over the past
several years have averaged 8 percent. Nearly 75 percent of the households on the peninsula and
on Bandatlhave safe water and electricity. The rural areas are close to this percentage. More
than half of the population owns a television and 75 percent have a radio. Two thirds of the
population own an automobile.

Several hundred languages are spoken in Pandau. The official language is Bahasa
Pandau. One will find English, Dutch and Chinese commonly spoken among the Pandau
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business community. Education is not compulsory in Pandau, but it is provided at no cost to
students between the ages of 7 and 15. Free education is available through age 19 for those who
meet the required academic standards.

Exporting

Pandalencourages exports by prowid a number of incentives. They include additional
deductions in income tax calculations, exemptions from excise taxes for materials and
components imported for the purpose of manufacturing exports and additional tax breaks such as
double deductions fgeromotion of exports.

Importing

There are no import restrictions on laest consumer goods in Pandathe country has
adopted the Harmonized Commodity Description and Coding Systelassifying goods.
Merchandise is valued at its invoice price for duty calculations. Luxury goods and goods that
compete with local manufacturers are subject to high import duties. Duties currently range from
0 to 60 percent levied on an ad valorem$a3he duty rate for durable consumer goods such as
your firm produces of O percent.

A Declaration of Goods Imported form must be completed and provided at the port of
import. Appropriate invoices must be attached to the form. There is ampleestpeag at
airports and seaports to store to handle incoming shipments. Following clearance at the port,
goods can be stored at custebmded warehouses near port areas. Dutiable goods can be
stored in these warehouses without payment of duties ueilate cleared from the warehouse.
Storages also readily available at reasonable rates for general and valuable cargo.

Your staff are knowledgeable regarding import requirements and you can rest assured
that they will prepag the appropriate documents and obtain the necessary approvals to smooth
the importation of your product and/or materials and components required to assemble your
product. While processing fees are not stated separately in your financial reports, you can
assume that they will have been paid and reflected in the other costs of purchase. Delivery of
goods to customers in Pandatsubject to income and value added taxes.

Investing

Pandauwvelcomes foreign investment with emphasis upon investment which will promote
export oriented industry. Companies are incorporated under the Pandau Companies Act.
Documents are filed with the Register of Companies. Incorporation can norealyripleted
in two months.

A company such as yours would create a private company as a subsidiary. iPandau
much more likely to approve the formation of a private company which is a subsidiary of a
foreign concern than it i@ branch of a foreign firm. A private company must contain the
following limitations in its articles of association:
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Restrictions on the right to transfer its shares

2. Limit the number of shareholders to 50

3. Prohibit any invitation to the public to purcleashares or to deposit money with the
firm.

The private company is the form of choice for a foreign firm to establish a subsidiary which does
not want to raise capital or borrow funds from the Pamdalic. The private company

subsidiary may pay dividends to its parent organization equal to the entire amount of current
guarter profits with the following restrictions:

1. Twenty percent of the profits must be set aside in an equity reserve (fesaioéd
earnings) until the reserve has accumulated to an amount at least equal to 50 percent of
capital stock.

2. Dividendsmay only be paid if, after payment, there will be a minimum cash balance
of one millionrupeeghdd in Pandau banks).

Therelatively young labor force igrowing at about 3 percent per year. While there is a
shortage of skilled technical employees, there is an adequate supply of unskilled and semiskilled
workers in Pandau The literacy rate among potential employees is high. Wage rates are
comparatively low. Free medical treatment is provided by most foreign owned firms. Working
conditions are governed by the Employment Act which specifies limitations on working hours.
The normal work week is limited to 40 hours. Overtimecompensated at double time.
Employees are guaranteed ten paid holidays, and after one year they bie feligtight days of
paid vacation. This increases with the length of employment.

The Employees Social Security Act requires all but the smallest employer to insure their
workers under the government run Social Security Organi2atibhe premium costare borne
by the employer. The insurance provides benefits to workers and dependents in case of work place
injuries. A social security retirement program known as the Employees Provident Fund Ordinance
is funded jointly by the employee and employer,pktcent by the employer and 9 percent of
wages by the employee. These payments are tax deductible.

Taxesthat must be paid in Pandaclude:

Taxes on incom@ the general @rporde tax rate is 39 perceat net income
Value addedaxd 10 percent of net sales

Value addettaxes are assessed against total sales. Since your company imports all of its
merchandise or manufactures itframported raw materials, there are no deductions. The amount
of the tax is deductible for purposes of income tax assessment in Pandau. Income and value added
taxes are calculated and reported separately in simulation reports. In addition, otheretaxes a
assumed by the simulation model to be included in the stated level of costs:

Payroll taxes, principally social security

Local taxes
Taxes on real property
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Taxes on salaries

Sereno

Sereno is a large country in Latin America. It covers approximately 1,800,000 square
kilometers, almost onfourth the size of Merica. The greater part of the country is on a high
plateau. Almost half of the country is arid or semiarid. Rain geneiall hetween May and
October with very little rain being ceived during the rest of the year. Temperatures areajgner
moderate most of the year. However, there are mountainous regions in the country which have
quite different climates.

S e r e muukateon gb approximately 80 million people is growing at the rate of 2-1 per
cent per year, one of the highest rates in the world. There has been a large shift in the population
from rural to urban areas since 1940. Today more than 60 percent opthatim lives in uban
areas. The largest city is the capital city of San Jose which is located at 5,500 feet above sea level.

The distribution of wealth within the country is very uneven. At the higher income levels,
which include upper and middleamagement, the standard of living is comparable to that found
in industrialized countries. However, only about 20 percent of the population is wealthy enough
to afford this type of lifestyle. Earnings for office, skilled, semiskilled and unskilled ws&ker
substantially below those in industrialized countries. It should be noted that wages are rising, and
these latter groups are becoming significant markets for low cost durable goods. They tend to be
young and many have young families. One of thenty's major problems is to find jobs for
members of these groups which represent a large share of the rapidly increasing population.

A recent article inFortune argues that people in developing countries tend to buy more
durable goods than they wouldtlwthe same income in a developed country. Product§oned
included TVs, refrigerators, etc. Thus you might estimate that between 50 to 75 percent of the
population of Sereno would be financially able to purchase your product.

The national langage of Sereno is Spanish. Education is provided free through six years
of primary school and three years of secondary school. The government funds public universities,
which provide an additional three years of-podlege education through preparatochasols.
While all students have a right to attend school, many in the rural areas are not able to attend school
on a regular basis. Inrecent decades, a major effort has been made to reduce illiteracy.

Exporting

Both tax and nottax benefits are provided to encourage exports of locally produced goods
from Sereno. Firms exporting from Sereno can claim a value added tax credit fopalitesales.
Non-tax benefits inclde shipments being given top priority in customs eleee¢ and special pro
motional assistance in Sereno and in foreign markets. Animport drawback provision provides for
a refund of import duties paid on imported merchs@ that is later incorporatédto exported
goods.
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Importing

Sereno has no import restrictions on doest consumer durable goods. The country uses
the Harmonized System for Merchandise Classification and Codification which olaksi$ica
tion of goods compatible with that of most of its trading partners. Merchandise is valued at its
commercial invoice price in determining its dutiable value. Duties range from O to 20 percent,
with most duties running between 0 to 10%. The dafty for your company's durable goods is O
percent.

Industry protectionism is gradually being phased out since SgreaaltheWorld Trade
Organizatiorseveral years ago. Most imporfaangible items are subject to a value added tax at
the same rate that applies to domestic sales. The documents required to import goods include the
import declaration completed by a customs broker or forwarding agent, a detailed packing list and
a commecial invoice showing all charges made by the seller in connection with the sale. The
invoices must be stamped by the &er consul in the country from which the shipment is made.
A customs seriges processing fee is payable with the import declaratio

Your staff will have prepared the appropriate documents and obtained consular approval
for importing goods to Sereno. The customs service processing fees are not stated separately in
your financial reports, but you can assume that they will haveth&en care of and included with
other costs of purchase.

Delivery of goods made to a customer within Selisrsubject to income and value added
taxes. A local agent must be used to withdraw merchandisedrSereno customhouse.

Investing

Sereno allows up to 100 percent foreign ownership of consumer durable manufacturers.
Foreign investment normally is made by establishing a Sereno corporation. Prior authorization by
the Minidry of Foreign Affairs is required. The formation of a corporation with minority foreign
ownership usually requires about three or four weeks. A majority ownership takes about twice as
long. The cost is relatively minor. A notarized deed must be @autaimich represents a com
bined charter and bylaws.

A Sereno subsidiary may pay dividends to its parent equal to the entire amount of current
guarter profits, with the following restrictions:

1. Twenty percent of the profits must be set aside in aityeeserve (part of
retained earnings) until the reserve has accumulated to an amount at least equal to 50
percent of capital stock.

2. Dividendsmay only be paid if, after payment, there will be a minimum cash
balance of one million pesos (held in Sereno banks).

The availability of local financing is very limited. It also is very expensive. Short
commercial credit, when available, commsimterest rates of approximately 30 to 40 percent per
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annum. There are no restrictions on repatriation of capital. However, foreign currency must be
obtained in foreign currency markets. Sereno is not edaveountry, and it offers no special tax
treadment to foreign investors.

Skilled and managerial personnel are generally in short supply. However, trainable un
skilled and semiskilled workers are readily available. Labor costs are low compared to developed
countries, although they are rising. balunions are becoming widespread. Sereno labor law
requires that all employers provide their employees with a minimum of training.

Minimum wages are established for separate regions of the country. The minimums are
raised each calendar quarter to mirclosely the rate of inflation. The maximum workweek is six
eighthour days for a total of 48 bos, although a 44 or even a-AOur workweek is not uncom
mon, particularly in offices. Double time must be paid for overtime (more than 40 hours per week).
Triple pay is required for work on any of the seven legal holidays.

The social security program includes current medical expenses, workmen's compensation
and old age and disability pensions, which cost employers from 14.6 to 20.9% of their employee's
pay. In addition, a payroll tax of 5% is levied to cover a nationatéoat housing program. bar
contracts often provide for additional benefits. Seniority premiums are paid to all workers who
are fired, die or retire with at least 15 years of servirgder the Sereno constitution, it is unlawful
to discriminate against an individual on the basis of race, religion or sex.

Employers must provide transportation for employees when a plant is located outside of an
area served by reasonable public trantggion. Many firms have established compangported
cafeterias which offer meals at reduced prices. Total fringe benefits, including benefits mandated
by labor law, cost employers between 70 and 100 percent of base wages.

Taxesthat must be paid in Seremzlude:

Taxes on incom@ the general corporate rate is 39 percent of net income
Value addedaxesd 10 percent of net sales

Value addedaxes are assessed against total sales. Since your company imports all of its
merchandise or manufactures it from imported raw materials, there are no deductions. The amount
of the tax is dedetible for purposes of income tax assessment in Sereno. Income and value added
taxes are calculated and reported separately in simulation reports. In addition, other taxes are
assumed by the simulation model to be included in the stated level of costs:

Import & export taxes

Payroll taxes, principally social security
Local taxes

Taxes on real property

Taxes on salaries
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Market information in Sereno is neither as abundant or as readily available as in irdustrial
ized countries.

EconomicEnvironment

The firms in your industry are conducting business in two simulated environments, Merica
and M/N/P/S. Merica represents a developed countdyNgstok, Pandau or Sereno represents a
developing country. One of the environments is likely to be similar to the economy of your country
during recent years. Because of this similarity, a knowledge of the characteristics of your nation's
economy will @able your firm to make certain inferences about one of the simulated economic
environments. Your country's gross domestic product (GDP) for example, has generally increased
over time. However, unless your country is highly unusual, this growth hasarotbestant over
time as indicated by the historical record. The GDP index, as well as other econonserigse
indexes, has fluctuated considerably.

The currentdollar and currentlinar/rupee/peso GDP indexes fbhe Business Policy
Gameare rgorted in the Quarterly Industry Reparhadjusted for inflation. In addition, a four
guarter forecast of real GDP, adjusted for changes in the Consumer Price Index in each country,
is puchased every thremonths by your marketing deparént and reported each quarter in the
Quaterly Industry Report. A fouquarter forecast of expected exchange rates is included in the
forecast.

REAL GROSS DOMESTIC PRODUCT FORECAST
Actual Va lues, Last 4 Quarters Forecast Values, Next 4 Quarters
Qtr 5 Qtr 6 Qtr 7 Qtr 8 Qtr 9 Qtr10 Qtr1l Qtr12

Merica 102.17 102.66 100.93 99.90 99.57 97.94 98.7 9 94.46
N/P/S 94.87 97.05 98.20 100.00 104.76 107.08 109.14 115.87

EXCHANGE RATE FORECAST

N/P/S 599 597 597 6.00 6.09 6.02 6.08 6.18

As you might expect, the quality of the forecast is best for the quarter immediately ahead,
with a wider range of possible valsi as time becomes more distant. These are, in factlegxcel
forecasts and may be relied upon as the best data available at the time.

Other economic data also are includedime Business Policy Gameports. The impact
of price level changes is shown by the Consumer Price Index @$d),eported for each caum
quarterly. The Stock Market Index, reported only for Merica, may be considered as roughly com
parable to the Dow Jones Indusk Average, the Tokyo Stock Exchange Nikkei 225 ager the
Frankurt Stock Exchange FAZ index or the Sydney Stock Exchange All Ordinaries index. Interest
rates in the simulation will rise and fall in much the same manner as rateslop® countes
during the last several years. You will find that knowledge of theseeuo times series data is
helpful as you forecast future levels of simulated economic activity. Simgedor using
techniques to forecast future economic activity are foar@@hapter 6.
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FINANCIAL MARKET DATA

Merica N/P/S | --- Credit Rating
GDP Index (Nominal) 99.90 100.00 | Interest Rates : No. 1 No.2 No. 3
Consumer Price Index 100.00 100.00 | Long - Term 8.40 9.10 10.60
Stock Market Index 100.00 | Short -Term 11.00 11.20 12.30

3- Month Time CD Rate 9.50 |

Inflation Adjustments

All prices that your firm must pay for goods and services are subjedtatian. Inflation
varies over time and is reported via the CPI for each country. It is important to natdldtian
rates vary by country. Most costs and expenses shown in this manual are those facing your firm
during Year 3, Quarter 1 as you begin the competition. As the competition continues, you will
need to estimate changes in costs during subsequanéiguas price levels change.

To calculate the cost in any subsequent quarter, multiply the cost given for Yeart8y Quar
1 by an inflation multiplier. After you have received the reports for the quarter previous to the one
for which you are estimatg costs, divide the country's CPI in that quarter by the CPI in the same
country for Year 2, Quarter 4 (or estimate the previous quarter's CPI if the reports are not available
yet). The resulting value is the inflation multiplier to use. Prices areyaladjusted using the
previous quarter's inflation rate as we do not know next quartersanflate until the quarter is
over.

For example, the Year 3, Quarter 1 cost oflme@ plant in Sereno is given in Chapter 8 as
Ps 7,200,000. If the repoddor estimated) CPI in Sereno for Year 4, Quarter 3 is 145 and the
CPlin Sereno for Year 2, Quarter 4 is 100, the inflation multiplier is calculated as

145- 100 = 1.45

Then multiplying the Year 3, Quarter 1 price by 1.45 will result in an estinpetsal cost during
Year 4, Quarter 4 of

Ps 7,200,000 x 1.45 = Ps 10,440,000

Similarly, if the Merica CPI in the same quarter turns out to be 124 (a much lower rate of
inflation), the price of a-line plant in Merica will be

$1,200,000 x 1.24 $1,488,000

Notice that the cost of building in each areanad affected by the thenurrent exchange rate.

Costs in each country are determined by the different way that prices behave in Sereno and Merica.
But because consolidated financial statemargprepared using dollars, the currency of the parent
corporation's country, the costs (and revenues) will be stated in dollars, translated at the exchange
rate of the quarter in which the financial statements are prepared.
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Exchange Rate Calculations

Continuing the example discussed under "Inflation Adjustments” above, you need to
translate the Sereno plant cost to dollars to determine how the cost of the plant will be reported in
your consolidated fiancial statements. We will have to estimate #mount using the forecast
of exchange rates in the Quarterly Industry Refmrear 4, Quarter 3. If the forecast for Year
4, Quarter 4 turns out to be 25.20 pesos to the dollar, the translated value of the cost in dollars can
beestimated as $414,000:

Ps 10,440,000 25.20 = $414,286

IMPORTANT NOTE
This is not the same amount that it would cost to build a similar plant in
Merica in the same quarter. The relationship between costs in the two
countries will change over time because of the different rates of inflation and
the different rates of change in the exchange rate. This example shows an
exaggerated dif ference in the rates and should not be taken as a typical
caseS only one that is possible. Butit does illustrat e the way the relationship
may change dramatically over time.

Market Areas

There are four market areaslihe Business Policy GamEhree are located in Merica and
one is in M/NP/S. For purposes of identification, numerical degigna have been given to each
Merica area. The Eastern portion of Merica is known as Area 1, the Southern portion as Area 2
and the Western portion as Area 3. M/N/P/S is the fourth market areaoufifsimulation
administrator has chosen a domestic competition and Area 4 is also Merica, Area 3 will be the
Southwest and Area 4 will be the Northwest.) The level ai@nic activity in each of these areas
is growing although the rate of growth difebetween the two countries.

The numerical designations for the first three market areasspmnd to the home areas
of the companies that are competing in the simulatidess your simulation administrator notifies
you of a change At the end ofrear 2 (when your magement team takes over your firm), each
company has one prodian plant which is located in its home area. All home areas are located
in Merica Company 1 has a prodimn plant located in its home area, Area 1. Company 2 is
located in Area 2 and Company 3 in Area 3. If more than three teams are competing, Company 4
has Area 1 for its home area along with Company 1. Company 5 is located in Area 2, Company 6
is located in Area 3, Company 7 is in Area 1 and Company 8 is in Arde 3et, no company
has located any production facilities in M/N/P/S, but all have been exporting from their Merica
manufacturing plants to N/P/S. The adisirator of the simulation will assign team numbers to
each company and will let you know howmyaconpanies are compefy. The administrator may
also change the home are locations.
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Distribution , Research and Development, Production

While each companlgas been producing goods only in its home area, each firm has sales
offices and an operational sales force in all four areas and has beeringat&giroduct actively
in each market area. During the fourth quarter of Year 2, each company postedsaletwlee
of $10.00 per unit in market areas 1, 2 and 3 and Ps 75 in N/P/S. During that quarter, selling and
di stribution expenses (including advertisineg
administration and depreciation) averaged appnaidy $2.12 per unit sold in Merica and about
Ps 13 in Sereno. Transpation costs vary accoirty to the distance of the shipment. Details on
marketing and distrildion are described in detail in Chapter 5.

Research and developmenitlays have been restricted somewhat during the past year.
The director of research and development, however, has been very optimistic. She recently re
ported to the board of directors that she believes the new model on which her stafiiycusr
working should significantly enhance sales and, perhaps, bring substantial savings itiggroduc
costs. The former management had threatened her department with atislibstdget cut. She
has requested that you ¢mie her present budgand gradually increase the amount allocated for
research and development expenditures. She will then be able to retain and expangdenicom
professional staff and continue research efforts, which she believes will bear fruit within a
relatively shor period of tim@& perhaps within a few months, but most likely by the end of Year
3. See Chapter 7 for additional details about research and development.

In order to match production output more closely with sales volume, the former manage
ment ofyour company deactivated two of its production lines in your home area about three years
ago (prior to the period shown in the historical data that are dpgnRecent sales trends have
been sharply upward, h@wer, and both of these lines were reatgd to increase production
during Year 1. The plant in your home area now has six ptiodunes available, each with a
capacity of 52,000 units per quarter under normal operating circumstances. tiBrodass at
present are about $4.67 per unit. Details of costs and production capacitynadjasare de
scribed in Chapters 7 and 8.

Other operating expenses, for which plans must be made, include inventory storage costs,
training expenses, executive compeioseand interest on bonds and loans. The Men@hN/P/S
governments tax corporate income at 39 percent of net profits. In addition, N/P/S has a 10 percent
value added tax on goods sold within the country. The income tax lawshafdaottries contain
no provisions for carrpack of losses to reduce tax liabilities in prior periods. They may, however,
be carried forward indefinitely to reduce tax liabilities in the future.

Each company has issued 6 million shares of capital stebich is traded in the
overthe-counter market. The bid price for each company's stock, along with earnings and divi
dends per share, is quoted regularly in the Quarterly Industry R&mré of the firms in the
simulation, howeverhas yet declared a dividend. Chapter 9 includegiaddi details about the
financial ewironment.
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Reports

Computergenerated reports will be provided to your mamaget team following each
guarter of simulated operations. These may be delivered to your team by the simulation adminis
trator, or they may be placed in fildgat you can download from the Internet or loadadyour
f 1 r flash drive Thesanay be viewed gorinted usingthe BPGprogratBach quart er 0s
are kept in a separate folder so all reports are available to you at arastiuming yowiew the
reports on your computer each quarter

The Business Policy Garpeogamincorporates Report Viewer Choose Viewand the
BPG Report Viewer window will replace the maimdow. Click on the Reports menu item and
choose from the list of reports that are availdblgou To view a diffeent quarter, select the

desired quarter under the Quarter menu item and then select the report using the Reports menu
item.

Examples ofhie reports for the fourth quarter of Year 2 are reproduced in Appendix C, along with
a summary of data from Years 1dah Three types of reports may be provided each quarter:

1. Quarterly reports about individual companies, distributedidentially only to the
company concerned.

a. Financial reports, including

(1) Consolidated Income Statement
(2) Consolidated Cash Flow Analysis
(3) Consolidated Balance Sheet

b. Operating Information Report, including

(1) Production Cost Analysis

(2) Output, Inventory and Salésalysis
(3) Production Capacity Status

(4) Standard Costs per Unit

(5) Sales Force Analysis

(6) Current Period Decision Summary

2. Reportsabout competitors that are distributed to each company in the sonula

a. Quarterly Industry Repomroviding information about each competitor of the type
that could be gleaned from industry sources, quarterly financignstats and
public reports. Financial Market data, GDP and exchange rate forecasts also are
included.

b. Annual Industry Reportdistributed in the fourth quarter of each year,taors

annual data on opations of compdors. This information is the type that could
be obtained from corporate annual reports.
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c. Historical Data for Years 1 and 2, distributed only in Year 2, Quarter 4, includes a
summary of pertinent information for the last eight quarters leading tiye tbe
ginning of the corpetition.

3. Optional supplementary reports that may be distributed by the simulation administra
tor:

a. Your simulation administrator has the option of distributing evaluation and scoring
reports showing theelative performance of the teams in your world on a variety of
evaluation measures.

b. Vignettesthat develop situations and problems outside the scope of the computer
model, and that may requireesponse from your team or a discussion among class
members.

Data that are reported in the various reports are described in subsequent chapters.
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4. DEVELOPING THE STRATEGIC PLAN AND SELECTING
STANDARDS OF SUCCESS

Your simulated firm may beiewed as a single business corporation or as a strategic busi
ness unit (SBU) of a divsified corporation. In either case, you are calling the shots without
interference from above. Your responsibility is to stake out the direction the firm wilhteens
of its mission, develop realistic goals and objectives, create a strategy which will enable your firm
to attain its stated goals and successfully implement its strategy. Your reward could be mega
salaries and a golden parachute.

Vision

The firmds vision might be referred to as
firm is striving to become in the future including the image it desires to create among its
suppliers, competitors and customers. It provides atlmg perspectiveThe vision may
include reputation, capabilities, activities and competencies to which the firm aspires. It
provides direction for future development.

Mission

The firm's mission serves as the compass for the ordgamzdt describes the busss of
the firm and places | imits upon the firmdés aci
performed and the purpose of the activities.
employees. The migsi statement may focus upon products and/or services being provided, major
ingredients in a line of products, central tecliggl of an organization, customer groups served,
customer needs, etc. (Thompson and Strickland, 1992). Be sure to leave yaotomsgglasses
home when you develop the mission statement. This one requires some realistic thought.

Defining Goalsand Objectives

The manner in which the performance of youndated firm is evaluated will depend, in
part, upon your ability to meet the goals and objectives that your firm has set. We recommend that
your firm explicitly develop a written set of goals upon which your management can agree very
early in the simulabn. The simulation administrator may require your firm to submit a written
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document defining your goals and objectives, along with the strategies and policies which you
have formulated to achieve these goals and objectives.

Many students, and busirsesanagers as well, tend to define their goals and objectives in
very general terms. For example, an objective might be "to make a satisfactory profit on a mini
mum investment in physical and financial assets." While this may sound fine on the surface, a
closer examination reveals that this statement really doesn't provide very much guidance for the
operation and evaluation of your company.

Explicit Definition

Strategic goals and objectives should sehtlelles for your firm to jump when pursuing
its mission. They provide the specific level of accomplishment desired. If you don't know the
exact height of the hurdle, how high should you jump? Imagine the glory and fame obtained from
jumping five feet & clear a ondoot hurdle, or consider the possibility of jumping three feet to
clear a terfoot brick wall.

We think of goals as desired lotgyrm performance levels and objectives as steonh
performance targets. Both goals and objectives stlade is to be achieved anglhenit is to be
accomplished (Quinn, 1980). Your strategic goals and objectives should contaidawenépl
four components (Hofer and Schendel, 1978):

"1. the goal or attribute sought

2. an index for measuring progress tod/étne goal or attribute

3. atarget or hurdle to be achieved

4. atime frame within which the tget or hurdle is to be achieved."”

We urge your firm to provide explicit definitions of your goals and objectives. An explicit
definition can be made eghin absolute or in relative terms. Examples of absolute tefisi
include:

1. Maintain a rate of return on stockholders' -@fdrear 2 investment
in your company's stock (goal) of at least 20 (hurdle) percent (index)
through Year 7 (time).

2. Maintain a growth rate for assets (goal) of at least 5 (hurdlegper
(index) each year (time).

3. Generate sufficient sales to maintain a share of the market (goal)
equal to at least 30 (hurdle) percent (index) by year five (time).

Examples of compative statements of objectives (relative to competitors) include:
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1. Attain a larger (hurdle) share (implicit index) of the market (goal)
than any of our competitors by Year 5(time).

2. Maintain a net return on the book value of owners' investmernt (goa
at least equal (hurdle) to the median return (index) of ttesiny
through Year 7 (time).

Your firm's objectives and goals may be defined in terms of some of the quantitative
measures that have been described or in some other terms that yourmeamagay prefer. They
should, however, be related to the variables that actually are included in the simulation model.
Realizing a company objective of "'m&iming high morale,” while a noble objective, could only
be partially inferred from reportedsets by examining, peaps, the turnover rate in salespeople.
Your firm does not actually have overt control over most working conditions which affect
employee morale.

After goals and objectives have been set for your business, goals and objeetivEs e
set also for the functional areas of your firm. The goals set for the finance, marketing-and pro
duction funtions must reinforce and be consistent with the goals set for the business. Similarly,
the fundionalarea objectives should lead tawdhe realization of the functionatea goals.

Your goals and objectives should appear reasonable, and their realization should be pos
sible in light of the historical data available to you. It is possible that your firm may wish to revise
its hurdles after you have gained several quarters of experience with the simulation. However,
give your goals some time to work before you give up on them. Changing goals every quarter will
lead you in circles, and you run the risk of becoming the last of thehagls with no destation!

Formulating Strategies

Once your objectives and goals have been defined, it is important to formulate strategies
for attaining those objective@perating without a clear strategy is like driving in afaomliar
state without a road map. Both are only recommended for the extremely faithful. A strategy is a
plan for utilizing the firm's resources to attain your stated goals. Your firm's strabeyld be
set forth explicitly so that it will provide guidance for d@yday operations by your management
team and its subordinates. One test of the clarity of your strategy is to ask yourself how another
management team would operate your firm & dther team was pried with only your firm's
written statement of its goals, objectives, strategies and policies. Would they make similar sets of
decisions in your absence? If the answer is aftiimayour document probably is acceptable. If
not, it's back to the drawing boards.

You may want to think of strategy as (Hofer and Schendel,,\@&&8we talked strategy
that long agh

the fundamental pattern of present and planned resource deploy

ments and environméald interactions that indicateow the ogant
zation will achieve its objectives.
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The four components of strategy which follow from this definition are:
1. Scope products offered and market segments served.

2. Resource deploymentgplanned use of funds, equipment, materials,
personnel, etc.

3. Competitive advantageunique position ciaged relative to cope
tition by the scope and resource deployment decisions.

4. Synergy added advantage obtained by the specific combination of
resources and/or scope decisions.

As you develop your strategy, include all four components to strengthen your final plan.
Interrelationships which might go unnoticed when simply planningefurce utilization become
important elements. The resulting strategy should enable your firm to interact successfully with
its environment.

There are a number of generic strategies which your firm may follow. The strategies con
sist of the combinatits of the fdlowing three dimensions: scope of your market, types of com
petitive weapons used and segmentation of the market (Chrisman, Hofer and Boulton 1988). The
scope can either be narrow (serving one market) or broad (serving more than ong nidudet
competitive weapons consist of price, user benefits and some combination of price and user bene
fits. User benefits are created through product development, product availability andiggnomo
The market may either be segmented (using diffesemtpetitive weapons in different nkats)
or unsegmented (using the same competitive weapons for all markets).

To develop your firm's strategy, select a generic strategy and then tailor the dimensions to
your specific environment. For example, scoflespecify the market areas in which you plan to
compete. Your competitive weapons consist of price, product model, product quality, product
features, advertising and sales force. You may choose to segment your markets or treat all market
areas alike.

In addition to general business strategy, your firm needs to develop funetieaal
strategies in finance, marketing and production. The guiding forces behind funetieaal
strategies are functioralea goals. Functionalea strategies considtthe plans made by the
functional areas to meet the functional goals discussed above. Funatieaatrategies taken
together determine the success of your firm's overall business strategy.

Setting Policy

Companypolicies are the internal, working rules of the organization. They are guidelines
developed by management to set limits for, or otherwise controetpeldgy tactical decision mak
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ing and other actions of subordinates. Polini@y be usetb simplify the decisiormaking proe

ess by eliminating specific alternatives from consideration. For example, if your company has a
policy of not introducing a new product until at least two new models are available, no time would
be spent debating whredr to introduce a new product if only one new model wereabtall

We again want to caution you against using vague getiesalvhen developing policy.
"Maintaining a reasonable price for our product in relation to production costs and competitors'
pricing activities" does not provide much guidance for your marketing department as it set$ prod
prices. A more useful policy might be "to maintain a markup of 50 percent over poodcmst,
with the constraint that in no event should the weadéeprice exceed that of the highgstced
competitor by more than 5 percent." Other examples of an explicit pricing policy might be "to
maintain a markup of 40 percent over production costs plus transportation costs to éath mar
area without regard toompetitors' pricing policies,” or "to match compats' prices in each
market area without regard to markup over production cost." Hopefully these examples will
provide you with a starting point for the development of your firm's specific policies.

Keep in mind that the purpose of developing policies is to enable your firm to meet the
objectives which the management team has set for the firm. Palieiésols for management to
use in the day to day operation of the firm. Polichemutd be formulated for each of the decision
areas for which your firm will be responsible (described in Chapter 2). As the sonylao
gresses and your firm obtains additional information concerning conditions in the industry and the
activities of canpetitors, you may wish to revise your existing policies.

Even though your initial policies may be revised during the simulation, they will be valu
able in providing guidance and direction to your management team and subordinates as decisions
are beingnade. Policieserve as management's stabilizer. Your firm will discover that establish
ing clearly defined policies will save much time in the decismaking process. If top manage
ment decides to adopt a specific policy when facetl withanagement issue, the next time the
issue arises the decision will simply follow the established policy. Management can spend its time
on analysis and the development of new policies rather than rehashing the same issues over and
over.

Strategic Plan

The simulation administrator may ask your firm to submit a written strategic plan. The
plan may be due prior to the start of the simulation, may be developed during the course of the
simulation or may be considered as dira term project for your firm's management. In order to
complete a strategic plan, your firm should doct a situation analysis. This consists of a
thorough examirteon of the environment, the industry, the competition and your firm. The plan
thenflows from the findings of the situation analysis. While not necessarily part of the plan, the
analysis should include the following:

A. Macro Environment

1. Economic forces operating in your world
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Social & cultural forces
Technologickforces
International forces

Political & governmental forces

abrwn

B. Business Environment

1. Competitor8 position, strengths, weaknesses
2. Custome® bargaining power

3. Supplierd bargaining power

4. Government regulation

C. Firm-Market Analysis

Describe industry history

Describe the potential of the industry, outlook and trends
Describe your product

Describe your target market and current position

Current market shamand market share potential

Sales trends over the past three years and expected trends three years out
Competitive analysis

Market segments served

Strengths and weaknesses in the market

10 Capabilitied marketing, financial, mduction

11. Current and future competitive threats

©CoNorwNE

After the situation analysis has been completed, it is time to work on the strategic plan.
The components of our strategic plan follow:

|. Executive Summary (1 page)
This section should includebrief overview of the plan including key points.

A. Company description
1. Company name
2. Product sold

B. Market description
1. Target market (demographics, etc.)
2. Size of target market
3. Competitors

C. Strategy
1. Overall company strategy
2. Marketingstrategy
3. Operations strategy
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4. Financestrategy
5. Human resources strategy

[I. Mission& Vision

A. Company vision statemehtthe dream
B. Company mission stateményour business

lll. Company Goals and Objectives

Goals are long term and general. Objectives are short term and more specific.
They should include the goal sought, theex used for measurement, the target
to be achieved and the time frame in which the target is to be achieved.

General company goals and objectives
Marketing goals and objectives
Operations goals and objectives
Finance goaland objectives

Human resources goals and objectives

moow>»

IV. Company Strategy
All market areas should be considered in this section of the plan.

A. Company strategy
1. Where to operate
2. How to operate

B. Marketing strategy

Target sgments

Pricing

Product

Advertising

Sales force size and compensation
Sales office management

R A

C. Operations strategy
1. Productive capabilities
2. Anticipated changes in capabilities (location and capacity)

D. Finane strategy
1. Current funding requirements and sources
2. Planned future funding requirements and sources
3. Sources of funds for unplanned future requirements

75



E. Human resources strategy
1. Training strategy
2. Work forcemanagement strategy

V. Key Management Personnel

For each person list:
Name
Title
Qualifications
Skills/Experience
Discuss weaknesses in your team and how you intend to overcome them
Describe the compensation package provided fdr ehgour team
members

VI. Attachments
Quarterly for first year of the plan and then annually thereafter

1. Pro forma income statement

2. Pro forma cash flostatements

3. Pro forma balance sheet

4. Management Repd@rtfor previous year

At a minimum, the plan should consist of your mission siatd; your businesevel
goals, objectives and strategy; ydunctionatarea goals, objectives, strategies and policies; and
an implemetetion plan. Each element of the plan should be well thought out and should-be inte
grated with all of the other elements of the plan. The plan serves as youioogarep.

Management Report

We require a management report to be submitted at the end of each year of play. As our
strategic plans are due following the end of Year 3, the management report submitted with the
plan is for Year 3. We limit each report to a maxmaf five doublespaced, typewritten pages,
although additional pages may be used for exhibits (tables, graphs, and charts) which are
referenced and support points made in the report.

The report is an assessment of your business operations over thegpadt should
cover:
1. What you set out to accomplish
2. An analysis of what actually happened
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3. An explanation of any deviations from your plan.
4. Your plans for the future to attain your goals.

You should also compare your performance to your past pafaenand to your
competitords performance. Di scuss any diffic
dealt with them.

Your firm's performance will be judged according to how well your management team
competes with the management teams of the ditines in your industry. This evaluation will be
based, in part, upon your firm's ability to set and achieve reasonable goals. During the evaluation
process, comparisons will be made with other companies in the indugargirey profitability,
efficiency and financial standing. Certain ratios and quantitative measures will be received regu
larly in the computegenerated quarterly reports. These will be described below.

There also is a subjective element to performance evaluatipiiring a judgment of the
quality of planning and goaletting activities, the quality of the plans and goals themselves, the
faithfulness of the company's management in meeting goals and objectives, and the ability to
submit successfully to board or seholder reviews. Some of these qualitative factors are dis
cussed in the last section of this chapter.

Avoid End Play

At times, teams involved in a simulation exercise suchh@sBusiness Policy Garaee
tempted to adopt an unofficial strategy which is referred to as "end play." This strategy calls for
the allocation of the firm's resources in such a manner as to build the best relative position
among the competitors during the final periodraf simulation. This procedure ignores the
guarters preceding and following the final quarter of thepmimon. In fact, the firm often is
left in a position from which it would be impossible to continue. As end play involves only the
final quater a two of play, it really does not have much impact upon final team standings given
the total number of quarters upon which evaluations are based. Thus, it is basically a fruitless
exercise. A word to the wise! As "end play" is unrealistic in thenessiworld, it is frowned
upon and likely will result in a penalty during the final evaluation of a firm's performance.

Even though you have been told that the simulation will continue only for a definite num
ber of quarters, you should take the atigdidat your firm's operations will continue well beyond
that time. Even if you plan to sell your interest in the company when you retire, you are likely to
receive the greatest return on your investment if your firm's plans have been laid out in such a
manner as to take maximum advantage of the situation existing at the end of the period. If this is
done, successors will conue to have a commanding position in the industry and the greatest
likelihood of continued, profitable operations. Again, wepkasize that an endf-play strategy
is unwise and is likely to hurt your réilge position in the industry as well as dayvade your
firm's performance when final evaluations are made.
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Profitability

The profits of a busiess firm usually are considered to be for the benefit of the firm's
owners or stockholders. If a firm is profitable, it is reasonable to expect that the wealth of indi
vidual stockholders should increase as a result of that profitability. The wealtst@tkholder
can be increased in two ways: through appreciation in the market value of stock and/or through
receipt of dividend payments. Realization of a satisfactory growth in stockholders' weailtese
the firm's management to conduct its ad@gtin such a manner that the combination of dividend
payments and appreciation of the firm's stock meets the financial requirements of the firm's stock
holders.

Rate of Return on Stockholders' Investment (Investor ROI)

Given that the firm stays healthier when stockholders are willing to invest in its stock, one
overall goal of your firm ought to focus on providing some level of additional incremental wealth
to your stockholdersThis especially should be the case if we assume that you and other members
of your management team purchased a majority interest in your firm's commoatdtoelend of
Year 2 in order to gain control of its managementviQisly, then, dividend payments and stock
price appreciation would benefit your management team as stockholders in your firm. Dividends
and appreciation can be considered as incremental returns on your initial investment at the end o
Year 2. One way to compare the incremental return on your stock investment with those of
stockholders in other competing firms is to compute and compare the rate of stockholder return on
initial investment. You may wish to set a goal of a minimum ateturn on your stock invest
ment or to attempt, at least, to realize a rate of return for your stockholders as great or greater than
stockholders of competing firms may realize.

This rate of return may be considered as an overall measprefébility to your stock
holders on their initial investent. In addition, it should be noted that the ability of a firm to pay
regular dividends and maintain an increasing stock price is dependent upon its ability to show
regular earnings. Poteal stock purchasers ifhe Business Policy Ganees in the business world,
will put a premium on earnings growth and thus will tend to bid up the market price for a
fastgrowing company's common stock

The mate of return on stockholders' initial investment will be computed at the end of each
qguarter and will be reported as Investor ROI in the Quarterly Industry Répastor ROI as
sumes a purchase of common stecthe end of Year 2, Quarter 4, and shows the-anfjasted
return (stock price appreciation plus dividends) to the end of the quarter of the report. The com
putation is made by solving the following equation for r, the {adjisted rate of return:

n
_ Ph . ~ Dt
8 7 @r)™? +r)©®
t=9

where [ is equal to the dollar amount of dividends paid in quartef tsfequal to the price of
your company's common stoek the end of the most recent quarter, g.isRhe price at the end
of Year 2 (the eighth quarter of histaiaata) when you began the simulation. The rate, r, is that
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discount rate that equates the discounted value of dividends and current stock price (discounted
quarterly) to the initial stock price. The rate then is annualized by multiplying it by 4 @ovtieck

as Investor ROI. The relevant period for the calculations begins in Quarter 9 (Year 3, Quarter 1)
when you take over the management of your firm.

Other Ratios

While the rate of return on stockholders' investmentiges an overall measure of prefit
ability, it is by no means the only one. Profitability can be considered in relation to the historical,
or book value, of the owners' investment in a hess oin relation to the dollar value of sales that
the busness has made in a given period of time. These profitability ratios will be reported quarterly
in the industry reports.

The net profit margin on sales (Income to Sales) showsdtoentage of profit from each
sales dollar. The return on equity (Income to Equigflects the paentage return on funds
invested by stockholders and earnings retained in the business. Quarterly income and sales are
used for ratios in Qarterly Industry Repast The ratios are restated using annual income and
sales for the Annual Industry Report

Other ratios are reported regularly. These reflect such things as efficiency afisesset
efficiency of operations and soundness of financial condition. See the Quarterly Industry Report
in Appendix C for examples.

Ratio analysis can be a useful way to compare a firm's performariteamite standard.
Standards operformance that may be used include absolute norms, criteria reflecting the per
formance of other firms in the same industry, or standards derived from the historical performance
of the firm for which the ratios are computed. Some analysts usefrthemb standards with
which to compare ratios of different companies. Foppses ofThe Business Policy Game
however, it probably will be more useful to you (and to those who will judge your firm's achieve
ment) to compare youcompany's performance with your own historical record and with the
performance of other companies in your industry. Your ability to increase your firm's rate of return
on invested capital, for example, and to increase it more rapidly than that di¢heatnpanies
in your industry will reflect favorably upon the quality of your management.

Financial Standing

Three different credit ratings are possible for firms competingha Business Policy
Game superior (Number 1), preferred (Number 2) and average (Number 3). Credi$ eaieng
reported in the Quarterly Industry RepoEach firm starts the simulation with a pneéal credit
rating(Number 2). During the course of the competition, this rating may be improved ta@isupe
rating or reduced to an average rating according to the way the firm handleantsdl afairs.
The credit ratings a composite figure that reflects demonstrated ability to meet pators
financial obligations and the likblood of continuing to meet those obligations in thirkt
Interestrates on bank loans and new bond issues, as well as the selling price of meancstok
issues, are determined, in part, by a firm's credit standing.
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In The Business Policy Ganwedit analysts normallgonpute and assign new credit-rat
ings only once each year, at tved of the fourth quarter. A shortage of cash which neceatas
emergency borrowing, however, usually will result in the irdiae reduction of a firm's rating
during the quarter in wbh the emergency borrowing occurs.

Factors Affecting Credit Ratings

Many factors normally are considered by a credit analyst in judging the financial standing
of a business firm. Among those that via# used to determine your firm's credit ratarg the
demonstrated ability to:

1. Meet repayment obligations on bank loans and other commitments, and avoid
emergency borrowing.

2. Show significant growth of total resourcesrefieded in the value of total asts.

3. Increase the market acceptance of your product as shown by an increasing share of
the market.

4, Show a reasonable return on the book value of owners' investment in the firm

(Income to Equity).

5. Pay a reasonable proportion of profits to stockholders in the form of divid€hds.
Business Policy Ganstockholders expect to receive a growing stream ofidinds
amounting to between 30 and 60 percent of earnings.

6. Maintain a capital structure that shows a reasonable relationship between-borrow
ing and net worth (Bonds to Equity).

7. Generate sufficient profits so that there will be a comfortable margin over and
above the bond interest requirements (Interese€me).

The Business Policy Garanalysts will consider your perfmance on these measures over
an extended period, rather than just looking at a single quarter's performance. As in the business
world, the management of yosimulated firm will have no direct control over theetenination
of its credit rating You may, however, influence the analysts' decision by control of the various
items shown above. The precise way that these various factaByactiluence the determination
of credit ratings in the simulation will have to be determined by experimentation and observation.

Qualitative Standards
Successful performance in tharious quantitative measures that commonly are ceresid

as reasonable standards for business success is important, but by no means the only way in which
success can be measured. In addition, your management team probably will be judged on the way
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in which you are able to accomplish your goals and the manner in which you may have reached
the level of performance shown by the quantitativesuess. These latter judgments are more
gualitative and subjéive in nature.

At the beginning of this chagt it was suggested that you should prepare a written state
ment of your strategic business plan. The quality of these statements is important, and the way in
which you utilize your knowledge and understanding of management theory and are able to inte
grae your knowledge of the functional areas of business will contribute to developmentrafrsupe
reports. You likely will be judged on the quality of the reports themselves, including how realistic
your goals and gbctives may be in the light of the @omic environment in which you are
operating. In addition, you may be judged on your success in actually realizing the goals that you
have set for yourself.

How well has your management group done in developing an effective organization and in
working together as a team? This is a question that must be asked after you have completed the
simulation and one that should be addressed by your group from the beginning. In a very real
sense, your ability to work ¢ether effectively will tend to determidew well you are able to
accomplish your goals and how you are likely to stand in relation to the quantitative measures of
success. There can be a real synergistic effect when several individuals can become a community
working together toward common gsal

An overall strategy for your firm is important and your ability to integrate strategies for
marketing, production and finance is a hallmark of success. But also you need to ask these ques
tions, because those who judge your success will almosy siglethem:

1. "Is your marketing strategy effective and wiefiplemented?"

2. "Are your production plans and strategies effective and-well
implemented?"

3. Is your financial strategy effective and welanaged?"

Finally, appearances are criticallgportant to those who look at your work and are likely
to be judging your performance. This applies in business organizations as well as to almost any
form of interpersonal or intasrganizational relationship. The style and professionalism of your
repots will have a marked impact on the way in which you will be judged. The poise and profes
sionalism of your team members as they relate to others are important. Team members need to be
able to relate professionally to each other, to members of othes {gaor competitors), to the
simulaion adminstrator and to others who may be judging your peréorce. Your written and
oral communications with each other, and with those outside of your management team, will be
used to form the bases of many kimdgudgments about you and how well you have done.
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5. MARKETING : STRATEGY

Your firm's marketingdepartment is responsible for piding an attractive product at a
convenient location for conswenpuchase. The product's price should be equal to or less than the
perceived value of the product. The department needs to coicataeithis informaon to make
consumers aware of your desirable product offered at a fair price. In short, the role of your
marketing department is to serve the consumer. If it fails this regddapsyour firm is likely to
fail in its mission!

The marketing functiom the simulation has been simplified somewhat from that found in
the business world so that the simulation will be tractable. A sufficient number of elements have
been included so that you can deepen your understanding of the role marketing playisnn the
and in the business world.

Your firm's marketing management should begin the simulation by setting marketing
(functional level) goals and objectives and developing marketing strategy to accomplish these
goals (see Chapter 4). Marketiggals should support the overall goals developed at the business
level. The goals should focus upon what marketing can contribute to achieving tresslesel
goals. The following businedsvel goal was used as an example in Chrafate

Generate sufficient sales to maintain a share of the market (goal) equal to at least
30 (hurdle) percent (index) by Year 5 (time).

Marketing goals and objectives that could support this busleeskgoal might be:

Goal: Sell only productmodels (goal) which represent the current state
(hurdle) of technology (indexjime implicit).

Objective:  Introduce a new model (goal) at the beginning (hurdle) of each
(time) calendar year (index).

Goal: Increase sales (goal) 10 (hurdle) percentegx)dfaster than our
nearest competitor during our managgt tenure (time).

Objective:  Increase sales (goal) by 15 (hurdle) percemtegi) per year (time).

Other marketing goals and objectives may focus upon selling expense reductions, titamsporta
cost control, sales forecasting, etc.
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Marketingstrategy should be designed to enable your magkekepartment to attain its
goals and objectives. The strategy should plan for the allocation of marketing resourcesito gain
competitive advantage and to achieve a synergistic impact. The strategy for the model goal might
focus upon the timing and size of research and development expenditures. The effectiaf infla
should be taken into account. The strategy for inargasales would involve the size, timing and
geographical allocation of resources for promotion, distribution and pricing. An effective market
ing strategy should includal of the marketing decision variables which require resources.

The quarter to carter tactical decisions which your maikgtmanagement must make are
described below. These decisions are guided by your marketing strategy and company policy.
The decisions regarding the product to sell, the vdabdeprice to charge, the distrilarti of
product among the sales offices, the level of advegtiexpendures to commit and the size and
compensation of the sales force are the responsibility of your marketing department. In addition
to managing your firm's marketing mix, your markgtobepartment is responsible for forecasting
sales. Accurate sales forecasts are critical to the success of your firm. Sakstdorkk be the
basis for esthating cash receipts, variable costs, plant expansion requiremersdiom re-
quirements and inventory levels. An inventory that is too small results in lost sales and lost
customers. An inventory that is too large results in excessive storage and financing costs.

This chapter contains a description of the marketuityities found inThe Business Policy
Gameand the costs and expenses associated with these activities. The next chagpies con
suggestions to assist in forecasting sales and economic activity. A careful reading bptdhsc
will help you understand the marketing function as it relaté&h® Business Policy Gamghis
knowledge, together with careful planning, will enable your firm to design andtaimmaian
effective marketing mix which will provide a synergistic Bbdo your firm. Keep in mind,
however, that customers' needs and desires change over time. An optimal mix will not necessarily
remain optimal over your entire managent tenure.

Your firm has a sales office located in each of your three domedtietr@aeas, as well as
in a fourth area. This area may be either Merica 4, Nystok, Pandau or Sereno (hereafter referred
to asM/N/P/S). See Chapter 1 for details. Each officetaors an area sales force manager plus
staff. All customer orders gerated in a market segment flow through the area office. The office
also is responsible for training and admirasve duties required to keep the sales force operating
effectively. This includes hiring and training additional salespeople to compensdtsdes
through normal attrition and termating people when they are no longer needed. Finally, the
product inventory for each area is managed by the sales office. To increase inventory, sales office
ordersmust be placed with heaplarters so thatogpds can be shipped.

Costs and Expenses
Unless otherwise noted, the costs described in this and subsequent chapters are those that

were in effect at the begimg of Year 3, Quarter 1. The costdMerica and N/P/S are subject to
inflation, but the rates of inflation for each country areegelty different. For example, the
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general selling expenses for each Merica sales office and the office in Sereno are described below
as consisting of a fixedompament, a semfixed component and a variable component:

Dollar Peso

_Cost _ Cost_
Fixed component for each sales office ~ $37,500 Ps 225,000
Semi- fixed component for each salesperson $ 4,000 Ps 24,000

Variable component for each unitsold  $ 0.20 Ps 1.20

If in Year 3, Quarter 1 your sales office, say in Area 2, had 10 salespeople and sold 100,000
units, the general selling expense for the area would be:

Fixed component for each sales office $37,500
Semi- fixed component for 10 salespeople $40,000
Variable component for 100,000 units sold $20,000
Total general selling expense $97,500

These costs will rise as the price level rises due to inflation in Merica. If the Consumer
Price Index should rise by 10 percent, the general selling expense then would be:

Fixed component for each sales office  $41,250
Semi- fixed component for each salesperson $ 4,400
Variable component for each unitsold  $ 0.22

and the total general selling expense for the same number of sales and salespeople would rise to
$107,250.

If the Sereno sales office employed the sammber of salespeople and sold the same
number of units in Year 3, Quarter 1 (before the 10 percent price level rise), the general selling
expense would be:

Fixed component per sales office Ps 225,000

Semi- fixed component for each salesperson Ps 240,000
Variable component for each unit sold Ps 120,000
Total general selling expense Ps 585,000

Now comes the kicker. If Sereno prices should rise by 20 percent, duetionnd twice
the rate of Merica, the local cur@ncosts also increase by 20 percent, and the totatgeselling
expense for the same number of salespeople and the same number of units sold would be Ps
702,000. The rate of inflation your firm will face depends upon the economic conditions in the
countries in which your firm is operating.

It is important to remember when playige Business Policy Gartteat you begin with
information about costs and expenses in each country for Year 3, Quarter 1, but the relationships
among these costs may change over time as each country exggrigmmovn rate of ftation. All
costs are subject to inflan, butthey are subject tdifferent inflation rates in each courtry .
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Current price levels and forecasts of future price levels are regularly reported in the Quarterly
Industry Reporas the Consuer Price Index.

Advertising

The role of advertising is to communicate with consumers. This communication may focus
upon the product advantages and features that are stressed by ybonélintarketing strategy,
or it may announce the availability of a new model. The specific message to be carried in your
advertising is beyond the scope of this simulation. However, rest assured that thisiaglver
agency that creates your advertismgssages will promote your product in the best possible light.

The level of advertising expenditures is completely under the control of your firm‘s man
agement. The marketing department is responsible for determining the advertising expenditure
for exh market area. The relative etigeness of a firm's advigsing in each area tends to follow
an "S" shaped curve. Small expenditures will tend to have little effect on the market. (No one can
hear you when you whisper.) As expenditures are inetgasdvertising effectiveess tends to
increase at an increasing rate. At some level, the point of inflection on the curve is reached, and
further increases in expenditures tend to yield relatively smaller benefits. As d@xpesdon
tinue to be ina@ased, a position is reached where additional expenditures yield tioresaddif
fectiveness. Expenditures beyond this level will eventually lead to a situation whetiereddi
expendiures will actually decrease advertising effectiveness. What warilgour reaction to
watching 24 advertisements for the same product during half an hour of television viewing?

The secret to successful advertising is to keep advertising expenditures at a level where the
returns realized from each dollar spent on aiisiag significantly exceed the expenditure. The
problem then becomes: "At what levels of expenditure do we realize this condition?" If your firm
becomes somewhat frwated in its attempts to find this ideal range, don't feellyon€he major
Forture 500 firms don't know exactly where they are on the effectiveness curve either.

Advertisingexpenditures havecaarry -over effectin that expenditures in one quarter will
continue to affect sales for several quarters into the future. When planning your promotional
campaign, be aware of this fact so that your firm can use it to best advantage. Your company may
decide to engage in a constant or steadily increasing leadleftising each quarter. On the other
hand, it may decide to engage in a seasonal strategy where expenditures are heavier in some
seasons and lighter in others. Alternatively, your firm may decide to utilize a pulse strategy where
it advertises heaviljor several quarters, decreases expenditures for several quarters and returns
to a heavy sequence for several quarters. You will want to avoid large fluctuations in advertising
expenditures which we refer to as the “Yo strategy." Such expenditure atis may only
succeed in earning your firm the title of @ Champion of the World.

Consolidated advertising expenditures for each of the firmsienBusiess Policy Game

were $144,000 during the last quarter of Year 2, withut 15 percent more being spent in your
home area and about 56 percent less (in dollar terms) in M/N/P/S than in the other two areas.
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On an annual consolidated basis, past advertising expenditures have averaged between
$0.70 and $1.55 for each unitfoduct sold. However, keep in mind that the purpose of adver
tising is to stimulate sales; thus, past sales volume should not be used as a basis for setting future
advertising expenditure levels. Adtieing expenditures should be based upon the amount of sales
the firmwishesto generate. This will depend upon the amount of itorgravailable, production
capacity and time of year. Be sure to purchase advertisirgpttrmarket area in which your
firm is operating. This requires entering advertising experes on your decision form for each
area. Remember, you aren't likely to sell much of your product if you don'tiadver You also
are not likely to selas much as you expect if you adis very little.

Enter the amount in thousands in local currency (dollars, denars, rupees or pesos) to be
spent in each area. The amount must be specified even though no change is desired from the
previous quarter.

Limits:0 to 999 (in thousands of dollars) for Merica
0 to 9999999 (in thousands of denars, rupees, or pesos) for N/P/S

Marketing

Price Adv (000s)

Area 1 $ 10.00 $ 46

Area 2 $ 10.00 $ 40

Area 3 $ 10.00 $ 40

N/P/S Lc 75 Lc 105

Price

Your company's marketing department is responsible for settingltbkesale pricefor
your firm's product in each of the market areas. There are no lsgaitrens on charging dif
ferent prices in diff@nt areas. Past prices charged by firms in your industry world have tended
to hover around the $10 level in Merica althoughythave tended to fluctuate more in N/P/S.
Econometric studies have indicated that prices tend to bendmhelastic in this range. Thus,
increases in price would tend to decrease total revenue while decreases in price would tend to
increase total revery all other things remaining equal.

It should be obvious that your firm is part of an oligopoly, and your pricing actions should

reflect this knowledge. Pricing in an oligopoly is somewhat treacherous. Each firm generally has
a narrow range over whiah may vary its price without compétr reaction. When your firm
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lowers its price beyond this range, your competitors are likely to follow suit. This may result in
an expanded market with all firms sharing in the expansion. This movement couldtalfaas
price war with rapidly falling prices (and profits). If the industry price continues to drop, there
will come a point where one or more firms will be operating in the realm of profitlegsepitys

As price drops below a certain level, constsmaay view the product as being inferior and decide
not to purchase it. A reduction in price may alsordase the funds your firm has available to
spend on enhancing sales through other marketing activities.

As a general rule, firms in a mature ity tend to avoid price competition and instead
develop a strategy to compete on the basis of product, promotion and distributiorco Pipeg-
tion can be met overnight. A change in the other three variables of the markietiages longer
to discover and more time to copy. Thus, a comparative advantage gained through altering one of
the other vadbles of the marketing mix is longer lived than an advantage gained through a price
change.

The wholesale price of yoroduct must be set for each market area each quarte Man
agement may specify any price that it desires, except that company policy limits quarterly price
changes to a maximum of 30 percent per quarter in Merica and 40 percent in N/P/S. Large price
charges are disouraged, given the unknown effect that they may have on the market. Different
prices may be specified for each market area. If your Merica price is in whialesdehter zeros
for the cents so that there is no question of whether yootftwgenter the cents' figures. Prices
in N/P/S are entered in whole numbers, with no decimal fraction.

Maximum change: 30 percent in any quarter in Merica
40 percent in any quarter in N/P/S

Limits: 1.00 to 99.99 (in dollars) for Merica
1 to 99999in denars, rupees or pesos) for N/P/S
If there is no sales office in an area, the price must be 0.

Product

The products sold by the firms in your world are quite similar. However, there are quality
and feature differences amorfgetproducts which create customer preferences for each firm's
product. Thus, firms may pursue a differentiation strategy. From time to time, a firm's research
and development department may create a new model which it hopes will be more desirable than
the older version of the firm's product. If the new model is introduced into the marketplace, the
firm's market share will often increase given no other change in the pladest Thus, companies
that introduce new, innovative models will generally beearsrccessful than firms that continue
to rely upon their older, somewhat obsolete products. However, too frequent model changes may
result in customer confusion which could lead to a drop in sales. New models also tend to cost
more to produce than thedomnodel they replace.

The model life cycle for the consumer durable goodipced by your firm is relatively

short. Thus, we advise your firm to engage in an aggressive R & D program so that it will have
replacement products available when the safesn existing model start to slide. The products
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developed by your R & D department may be entirely new models or they may be variations in
features and/or packaging of existing products. A few years back, Quaker State introduced a
packaging innovationvith its new screwon top oil containers which gave it a packaging ad
vantage in the markgace. This packaging innovation (for motor oil) eliminated much of the
mess of adding oil to a car and allowed the user to safely store theysatycans. Nownost

other brands have copied this innovation, but Quaker State held the competitive advantage for
several years. Product innovation does not, howeveragieg success. Anheuser Busch brought

out a new nonalcoholic drink a while back called Cheldelbombed badly! A word to the wise.

If your new model turns out not to be a winner, it is advisable to be working on another to replace
it quickly.

A major advantage of pursuing a differentiation strategy through product innovation is that
it is difficult to copy. A classic example is the first Volkswagen Beetle which was the envy of the
automotive world for many years. It was a unique design which cornered a significant share of
the new car market. Unfiomately for Volkswagen, its innovative Rabdid not fare as well after
several successful years due to the competitioniocggiie product with improvements. While
innovation may provide a temporal advantage, the advantage is not permanent. However, product
innovation is much more difficuliotcopy than price changes. In turn, changes in ptiomo
distribution or in the sales force are genlgrahsier to make than product changes. On the other
hand, they are also more ddfilt to copy than price changes. As your marketing department
considers making changes to your marketing mix, it should keep in mind the ease with which such
changes may be matched by your contpei

New Model

When a new model is released by your firm's research aredogpenent department, its
availability together with its current savings level will be reported in the firm's Operating Informa
tion Report (Report E). For example, a new model number 5 might be shown below.

Each new model will have a different labodanaterial cost associated with it, which will
be reported along with the release of the model. The costs that are reported are foteehlity
2, Featuresevel 2. The costs for other quality levels may be calculated easily, as shown below
under "ModelQual t y0 and @A Model F-adpudted standard 'tosts réporéed forn f | a |
labor and materials will reftd any avaible cost savings that may have been achieved by your
company's production and operations trainingypain (See Chapter 7). These savings deeresl
to as savings levels and are shown in the example report for Sereno below. The aighentis
level, the lower the cost. A new model may be introduced immédiatat may be held for
introduction at a later date.
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STANDARD COSTS PER UNIT
for Next Quarter
Merica Merica Merica
Areal Area2 Area3 Sereno
$ $ $ Ps
Model 5
Quality /Features 2 Labor Cost 335 335 335 16.65
Savings Level 4 Material Cost 1.73 173 173 10.80
Model 4
Quality /Features 2 Labor Cost 288 2.88 288 15.75
Savings Level 4  Material Cost 150 150 150 9.45
Note: For Quality 3 add 10%. For Features 3 add 10%.
For Quality 1 subtract 10%. For Features 1 subtract 10%.

Each model released from the R & D department is assigned a sequential number with
higher nunbers indicating moreecent releases. It is possible for the firm in the above example
to be produmg Model3 and have Models 4 and 5 available for introduction. If more than one
model number is available, there is no marketing advantage in skippnoglel to produce the
highest numbered model, unless your next model is two or three models behind those offered by
competitors, making it technically obsolete.

If the firm decides to introduce Modg] it will no longer be possibl@tintroduce Model
4 in the future or to restart prodion of Model 3 as the tools and dies required to produce those
earlier models will have been sold. In dadi, the board of dir¢ors adopted a firm policy several
years ago that older models bétcompany's product will not be produced once a newer model is
introduced. The board wanted to avoid the piémegative image which could be created if
consumers believed that the firm was producing and selling obsolete products.

IMPORTANT NOTE
While more than one firm may be producing a product with the
same model number, the model number is a unique identifier
for each company . The products will not be perceived to be
identical by consumers. For example, both Lee and Levi
Strau ss make blue jeans. The jeans made by these two compa -
nies are perceived as unique products by consumers.

Your research and development department works closely with your marketing research
department. Prior to the release of any new model, the magkesearch department will assess
the sales potential of the new model under development. The maewtgef your firm has a long
established policy that research studies of any new product released for production must indicate
at least an 80 percentdikhood that the new model's sales will exceed sales of the modshttyr
in produdion by as much as, perhaps, 20 perc@&dte: Your management should be aware that
research informéon is never totally accurate. Thus, there is up to a 20 gepcebdility that
sales of the new model will not match the sales volume of the current product. In that event, it is
unlikely that sales will decrease more than 5 percent from the current model sales level.
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If a new model is available and your coemy wishes to put it into prodtien during the
current quarter, enter the new model number on the decision form. For example, if4Medel
reported to be avaible, and your firm decides to produce it, enter "4" on the decisrom fo
Production of the old model ceases, and production of the new model begnediately. Thus,
the production costs in all plants for the current quarter will be those of the new modelverfow
the new model will not be sold in a market area unaxt quarter unless inventory of the old model
in the area is exhausted. Sales for the current quarter in each area will be from toeyiroren
hand of the old model. Any units of the old model not sold during the quarter will be sold to a
liquidationagent at the end of the quarter at a price equal to your firm's piedaost (plus the
20 percent markup for units shipped to areas without ptmu@lant® see below). The
liquidator's price does not include transptioia costs your firm may haveaid. Formal
introduction of the new model will take place next quarter, and all available inventory for next
guarter will be of the new model.

If a sales office in an area has unfilled orders after it has exhausted its inventory of the old
model, ay shipments of the new model received by the sales office during the quarter will be used
to satisfy the remaining orders. Because all production during the quarter is of the new model, all
shipments from plants to fill sales office orders will be ofrtee model. As there is no provision
for changing price during a quarter, the new model will be sold at the same price as the old model.
Thus, pucha®rs in the market area during the latter part of the quarter will get a bargain if your
firm stocks oubf the old model earlier in the quarter. Note that it is possible to sell units of the
old model to a liquidiar in one area which has a surplus of the old model while another area stocks
out of the old model and must sell units of the new model to coeetnt quarter demand.

IMPORTANT NOTE
During the first quarter of production of a new model, customer
orders are all for the previous model even if all previous  -model
inventory has been sold. Customers wil | not be aware of the
new model or of any perceived bene fits of the new model until
it is formally introduced to the market during the next quarter.

Example oBeginning Production ai New Modein Quarter Y and Introducing it in Quartg
Z
Quarter X Quarter Y Quarter Z
Old Model Produce & Sell Sell/Liquidate
New Model Produce/Sell only if| Introduce, Produce §
old model stock out Sell
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Always enter the model number to be produced, even if it is the same as thealaest.
For Year 3, Quarter 1 the only model available is number 1.

Maximum:  Highest model number reported available from the R & D Department

Minimum:  Same model number as produced during the last quarter. Once a new model has
been placed iproduction, an earlier model may not be reinstated

Limits: 1to 12

Model # 1
Qual Feat
Merica 1 # 2 # 2
Merica 2 # 2 # 2
Merica 3 # 2 # 2
M/N/P/S # 2 # 2

Model Quality

When a new model is put into production, the quality level at which the product will be
produced and solchust be specified for each market area The new model may be sold as a
deluxe (superior quality), standard (average quality) or economy model. The model can be
differentiated by market area to meet the differing preferences of consumers within the areas. You
should be aware that consumer preferences may change over tarletiMy research describing
consumer preferences by area can be purchased from a market research agency (see below).

Your board of directors has a long standinggyathat the quality level of a product model
will not be changed in a market aredayy as the model is in pdaction. They wanted to prevent
customer confusion and the potential ill will which could be created by selling different quality
levels of the same product in an area. Quéditaels can be changexhly when a new model is
introduced. Quality level is deteined by manufacturing tolerances and the quality and quantity
of raw materials used. It is not related to whatever you may have spensearcte and
developmenin order to bring the new model to market.

As you would expect, quality costs money. More costly materials must be used and more

care in assembly is required with each increase in quality. The relative costs for the three quality
levels are:

92



Deluxe (Quality 3) 110% of standard cost for quality 2
Standard (Quality 2) 100% of standard cost for quality 2
Economy (Quality 1) 90% of standard cost for quality 2

When specifying the quality level of a new model on the decision form, enter the number
of the quality level you have chosen:

3 -- deluxe
2 -- standard
1-- economy

If you continue to produce the same model as in the previous quartenugbalso continue the
same quality level.

Limits:1, 2 or 3
May be changed only when introducing a new model

Model Features

When you schedule a new model for production, the featuresdewdiich the product
will be produced and solohust be specified for each market area. You may choose from the
following new model feature levels: enhanced (full featured), standard (average number of
features) or basic (minimal set of features). Thelehcan be differentiated by market area to
meet the differing preferences of consumers within the areas. Consumer preferences for product
features may change over time. Marketing research describing consumer preferences by area can
be purchased from aarket research agency (see below).

Your board of directors has a long standinggyaihat the features level of a product model
will not be changed in an area as long as the model is gugtion. They wanted to prevent
customer confusion and tipetential ill will which could be created by selling different feature
levels of the same product in a market area. Feature levels can be adrdpgéten a new model
is introduced. Featuresclude functional additions to the product as well as aesthetic additions
to the product. They are not related to whatever you may have spesearcheand development
in order to bring the new model to market.

The addition of product features raiskes cost of your product. This includes additional
material, components and manufacturing time required to incorporate the features. The relative
costs of the three features levels are:

Enhanced (Features Level 3) 110% of standard cost for quality 2
Standard (Features Level 2) 100% of standard cost for quality 2
Basic (Features Level 1) 90% of standard cost for quality 2

When specifying the features level of a new model on the decision form, enter the number
of the features level yduave chosen:
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3 -- enhanced
2 -- standard
1 -- basic

If you continue to produce the same model as in the previous quarter, you must also continue the
same features level.

Limits:1, 2 or 3
May be changed only when introducing a meadel

Notice that the demand for your product is prtastic, or sensitive to price changes. That
is, a price increase can be expected, all other things being equal, to result in fewer units being sold.
As you also might expect, the demand for highglity and additional features in products is less
price sensitive than the demand for lower quality/minimal feature products. Therefore, if you
change to a deluxe version (Quality 3) when you introduce Model 2, you can expect price increases
to depressales less than they would if you stayed with a standard version (Quality 2)erSkdwg,
if you change to an economy version (Quality 1), you can expect demand to be more ptige sensi
than with the standard version (Quality 2). The same relaihsids for model features.

As a rule of thumb, higher quality products and products with more features require more
marketing effort than lower quality, minimal feature products. You will generally find that the
higher price attached to higher qualiyducts offering more features (normally yielding a higher
margin) is also accompanied by higher promotion expenditures and higher cost distribution
channels. Thus, to be successful, higher quality/feature products tend tokieechdifferently
thanlower quality/feature products. Remember the diffiee in target markets.

IMPORTANT NOTE
If you change model quality or model features when
introducing a new model, the price sensitivity of the new
quality will not take effect until the new model is officially
released in the quarter following the initial pro duction.

Salespeople

Your firm has a sales office located in each of your market areas. Each offiams@m
area sales force manager plus staff. All orders géeebin the area will flowhrough the office.
The office is also responsible for training and administrative duties required to keep the sales force
operating effectively.

You have two decisions to make regarding the sales force. First, you must decide how

many salespeople arequired in each area. Second, you are required to develop a compensation
package for the salespeople. This package consists of salary and siommnaites.
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Hiring Salespeople

The Operating Information Report (E) for Year 2, Quarter 4, shows the number of sales
people working for the company during that quarter.

To determine the number of salespeople available for the next quarter, add the number of
salespeopleni training to those already active. Those who have resigned already have been sub
tracted from the reported number of active salespeople. The report does not show the number of
salespeople fired. Your firm should know that infotima as it is part oftte decision set that you
submitted.

Areal Area?2 Area3

M/N/P/S

Active  Salespeople (numberof) 12 10 10 13
Salespeople  in Training 0 0 0 0
Salespeople Resigned 0 0 0 0

Memo: Sales Training Expense 0 0 0 0

Each firm can expect to lose salespeople over time through norm@bmttrihey may
leave due to better career opmities in other industries, retirement, illness or death or dis
saisfaction with the compensation package being provided by the firm. Your firm has full control
over the compensation package; however, you have no control over other factors which may cause
a salesperson to leave the organization. We recommend thalayofopsome resignations and
maintain a sales force of sudient size so that one or two resignations (or even more) during a
guarter would not be devastating to the firm.

Salespeople
Hire Transfer Comm Salary
Area 1l # # 20 ¢ | $ 3000
Area 2 # # 20 ¢ | $ 3000
Area 3 # # 20 ¢ | $ 3000
N/P/S # # 60 Lc | Lc 8971

If your firm decides tdire additional salespeople, enter the number of salespeople to be
hired under Salespeopldire on the decision form in the areas the salespeople are to work. A
sdesperson must be trained for one quarter prior to being assigned to sell in the field. Thus, if you
hire 2 salespersons in Quarter 2, they will be available to sell in the field during Quarter 3.
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Trainingcosts during the quarter amount to $10,000 in Merica at the beginning of Year 3,
Quarter 1. Costs in N/P/S for the same period are Dn/Rp/Ps 36,000. The costs will be subject to
inflation at the rate of increase in the Consumer Price Indeadh country.

Salespeoplén training will be carried on the training roster for one quarter and will be
automatically assigned to the area in which they are training in the following quarteirting
entry is necesary after the quarter in which the sgkesple were hired. If you make an entry in
the following quater, you will hire addional salespeople to begin their training period in that
quater.

Limits: 0 to 99

Transferring Salespeople

Salespeoplenay be transferred from one area to another. If your firm hires a salesperson
in Area 2 and decidesdhthe salesperson is needed in Area 3 instead, it may transtetian
salesperson (not one still in training) to Area 3. The transfer can be accomplished by eintering "
1" in Area 2 and "1" in Area 3 under Salespebplansferon the decision form. Your positive
"moves in" to other areas may not exceed the value of negative "moves out." That would signify
increasing the size of your sales force, and an increase only may be accomplished by hiring new
salepemle. If your negative values are larger than your positive values, the additional negative
values will result in that number of salespeople being fired (see below).

You may transfer salespeople from several areas at the same time. However, you may not
transfer salespeople in and out of the same area in one quarter. They must either go into an area
or out of an area. Not both. In addition, you must mairgalaast onesalesperson in each area
unless you are closing the sales office in the areayo(ifclose the sales office, you are leaving
the area. See "ClosirmgSales Office” below.) Trafess take place imediately. A tran®rred
saleperson may not be very effective until he or she has moved and settlachéwomarket area.

The salesperson will, however, continue to draw a salary. In addition, the ssdespdt be
provided with a moving &wance of $5,000 (or Dn/Rp/Ps 30,000 in N/P/S), shown under Other
Expeng for the arefrom which the individual moves.

Maximum negative (to be transferred outjrumber of active salespeople
Maximum positive (to be transferred in): the sum of positive numbers may not exceed the sum
of negative numbers

Limits: -99 to 99

Firing Salespeople

You may fire salespeople in an area by entering the number of people you want to fire
under Salespeoplé&ransfer. You indiate that the salespeople are to be fired by entering a nega
tive number in the area thi no balancing positive number indicating a transfer to another area.
Thus, if you decide to fire 2 sajgmople in Area 3, ente? under the Transf@olumn for Area 3.

A saleperson fired in a quarter is g $5,000 (or Dn/Rp/Ps 30,000 in N/P/S) in severance pay

96



(charged to Other Expense) at the beginning of the quarter and is no longer a member of the sales
force. Remember, you must meim at least one salesperson in each area if you intend to sell
goods in the area. If you remove all salespeople from an area, the sales office in the area will be
closed and sold. See "Closiagales Office" below

Maximum to be dischargedNumber of active salespeople
Limits: -99to 0

Sales Salaries

It is the custom in your industry to pay salespeople a base salary plus a commission. At
the end of Year 2, each salesperson was receiving a base salary of $3[DAR@Ps 8,971 in
N/P/S) per quarter plus commiens. Salespeople have no expense accounts. Increases or
decreases in salaries will affect the performance level and job satisfaction of your salespeople.
Higher salaries generally will tend to increake toyalty of the sales force and result in lower
turnover. Lower salaries usually lead to employeesadisfaction, lower productivity and
increased resigtians. When developing your compensation program, heed Armand Hammer's
sage advice, "If you pgyeanuts, you'll get monkeys." However, at some point rdgming returns
will set in as salaries are increased. How loyal and happy can you make a sales force? The higher
the salary, the less the need to earn a commission by selling.

The salary thiayour firm decides to pay its sales force must be entered for each area on the
decision form in the Salespeop&alary section. Each sales office detiees the salary the sales
people in its area will receive. Salespeople in N/P/S will be paid in dlemaees/pesos. Caution
is urged when changing salaries. A-Yo pattern here is likely to buy employee tnist and
resighations.

Limits: 1 to 9999 (in dollars) for Merica

1 to 9999999 (in Dn/Rp/Ps) for N/P/S
If there is no sales office in an aysalary must be 0.

Sales Commissions

In addition to a base salary, salespeople recently have been paid a commission amounting
to 20 cents for each unit sold in Merica, or 60 deni, sen, or centavos in N/P/S. Increases in the
level of commisions will normally serve as a sales incentive, ilggtb an increase in the number
of units sold. Dereases often have the opposite effect. As with &idirey expenditures and sales
salaries, the &ct of increasing commasons is subject to the law of diminishing returns. The
sales office in edtarea may adjust the level of sales comsioiss or change the relative emphasis
on salary and commissions each quarter. Enter the amount of the desired commission in number
of cents or centavos per unit under Salespé@uenm for each area on the dsan form.

Limits: 1 to999 (in cents per unit sold) for Merica

1 to 99999 (in deni/sen /centavos per unit sold) for N/P/S
If there is no sales office in an area, commission must be 0.
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Managingthe Sales Force

Managingthe sales force involves resolving three questions:

1. How many salespeople should we employ?
2. Where should we deploy the sales force?
3. How should we compensate the sales force?

In order to determine the number of salespeople to employ, your firm must develop a sales
forecast. Welmanaged firms develop a sales quota which they expect their salespeople to meet.
The number of salespeople to employ is then determined by divitgnigitecasted sales for the
guarter by the sales quota. During Years 1 and 2, salespeople have sold between 6,000 and 11,000
units per quarter, averaging about 8,000. Your salespeople may or may not match these figures
depending upon the economic condigan your industry, the aggressiveness of your competitors
and your management skills.

If you develop a sales quota for your sales force, you can use the sales quota to allocate
your salespeople among your market areas. Simply allocate your saldsyfdreigling the sales
forecast for each area by the sales force quota and you have the required number of salespeople
for the area. Unfdunately, your actual management activity is not quite that simple. Sales
fluctuate due to seasonal purchasinggrat, and salespeople cannot be laid off for one quarter.
Thus you may want to use average sales for the year or total sales for the year. You may also have
recognized that salespeople are allocated in lumps of one person. Thus, if gastf@el,000
units to be sold in an area and your sales quota is 10,000 units per salesperson, you're left looking
for four-tenths of a salespgn. Here's what you get paid the big bucks to do: make wise
decisions!

After your sales force iunctioning in the field, it is wise to monitor the average number
of units each person is et in each area. You likely will find that all is not going acdogdto
plan. A quick calculation or two normally will show that salespeople in somearepsoducing
a much higher return than those in other areas. This would suggest that you transfer seme sales
peqle out of the low producing areas into the high pratyareas to balance more evenly the
return obtained per saj@srson in each areaRemember, though, that reducing the number of
salespeople in an area will require the others to work harder if they are to maintain the same level
of total sales. They may not be able to (or choose not to) work hard enough to do that. Also sales
maybed wn because of sarygoorpaektof ntarating éfforaic thei amean

While both salaries and commissions provide compemstor the salespson, their uses
are somewhat different. Salary provides security for the salesperson in giaatlless of the
number of units sold, the salesperson is guaranteed a fixed salary. Salary is not a strong motivator
to create additical sales. On the other hand, the commission is not paid unless a sale is made. It
provides no security for the salespon. It does provide a strong motivator for increasing sales.
Each unit sold provides more money for the salesperson. Some mixture of the two compensation
options is recommended. Your firm may want to place the emphasis of your compensation pack
ageupon one or the other of the two alternatives. However, be sure that your sales force can make
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a decent living, or they will be looking for another job. It should come as no surprise that some
people work better when the emphasis is upon salary, and mebele work better with the
emphasis upon commission.

Promotional Balance

You spend your promotional budget on advertising and sabgde. What is the proper
balance? Marginal analysis would call for shifting dwllixom the lower contributing area to the
higher contributing area. In effect, that is what we discussed previously when we suggested that
you shift salespeople among areas to balance the number of units sold per salesperson. The proper
allocation is mee difficult when deciding whether to take money from advertising and put it into
enlarging the sales force or vice versa.

There is a somewhat crude measure you can use to helmidetevhether you have the
proper balance between your promotion todBalculate the number of dollars of sales obtained
per dollar spent on advertising by area and the number of dollars of sales obtained per dollar spent
on salespeople by area. However, don't shift dollars to balance these returns yet! The actions of
your conpetitors can cause these returns per dollar spent to bounce all over the place while you
hold your total expenditures constant. (We said this method was crude!) Calculate these returns
for at least a year and take the average before you makédanges. Then you may decide to
shift expenditures gradually in the indicated direction while continuing to monitor the resulting
returns. Sorry folks, this is as close as we can get in an operational setting. (Of course you could
always try some econormie techniques.)

Marketing Research

Market research studies may be commissioned to obtain information about consumers and
competitors. The research study rates quoted below are as of Year 2, Quarter 4. All research costs
are subject to inflation. The market research firm Quality Research Associates is currently offering
five different studies.

1. The Competitive Advertisingtudy provides amstimate of the amount each company
spends on advertising by market area. As with any study, the data are prone to some
error, thus the actual numbers may be slightly different than the numbers reported by the
study. The cost of the study is $40,000.

2. The Competitive Sales Force Study yields an estimate of the number of sales people
employed by each company by market area. The cost of the study is $20,000.

3. The Consumer Preference Study | provides separate estimates of consumer preference for
productquality and for product features by market area. Data is reported as percentages.
These preferences may change over time, especially as customers learn that products with
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different levels of quality and features become available in the market plasestddy
costs $60,000.

The Consumer Preference Study Il reports joint estimates of consumer preference for
product quality and product features by market area. Data is reported as percentages.
Consumer preferences may change over time. This is el§pécia as customers

discover that products with different quality and style levels show up in the marketplace.
The study costs $80,000

The Sales Force Compensation Study provides an estimate of tHetakeyay for each
firmds s al esred dt ndudes boyh salaayard eammiasions paid during
the quarter. Compensation is reported in the local currency of the country. The study
costs $40,000.

Company 1 World 1 Market Research Report 05-29- 2017
Year 2 Quarter 4 BUSINESS POLICY GAME, 6 TH EDIT ION 16:48:31
01 (c) 20 17 by Richard V. Cotter , David J. Fritzsche and Simon Rodan

Quality Research Associates
Enclosed is a report containing the research studies you requested. We are
pleased to provide this information and look forward to doing busine ss with

your firm in the future.

Competitive Advertising Study
(000s in local currency)

0. ML M2 M3 S(Ps)

50 40 40 110
40 40 40 110
40 40 40 110

Competitive Sales Force Study
(# of salespeople by area)

oo MI M2 M3 S

12 10 10 13
10 12 10 13
10 10 12 13
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Consumer Preference Study |
(% demand by attributes within market area)

Product Quality M1 M2 M3 S

Deluxe 33 34 33 33
Standard 33 33 34 33
Economy 34 32 33 34

Product Features M1 M2 M3 S
Enhanced 34 33 35 33
Standard 33 34 33 33
Basic 33 32 32 33

Consumer Preference Study I
(% joint demand by attributes within market area)

Merical Merica2 Merica 3 Sereno
FeaturesBa St En Ba St En Ba St En Ba St En
Quality
Deluxe 10 10 11 11 10 12 10 12 11 12 12 11
Standard 12 11 12 11 11 11 11 11 11 11 11 10
Economy 11 11 12 12 11 11 11 11 12 11 11 11

Sales Force Compensation Study
(Salesperson's take - home pay by area)

Co. M1 M2 M3 S
1 5151 5288 5166 13666
2 53 61 5234 5127 13038
3 5197 5147 5023 13970

Examples of each type of study are shabove The data reported are for
example purposes only and are not related to the data in your competition. Your firm
may want to schedule periodic studies of the market and/or competitors to keep abreast of
changes in the business environment. Operatitigpput knowledge of the environment
is like flying a airplane in the clouds without instruments. Both are almost guaranteed to
crash and burn.

Leaving and Entering Market Areas

Unless your simulation administrator has told you otherwise, at the beginning of Year 3,
Quarter 1 your firm will be selling goods in all four market areas: Atedsand 3 in Merica and
in M/N/P/S. While younust maintain asales office in your home area, you may withdraw from
or reenter any of the other three areas, inolytM/N/P/S. Thus, your firm may decide to compete
in all four areas or it may decide to concentrate its efforts in two or three market areas. The exis
tence of a sales force is the key to maintaining a sales office. If there are no salespeople in an area,
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the sales office will be closed and sold, there will be no shipments to the area and no sales will be
made to customers.

Closinga Sales Office

If your management team decides to leave a market area, it may do so by removing all
salespeople from the area. This can be done by transferring salespeople to other areas and/or by
discharging any remaining salespeople.eSatople that are moved will require moving expenses
and those who are discharged will receive severance pay. When the last salesperson leaves, the
sales office in the area will be closed and the building sold to a local developer at 90 percent of
book vdue. The developer's payment is made in the quarter in which the office is closed and the
proceeds are available for your firm to use during that quarter. If there is no manufacturing plant
in the area, any cash balances remaining at the end of therquidirbe transferred to the parent
corporation. If there is not enough cash to meet all obligations, the parent tiorpatifi supply
it by purchasing more stock in the subsidiary.

When your firm closes a sales office, it will dischargdadhl adminisrative personel.
They will be paid a full quarter's compensation as severance pay, even though they are discharged
at the beginning of the quarter. If you close a sales office in Year 3, Quarter 1 in, lgbezmive
sewerance pay fothe quarter would amount to $25,000 (or Dn/Rp/Ps 150,000 in N/P/S). When a
sales office is closed, general selling expense for the area will fall to zero. Any unsold inventory
will be purchased by a ligdetor at your cost and the proceeds will baitable for use during the
quarter. The sale will be made under the same amgneteused to liquiate unsold units of your
old model when your firm intiduces a new model.

As with any other business decision, you should plan for the closure ofkatraaga.
Inventory should be carefully coolled so your firm is not losing profit opportunities by liquidat
ing units of product at cost. Salespeople should be integrated into other areas where possible to
minimize firing. You have invested in thaiming of your sales force, an invesnt which will
be lost if salespeople are fired. Firing emgley who are performing well is also harmful to the
morale and productity of your remaining employees in other areas.

Openinga Sales Office

Your firm may decide to reenter a market area that it hadquslyi abandoned. Alter
natively, if your firm began the game competing in less than four market areas and expansion is
allowed, it may decide to esrt a new area. In either case, your company may enter an area in
which it is not currerty competing by transferring one or more salespeople into the area. When
the salespeople are transferred in, the sales compensation level for the area, botmdalary a
commissionmust be specified on the deston form.

The key to opening a new market area is the transfer of at least one salesperson from
another area. That will launch the process of creating the sales office in the area. For example a
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new saleffice cost $400,000 in Year 1, Quarte (or Ps 2,392,000 in Seregiven a Year 1,
Quarter 1 eghange rate of 5.98 Ps to the dollar). The cwgesatter cost is determined by
adjusting for the inflation rate of the country in which the sales offite be built. For example,

if the CPI in Merica is 115 for the most recent quarter, and the Year 1, Quarter 1 CPIl was 85.8
(see Appendix C), the cost of a new sales office in Merica would be:

$400,000 x (115 + 85.8) = $536,130

If the office is to bebuilt in Sereno, use the Year 1, Quarter 1 CPI in Sereno (74.8, for
example) and the original cost of the Sereno sales office (Ps 2,392,000). If the CPI in Sereno for
the most reent quarter happens to be 152, then the cost of a new sales office eould b

Ps 2,392,000 x (152 + 74.8) = Ps 4,860,749

At the beginning of the quarter, an administrator is hired to open the sales office. The
administrator's initial duties include purchasing the sales office, hiring &tirative personel,
supervisingsales training and organizing sales opers in the new area. Using the above ex
ample, initial executive salaries for a sales office (Year 3, Quarter 1) are $25,000, and the Year 2
Quarter 4 CPlwas 100. Therefore, administrative peedarosts foa new sales office in Merica
would be:

$25,000 x (115 + 100) = $28,750
If the office is to be built in Sereno, the same costs would be:
Ps 150,000 x (152 + 100) = Ps 228,000

This amount will be charged to Exéme Compesaion on your incomestatenent. While the
above calculations used Sereno as an example, the same logic would hold for Nystok or Pandau.

Typicaly a firm will transfer one or two of its salesge into the area and hire several
new salegeople for the area. Thxperienced salpsople who transferred into the area tiot
as training coordiators. They will also assist the admtrator in setting up the sales office.

Price and advéising expenditures must be specified during the following quartenwhe
you begin to sell your product. Be sure to consider your cotopeprices and other elements of
their marketing mix when introducing your product in an area.

When the sales office is opened, there are no units of product in inventory to setl. Don
forget to place a sales office order for the first quarter in which the sales force will be imoopera
If the sales office is built this quarter, it will be in operation next quarter. Thus, a sales office order
should be placed with next quartefécision set. If you forget to place an order for the sales office,
you have created a nice coffee house in which the area's neviosedesan read poetry.

Other Marketing Expenses
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Besides managing the advertising program and your sales force, your firm will ineur sev
eral other types of expenses associated with the marketing function. These are shown in Figure 5
1 below. Most expenses related to selling and distabuactivities will be reported as Selling
Expense each quarter in the Consolidated Income Statepaetially illustrated in Figure-3.
Other expenseare classified as Administrative and General Expensarre@t levels of these
expenses may be found in the reproduction of the reports for Year 2, Quarter 4 in Appendix C.
General Selling Expenses

Sales offican each of the four areas incur General Selling Expenghs.entry on your
firm's Income Statement for each office includes a fixed, a-fged and a variable coponent.
The fixed portion represents a quarterly charge for marketing, &lration and overhead costs.
The semifixed portion consists of a quarterly amount, over and above salary and commission, to
support each active salesperson. The variable portigistef an amount allocated for each unit
sold related to administraivcosts of selling the pradt. The Year 3, Quarter 1 costs for each
sales office in Merica are:

$37,500 + $4,000 x number of salespeople + .20 x number of units sold.
The same costs in N/P/S are:

Dn/Rp/Ps 225,000 + Dn/Rps 24,000 x number of salespeople + Dn/Rp/Ps 1.20 x number of
units sold

These costs are subject to the particular country's inflation rate. All N/P/S expenses are consoli
dated using current exchange rates.

The more units that are sold, the lowethis general selling expense per unit because the
fixed and semfixed costs are spread over more and more units.

TransportatiorExpense

There are two types of transportatiorperses. One results from shipping goods from a
manufacturing plant to a sales office in another area. The second results from shipping goods from
the sales office (or a plant waiaise within the same area) to a customer. In areas where a sales
office is associated with a plant, inventory is stored in a section of the plant warehouse. Thus, no
costs are incurred for shipping goods to the sales office as shipments are made directly from the
plant to customers when orders are filled. Shippmgts within Merica and to or from N/P/S are
invoiced in dollars, and those within N/P/S are invoiced in denars/rupees/pesos. Shipments to
N/P/S are paid by the N/P/S subsidiary in locatrency, with the local currency converted to
dollars at current exchange rates. For Year 3, Quarter 1 the costs (subject to inflation) are as
follows:
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Cost per unit in dollars
Shipments from To convert local currency
at current rates

Salesoffice or plant Customeltin same area  $0.10 or Dn/Rp/Ps 0.6(

Plant (Merica) Sales office in another $0.60
Merica area

Plant (Merica) N/P/S sales office $0.90

Plant (N/P/S) Merica sales office $0.90

Shipments from your home plant to the sales office in another Merica area would cost
$0.60 per unit. Shipments from the sales office to a customer would cost $0.10 per unit. Thus,
the shipping cost from plant to customer wotdltl

$0.60 + $0.10 = $0.70 per unit

A shipment from your homarea plant to the sales office in N/P/S would be invoiced at $0.90,

per unit and paid in local currency at Year 3, Quarter 1 exchange rates. A shipment from the
N/P/S sales office to theistomer would be invoiced in local currency, with the cost for Year 3,
Quarter 1 being Dn/Rp/Ps 0.60 per unit. For example, the local currency cost of a shipment from
the homearea manufacturing plant to a customer in Sereno during Year 3, Quarter 4, with
forecast exchange rate@$ 6.09 to the dollar, would be

($0.90 x 6.09) + Ps 0.60 = Ps 6.08 per unit
All shipping costs are subject to inflation. Shignts to or from N/P/S are invoiced in
dollars, and thus are subject to the Merica inflatiater Howeer, the payment is made in local
currency at the ehange rate for the quarter in which the goods are shipped. Shipments within
N/P/S are paid in local currency, and are subject to the local currency inflation rate rather than the
dollar inflation rate.

Sales Office Depreciation

A sales office was built in each market area in Year 1, t@uarfor $400,000 (Ps 2,392,000
in Sereno, with a Year 1, Quarter 1 exchange rate of 5.98 to the dollar). Eachfeaés @ibject
to depreciation on a straighihe basis over 31.5 years. This amounts to 0.7937 percent per quarter
or $3,175 (rounded to $3,000) for Merica offices and Ps 18,985 (rounded to Ps 19,000) for the
Sereno office.

TrainingExpense

Training expense is incurred when new salespeople are hired. It costs $10,000 to train a
new salegerson in Merica (or Dn, Rp or Ps 36,000 in N/P/S). These sums include the salary paid
to the salesperson during the training period. The cost of tramewgsalespeople is recorded
under Total Training Expense on your firm's income statement during the quarter in which the
training takes place. Because training is an administrative function, sales training expense is

10¢



reported under Administrative and &eal Expense along with production and operations training
expense and training expense of new production employees.

InventoryStorageExpense

Each production plant (whether in the home area, a nonhome area or N/P/S) has internal
warehouse space to store 300,000 units of finished product. Thus, your firm begins Year 3 with
storage space for 300,000 units in ybomearea plant. If additional plants are built, they also
will include storage for 300,000 units. It costs 10 cents per unit (or 60 deni, sen or centavos in
N/P/S) to store unsold goods in your plant warehouse(s) for a quarter. If your inventory exceeds
the availble storage space in a plant, your firm will rent space in a public warehouse in the area
to store the additional units of product. Units wik be shipped to other areas for storage. Public
warehouse storage costs amount to 30 cents per unit of product (or Dn, Rp or Ps 1.80 in N/P/S).
Units in stoage in the public warehouse will be sold prior to units stored in your plant warehouse.
All storage costs for a quarter are invoiced and paid dbelgenning of the quarter for goods in
storage at the end of the previous quarter.

Consoli - Merica Merica Merica

dated Areal Area2 Area3 N/P/S

M$000s M$000s M$000s M$000s LcO00s
Selling Expense:

Advertising Expense 144 46 40 40 105
Sales Salaries 116 36 30 30 117
Sales Commissions 79 24 22 22 65

General Selling Expense 406 107 97 97 629
Transportation Expense 196 12 54 54 455
Sales Office Depreciation 12 3 3 3 19
Other Selling Expense 0 0 0 0 0

Total Selling Expense 952 228 246 246 1390

Admin and General Ex pense:
Research and Development 72 72 0 0 0

Total Training Expense 68 68 0 0 0

Storage  Expense 43 6 13 13 66

Executive Compensation 145 73 24 24 142
Loan Interest 0 0 0 0 0
Bond Interest 50 50 0 0 0
Other Expense 0 0 0 0 0

Total Adm & Gen Expense 378 269 37 37 208

FIGURE 51
Partial Income Statement

Storagecosts are subject to inflation at the inflation rate of the country where the goods are
stored. Note that stage of goods for a sales office in an area or country without any-manu
facturing facility is subject to the public warehouse storage rate of 30 cents per unit (or Dn, Rp or
Ps 1.80 in N/P/S) in Year 3, Quarter 1. These costs are paid by thdasidxsiok goods stored
in their market area or by the parent company for goods stored in the home area.
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Other Expense

Other marketing expenses include transfer costs for moving current salespeople and sever
ance costs for fired salespeople. Transferred patgde receive a $5,000 (or Dn, Rp or Ps 30,000
in N/P/S) moving allownce. They also continue to draw their current salary. The moving
allowance is paid by the area from which the salesperson is moving. Fired galkespeeive a
$5,000 (or Dn, Rpr Ps 30,000 in N/P/S) severance akbmwe. Both of these expenses are charged
to Other Exyense on your firm's income statement during the quarter in which they are incurred.

Implicit Cost of Stock Quts

If your firm has sufficient inventory on hand to meet samer demand, its sales will be
limited by demand. On the other hand, if consumer demand in an area exceeds that area's inven
tory, production and salesfioe purchases, its sales will be limited by the volume of goods-avail
able for sale. Some of your customers who want to buy more units of your product than you can
supply will become dissatisfied and are likely to take their business elsewhere. Tdreldem
your product will tend to be reduced somewhat in the future over what it would have been if the
stockout had not occurred. A stodut results not only in a loss of present sales, it generally
results in the loss of a certain amount of futuresalThus, when developing an inventory plan,
your firm needs to weigh the costs of storing inventory vs. the costs of a stock out.

Maintaining a low inventory level reduces both the cost of funds required to finance the
inventory and the storage costsumred. However, low inventory levels increase the likelihood

of stock outs which inflict an implicit cost that can be measured only in terms of lost sales and
profits in the current quarter and lower levels of demand in subsequent quarters. Firmkynormal
develop an inventory plan which includes some level of safety stock as a buffer to meet unex
pected variations in demand. The level of safety stock selected is determined by balancing the
cost of carrying the extra inventory with the cost of stockiagin the quarter.



Summary of Relationships

1. An increase imdvertising expenditures usually will result in increased sales. Such
expendiures are subject to the law of diminishing returns, and gharpiations in expenditures
are likely to harm your company's image.

2. Theprice that is charged will affect the level of sales and the amount of sales revenue.
Your product is said to be price elastic, with price increases reducing the numbescirghthe
amount of sales revenue. Price competition is easily copied by competitors, as compared with
other marketing focuses.

3. New model introductionis likely to increase your sales, with an 80 percent chance of
an increase, perhaps by as muclkR@gpercent. This implies a 20 percent chance that sales may
actualy decline as a result of introducing a new model. A decline is unlikely to exceed 5 percent
of current sales.

4. Production of a new modelmust be started one full quarter prior &lisg the model.
During the starup quarter, sales of the old model will continue in each area until the inventory of
the old model in the area is exhausted. If additional units are required to satisfy demand, units of
the new model produced duringethuarter will be substituted at the same price as the old model.
All units of the old model remaining in an area at the end of thewgiagtiarter will be sold at the
end of the quarter to a liquidator at cost.

5. Model quality affects the price el&sity of your product and the costs of producing it.
Deluxe quality is less price elastic and production costs are 10 percent higher than stantiard qual
Economy quality is more price elastic and costs 10 percent less to produce.

6. Model features also affects the price elasticity of your product and the costs of
producing it. Enhanced feaes increas¢he production costs by 10 percent. Basic features
decrease the production cost by 10 percent.

7. Training expensedor new salespersons are($200 (Lc 36,000) each.

8. Sales salariesand commissionsprovide incentive for your salespeople. Usually
increases in compensation will result in increased sales, subject to the law of diminishing returns.
Higherpaying opportunities at competing firmsay cause dgatisfaction on the part of some
members of your sales force and increaseotgnamong salespeople.

9. Market research studies may be purchased to provide information about your
competitors and customers. The studies and thbsis include:
a. Competitive advertising study, $40,000
b. Competitive sales force study, $20,000
c. Consumer preference study |, $60,000
d. Consumer preference study Il, $80,000
e. Sales force compensation study, $40,000

10¢



10. Closing a saks officeterminates your firm's sales optoas in an area. An office is
closed by removing all salesgde from the area. Administrative personnel are fired and given
one quarter's severance pay. The sales office is sold and your firm receitepaioent of the
book value in proceeds. Any remaining inventory is sold at cost to a liquidator.

11. Opening a sales offican an area is accomplished by trarang one or more sales
people from another area into theato be opened. This sets in motion the hiring of an adminis
trator, the purchase of a sales office and the creation of a sales organization. A sales office cost
$400,000 in Year 1, Quarter 1 (Ps 2,392,000 in Sereno with an exchange rate of 5.8k{o 1).
ecutive compesationis $25,000 per sales office in Year 3, Quarter 1 (or Dn/Rp/Ps 150,000). A
sales office order must be placed before the sales office will have any product to sell.

12. General selling expenséncludes both a fixed and a variable comeot. The total
may be calculated as

$37,500 + $4,000 x number of salespeople + $0.20 x number of units sold (in Merica)

Dn/Rp/Ps 225,000 + Dn/Rp/Ps 24,000 x number of salespeople + Dn/Rp/Ps 1.20 x
number of units sold (in N/P/S)

13. Transportation expensewary according to the originating point and degtora For
goods shipped:

Cost per unit in dollars
Shipments from To convert Dn/Rp/Ps at
current rates

Sales office or plant Customer in same area $0.10 or Lc 0.60

Plant (Merica) Sales office in another $0.60
Merica area

Plant (Merica) N/P/Ssales office $0.90

Plant (N/P/S) Merica sales office $0.90

14. Inventory storage costamount to 10 cents per unit (or 60 deni, senentavos) for
the first 300,000 units in areas which have manufacturing plants. Beyond that, public warehouse
space in the area is used at a cost of 30 cents per unit (or Dn, Rp or Ps 1.80) to storeaai} inven
exceethg the 300,000 limit. For eas without plants, all inventory is stored in public warehouses.
Quarterly storage costs are paid at the beginning of each quarter for goods stored at the end of the
previous quder.

15. Other Selling Expensesnclude:
moving allovances: $5,000 (or Lc 30,000) per salespen tranferred
severance costs:  $5,000 (or Lc 30,000) per sapegson fired.



6. MARKETING: SALES FORECASTING

The volume of new orderglaced with your firm will depend upon a number of factors.
Among the more important are:

Factors related to the economic environment

1. the trend of economic activity in your market areas
2. the season of the year

Factors related to your matkey activities and those of your competitors

the wholesale prices charged by your firm and by catopset
the level and mix of marketing expenditures

the product introduction decisions

the marketability of the models beisgid.

PwpNPR

In short, the number of new orders that will be gerer&br your firm's product in a quarter will
be a result of the total effect of the economic environments, your marketingiestand the
marketing activities of your competitors.

Economc Environment

Sales Levels and Gross Domestic Product

Econometric studies have shown a significant correlation between the level of demand for
consumer durable goods and the level of economic activity as represented by real gross domestic
product (real GDP). Nominal GDP, indexed in current dollars (or local currency, in
Nystok/Pandau/Sereno (hereafter referred to as N/P/S)), igustexti for pice level changes.
Nominal GDP and the Consumer Price Index (GiP¢)reported for each country in the Quarterly
Industry Reporttogether with other economic indtoas. The GDP and the CPI indexa®
indexed to equal 100 in Year 2, Quarter 4. Past levels of nominal GDP and CPI are shown in
Appendix C. In this chapter we will use Sereno as our example of the second country. Nystok or
Pandau could have been used just as easily by simply subgtit@imes. Howevethe actual
data would have been different due to the different economic conditions occurring in the country.

11C



FINANCIAL MARKET DATA

Merica Sereno --- Credit Rating -
GDP Index (Nominal) 100.00 100.00 Interest Rates : No.1 No.2 No.3
Consumer Price Index 100.00 100.00 Long - Term 8.40 9.10 10.60
Stock Market Index 100.00 Short -Term 11.00 11.20 12.30

3- Month Time CD Rate 9.50

An index of real GDP, adjusted for the impact of inflation, can be calculated by dividing
the nominal GDP by the CPI, as follows:

Real GDP Index=  ---—-- x 100

In order to forecast demand effectively, your firm should become familiar with the histori
cal GDP and CPI data for the simulation, as well as the available real GDP forecasts.

Your firm subscribes to ACCUDAT, a statistical service which provides forecasts of real
GDP and exchange rates each quarter for the following four quarters. At the same time, they report
actual values for the most recent four quarters. The ACCUDAT farectound on the first page
of the Quarterly Industry Report (see Appendix C).

REAL GROSS DOMESTIC PRODUCT FORECAST
Actual Values, Last 4 Quarters Forecast Values, Next 4 Quarters
Qtr 5Qtr 6 Qtr 7 Qtr 8 Qtr 9 Qtr10 Qtr11 Qtr 12

Merica 102.17 102.66 100.93 99.90 99.57 97.94 98.79 94.46
Sereno 94.87 97.05 98.20 100.00 104.76 107.08 109.14 115.87

EXCHANGE RATE FORECAST

Sereno 599 597 597 6.00 6.09 6.02 608 6.18

This forecast may be used, reliably, for rEam economic forecasts. However, yare
cautioned that while the historical data are accurate, the forecasted values are estimates obtained
by pooling the results of a survey of leading economists. The forecast tends to be more accurate
for the first quarter irmediately ahead, with the agacy decreasing with each suipgent quarter.

The reported values represent the mean values for the next four quarters obtained from the survey
of the group of economists.

Projecting the Trend of Growth

Changes in a country's overall level of economic activity from quarter to quarter may be
separated for analytical purposes into three distinct types of effects: the overall trend, the cyclical
effect and the seasonal effect. In preparing aclste wesuggest that you separate the problem
of forecasting economic growth from the problem of forecasting cyclical and seasonatithastua
A good first step is to project the average rate of growth in real GDP which has occurred in the
country over the pasight quarters. The values that are shown below provide an example for
Merica.
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Quarter GDP Index CPI Index Real GDP
1 84.0 85.8 98.0
2 86.3 86.5 99.8
3 89.7 88.2 101.7
4 91.9 90.0 102.1
5 94.1 92.1 102.2
6 96.6 94.1 102.7
7 98.1 97.2 100.9
8 100.0 100.0 100.0
Forecast
Real GDP
9 99.7
10 98.0
11 98.7
12 94.5

As you can see, the economy seems to have peaked out and may begin to slide in the
coming year. Time will tell whether the forecasted decline mditerialize. Even though the eight
guaters of historical data, together with a fayrarter forecast, provide a relatively small base
upon which to make a statistical prdjeaq, it still may be done. You probably will wish, hever,
to revise such projedion as additional data become available during the course of the tsimula
Two relatively easy types of projections will be suggested, although you may wish to use other
methods.

The first and simplest method, though not necessarily the acgstrate, is to plot the
observed data on a chart and connect the points of observed data. Thieall"eye resuihg
chart and use a ruler to extend the general trend of the plotted line across the rest of the chart. A
more sophisticated and, weght say, more statistically reliable method of projegt trend is to
compute a leastquares trend line based upon the observed historical values of GDP. This may
easily be done using argadsheet package such as Excdie simple plot described al®also
may be done quickly with a spreadsheet program's graphing feature.

Projecting Economi€luctuations

After estimating the overall trend of the GDP, the next step is toastinow the GDP
will fluctuate over the course of the business cycle. During periods of economic upturn, the
GDP is very likely to grow at a rate faster than the overall trend; and during periods of economic
recession, it is very likely to grow at a slewrate or even decline.

Durable goods demand has more pronounced cycles with greater fluctuations than the

GDP. It also tends to have somewhat longer downswings and shorter upswings. Your biggest
problem, as with forecasting in the business world, pvdbably be to correlgtidentify, in
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advance, the turning point in the business cycle. This involves prior identification of the exact
guarter in which the GDP will change direction and move from a period of recession to one of
economic upturn or viceersa. Your knovedge of the characteristics of economic fluctuations
should help in estimatg the likely length of any particular business cycle in your simulated
world.

Leading Indicators

Forecastin@ccuracy may be improved by using economic time series data which ferecast
ing experts consider to be "leading indicators.” A leading indicator is a data series that has his
torically tended to change direction earlier ttiag change in the general level of economic activ
ity. However, even though certain series tend to lead changes in the GDP most of the time, they
do not always do so. Sometimes they change direction when the GDP does not follow suit. Thus,
it is possibé for leading indicators to signal "false starts." Otimaes they have been known to
change direction after the GDP changes.

Data on several economic indicators are provided to ydthenBusiness Policy Game
Appendix C includes historical inforation about the level of stock market prices and the lb@hav
of interest rates. Current data on these variables will be reported each quarter throughout the
course of the simulation.

If interest rates andhé stock market index both turn downward, the possibility of an early
downturn in the level of GDP should be considered. Such a signal by leading indicators, however,
should not be considered in isolation. It will provide a clue, along with other dettat the
possible future behavior of economic fluctuations in your simulated world. You probably will
want to update your GDP forecast as additional information becomes available during the course
of playing the simulation.

ForecastingSales

Using the Sales Forecastork Sheets

One sales forecasting approach is to view sales in a future quarter as being equal to the
previous quarter's sales plus an incret@echange in the number of units sold. Changes in the
various individual factors that influence the level of sales will affect the level of total sales. This
relaionship might be expressed addals:

Futuresales = Previous sales + Incremental sales
where incremental sales are determined by changes in real GDP, seasonal factors,
price, advertising expendres, distribution, sales force activity, new model intro
duction and competitors' activities. Incremtal sales may be either positive or
negative. Mathematically,

Incremental sales = f(GDP, S, M1, M2, ..., Mn)
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where GDP stands for real gross domestic product, S represents seasonal factors
and M1, M2, ..., Mn repeent the varioumarketing factors that affect the sales of
a firm and its competitors.

A sales forecast spreadsheet template has been developed to assist you in forecasting your
firm's future sales (see Figurel®. The sales forecast template utilizes this incremembalel.
To forecast sales for the coming year, begin by forecasting sales for each of the four quarters. The
template uses one work sheet for each quarter todsteuarterly sales by market area. When
you have completed the quarterly forecaststahmgplate sums the quarterly sales éass to arrive
at an annual forecast. We suggest that you follow the procedure indicated on the work sheets to
develop your sales forecast. Tdaedorecast spreatheet terplateis located on the Tools menu
oft he Pl ay e '@ secommend)yosave your template on a flash drive.

We will use Merica, Area 1 to provide an example of using the spreadsheet to forecast
sales. The real GDP forecast serves as the basis for the first entry on the salesfoeactsiteet.
Enter your forecastezhange in GDPfor the quarter-03 percent in our example, cadlated from
the ACCUDAT forecast shown above).

Previous Sales

The next step is to enter the actual sales (in thousands of units) from the previters qua
on the Sales, Previous Quarter line of the spreadsheet. For your first forecast this will be the sales
figure for Year 2, Quarter 4 from the historical data in Appendix C or from a computer printout
provided by your admistrator for that quarterlf you plan to forecast total sales of your firm in
a country or market area, enter the number of units your firm sold in that country or area during
the previous quarter. For our example, shown in Figtte e will assume that sales in the
previous queer were 121,000 units.

GDP Changes

Sales of your simulated consumer durable product tend to be affected by changes in the
level of economic activity in your simulated world. In an upturn, sales rise somewhat faster than
the GDP; and in a downturn,ah fall somewhat faster. You need to estimate the effect which
changes in the level of economic activity will have upon your company's sales. Regression
analysis of historical relationships between GDP and sales may give you some clues as to the
amount é change to expect in your sales with a given change in GDP. If you undertake statistical
analysis, remember that your price changes and other marketing activities, as well as the marketing
activities of your competitors also will affect the level ofesal Allowance must be made for these
factors in addition to the effect of changes in GDP. Altival/, you may decide to make only
rough estimates of the effect of GDP changes on the level of sales. All estimates should be refined
as more data beconawailable during the course of the simulation.

The ACCUDAT forecast of real GDP for Year 3, Quarter 1 indicates a decrease in the

index from 100.0 to a mean value of 99.7 (about tkeaths of one percent). Suppose that you
estimate that the sales ydur durable good product will deease by, perhaps, as much as twice
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the percentage decrease in real GDP. Your unit delagasethen, would be last quar's sales
times sixtenths of one percent, or

121,000 x 0.006 = 726

This is rounded td,000 for our example and entered in the Sales Forecast Work Sheet (Figure 6
1) as-1.

Seasonal Factors

Next, an estimate should be made of the likely change in sales caused by seasonal factors.
In The Business Policy Gapsales are highest during the second and fourth quarters of each year.
During the first and third quarters, they are somewhat lower. ACCUDAT has developsdreasea
index for your world based upon an economic analysis obrgsl data. The index shows the
following se&onal variation:

Quarter Index
1 .92
2 1.01
3 91
4 1.16

These index values indicate thidth no change in any other factor affecting saledirst-
guarter sales are expted to be about 92 percent of the quarterly average, sqoantr sales
about 101 percent and so forth.

Seasonal variations for N/P/S are very similar to those for Merica.
Enter the expectethcremental change due to seasonal faws on the next line of the
work sheet. The decline from the fourth quarter (116 percent of average) to the first quarter of the
next year (92 percent of average) might be expected to be quité kaibgeit 20 percent:
(116,000- 92,000) + 116,000 = .207 peent
If you estimate that seasonal factors wouldseasales to decline by about@rcent during the
first quarter, other things being equal, multiply the previous quarter's sales of 121,000 units by
0.20 and entei24
121,000 x-.21 =-25,410
Changes in the level of GDP and the seasonal factors that affect your sales lewg e be

the control of your company's management. However, the following factors that affect your sales
can readily be influenced by your own decisions.
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THE BUSINE SS POLICY GAME

SALES FORECAST WORK SHEET

World 1 _Company 1_ Consolt | Merica | Merica | Merica
Year 3 Quarter 1 dated | Areal | Area2 | Area3 | Sereno
Forecasted GDP Change (percent) [ ---------- -0.3 % % % %
Sales, Previous Quartéhousands of unitg 121
Estimated Sales Increments (thousands of units)
From GDP Change
-1
Seasonal Factors
-25
PriceChange
+5
AdvertisingChange
+4
Sales Salary Change
0
Sales Commissio@hange
0
Numberof Salespersons Change
0
New Modellntroduction
-0
CompetitorsActions
-1
Total Incremental Change
-8
Total Sales Forecast (thousands of units
103
Expected Average Price (per unit) $ $ 9.80 $ Ps
Expected Sales Revenue $ $ 1009 |$ Ps
(thousands of local currency)
Figure 61

lllustration of the Sales Forecast Work Sheet




Marketing Activities

Changes in the price of your product, advertising experasi, sales salaries, comeims,
number of salespeople and the introductione# models all will influence your levels of sales.
The likely effect of your decisions in regard to each of these factors should be estimated and
entered on the appropriate line of the Sales Forecast Work Sheet.

1. PriceChanges Other things being equal, a decrease in a company's wholesale price
from the initial $10 (or Ps 75) will tend to result in the generation of sufficient additional sales to
increase total sales revenue. Conversely, an increase in the priegoofdbct will tend to cause
a large enough reduction in the level of demand that total sales revenues will drop. It can be said,
therefore, that the price elasticity of demand for your simulated consumer durable good is greater
than one, or elastic. Rioctquality and feature levels affect the degree of price elasticity. Higher
quality/feature products tend to be less sensitive to price changes than lower quality/feature level
products. Deluxe quality (level number 3) is lessgélastic than standard quality (level number
2) and economy quality (level number 1) is more price elastic than standard quality.

The level of demand for a company's product also will be affected by price changes of
competitors. For example, if all cqgranies in the world were to reduce their prices from $10 per
unit to $9.50 per unit, total world sales would rise. The volume of sales for Company 1 would
increase, but not by as great a factor as if Company 1 had been the only one to decrease its price.
In other words, thaverage pricecharged by the firms in the world will have an effect upon the
level of demand for all firms in the world, in addition to the effect of a price change by an individual
company.

Enter the expected change in sales dywit®e changes on the work sheet. Suppose that
you intend to decrease your unit price by 2 percent. After analyzing the historical relationship
between sales and price changes, you might believe that a 2 percent price cut would produce a
sales increasefd percent. Continuing our example, with the previous quarter's sales at 121,000
units, you would estimate an iease of about 5,000 unitsthe coming quarter and enter +5 on
the work sheet:

121,000 x .04 = 4,840

2. Advertising Increases in the level of advertising expé&mdis will tend to increase the
level of demand for your cgpany's product and decreases generally will tend to reduce the level
of demand.We suggest that you avoid sharp fluctuations in aduagtisxpenditures. Stick to a
well-planned strategy of resource allocations.

If you expect to increase advertising expenditures by 5 percent next quarter, you might
anticipate a sales increase gi€rcent, or about 4,000 units in our itiadion:

121,000 x .03 = 3,630



The amount, +4, has been entered on the work sheet in Fiduerépresent an increase of 4,000
units.

3. Sales Force and Sales Compensatioraddition to adveising, a company's prortion
effort includes the activities of its sales force. The impact of this effort on sales midet&both
by the number of active salespeople in the field and by the enthusiasm and parseeéithe
salespeople. Againtlzer things being equal, an increase in your sales effort will tend to increase
your volume of sales.

We suggest that you estimate the incremental changes in sales that are likely to result from
changes in sales compensation and from changes in the moinalo&ve salespeople. In our illus
tration, we assume no change in compensation levels for the coming quarter and no additions to
the sales force. If you hire additional sales people this quarter, you would want to include their
incremental effect flonext quarter.

4. New ModellIntroduction Enter the incremental changepexted to result from the
introduction of a new model. This estimate should include the effect of the quality and features
levels of the model. Remembirat a new model will go on sale in all areas during thetguar
following the quarter that production was begun. Our illtisinaassumes no new models because
R & D has not released a new model for introduction.

Competitor§Actions

The last item listed in the incremental change section of the work sheet is Competitors'
Actions, another factor beyond your control. In many instances, you will have no way of antici
pating what the activities of your competitors will be. You may have reason to believe, though,
that your competitors will match a cut in price that you mayehmade in a previous quarter. |If
so, you know that such an action will partially negate theegsed sales that you otherwise could
expect from your own price cut. Any incremental effect that you can foresee as a result of
competitors' activities shuitd be entered on the work sheet.

In our illustration, we assume that our intelligence reports indicate that competitors are
likely to cut prices, too, partigl negating the effects of our price cut. If we assume that their
adion would reduce our sa¢ by 1000 units belowvhat they would otherwise bel, should be
entered on the work sheet.

Completing the Forecast

Completing the remainder of the Sales Forecast Work Sheet is a matter of simpldiarithme
which the spreadsheet can easily accomplish. The sales from the previous quarter plus the
estimated total incremental change equals the forecasted total sales for the quarter. Total sales are
multiplied by the average price that you expect to charge. Thk iegaur estimate of expected
sales revenue for the quarter for Merica, Area 1. Similar forecasts should be made for all market
areas in which your firm is operating.
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Don't be surprised if your actual sales during the first quarter of Year 3 deviadsvhat
from your forecasts. And remember that the values estimated in the example are faggpofpos
explanation. They are not really inside information regarding the redaijps between product
demand and the various marketing factors. You maythat the actual rdianships are some
what diffelent, and you are enuraged to make your own estimates. As you gain additional
experience in for@asting, your estimates are likely to improve considerably. You will learn more
about your world, yor competitors and the impact anduks of the decisions that you make.
However, your forecasts will never be totally accurate. Your management, therefore, should allow
for a margin of safety to protect against errors in your forecasts. Speciftitepahould be
established regarding the minimum level of inwey to maintain in each area, over and above
forecasted demand, asafety stock Also, a policy is needed to set the minimum amount of cash
that you believe will enable your firm to megtdncial obligations, should sales revenue fall below
the amount that has been foasted.

Look Ahead, Now

Don't stop with a sales forecast for Year 3, Quarter 1. In our example, it was shown that
sales can be expectedgmw in Quarter 2 because of the seasonal factor, but the growth will be
tempered somewhat by the mded decrease in real GDP. That is going to happen even if you
don't plan an aggressive marketing program. Work out the numbers for the restaairtbe that
your production department can plan to have enough production capacity on line to meet your
needs. If an expansion in capacity will be required, the plans must be made right away because it
takes time to expand (See Chapter 8).

Your compag's productiorcould be expanded quickly by about 20 percent if all preduc
tion workers work overtime. Beyond that, even adding sestiftl production requires a full
quarter of productioworker training before anything can be produced. Amgsting n more
capacity may take from one to three quarters of construction, depending on which investment
alternative is cheen.

So plan aheat now! Start by completing your sales forecast for each quarter of Year 3.
Then make estimates of capacity reqmests for the following year so that your operations de
pariment can get started.



Summary of Relationships
1. Gross Domestic Productn The Business Policy Garsegpaterned after actual indexes
of economic growth.Inter est ratesand thestock market index usually are considered to be
leading indic#ors related to changes in GDP.

2. Future salesmay be forecast by use of a model that istitated with the sale®recast
spreadsheet.

Future sales = Previous sales + Incremental sales
Incremental sales in this model can be described as a function of real gross domestic product
(GDP), seasonal factors (S) and various marketing factors that have been debttibd@,(...
Mn). These factors include price changes, advertising, sales salaries and commissions, number of
salespeople and new model introtloies of a firm and its competitors. Thus,

Incremental sales = f(GDP, S, M1, M2, ... Mn)

The spredsheet an be found under the Tools menu of
save it in on a flash drive.)

3. Sales forecagtshould be made separately for eatdrket area.
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7. PRODUCTION PLANNING, SCHEDULING AND COSTS

Your firm's production department should begin the sitraaby setting functionaievel
production goals and objectives and developing production strategy to accomplish these goals.
Productiorgoals should support the oviigoals developed at the business level and should focus
upon what production can contribute to achieving the busiegst goals. The following
businesdevel goal was used as an example in Chapter 4:

Maintain a rate of return on stockholders' -@fickear 2 investment in your com
pany's stock (goal) of at least 20 (hurdle) percent (index) through Year 7 (time).

Productiongoals and objectives that support this buskiegsl goal might be:

Goal: Limit inventory storage costs (goal) to one (hurdle) percent (index)
of sales (time implicit).

Objective:  Maintain an inventory level (goal) at the end of each quarter (time)
equal to four weeks (hurdle) of sales (index).

Goal: Maintain sufficient production capacitgdal) to meet the growth
(hurdle) in customer demand (index) during management's tenure
(time).

Objective:  Increase production capacity (goal) by 30 (hurdle) percent (index)
during Year 4 (time).

Othergoals and objectives may focusam production costs and capacity utilization.

Productionstrategy should be designed to enable youdyrbon department to attain its
goals and objectives. The strategy should plan for the allocation of productiorcesstmugain
maximum efficiency while meeting market demand. The strategy for the inventory goal would
focus upon production scheduling. The strategy for matching capacity with demand wolvd in
all options for expansion and contraction of capacity. effective production strategy should
includeall of the praluction variables which require resources.

The quarter to quarter tactical decisions which your priaolugnanagement must make

are described below. These decisions should be considehedight of your firm's sales focast
and guided by your production strategy and overall compangypollhis chapter will provide
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suggestions for planning current and future production needs, discuss the scheduling of production
for the current quarteand outline the costs associated with various productiomaliees. Before
we proceed, let's take a little time to discuss the actual production process that takes place within
your plant(s). This should give you better insight into the produtdinlities your firm manages.

The Production Process

Your firm fabricates approximately half of the parts needed to manufacture its product and
purchases the remaining parts. Thus, a production line consists of several fabricating machines
plus anassembly line. The production line is balanced so that the#img machines are able to
provide parts at the rate they are needed to meet the demands of the assembly line.

Your firm has contracted with a raw materials supplier and a parts véordait of its
materials and parts. The contract calls for each supplier to deliver the materials and parts needed
for one day's production run to your plant at least an hour prior to the beginning of the first shift
each day. This provides sufignt ime to ensure that the matds and parts are positioned at their
required locations before the line begins to operate. The actual volume of materials and parts can
be adjusted on a daily basis to compensate for variations in production due titsakliness
and normal fluctuations in production volumes.

Past experience has shown that your suppliers are very reliable. You can also depend upon
your line supervisors to make the needed-begay adjustments in materials and parts supplies.
Thus, yar production team can focus upon providing and scheduling sufficient piduc
capacity to meet market demand. It also is respn$dr product development and ployee
training.

Operations Planning and Scheduling
Our example will use Sereno as the foreign country. The same relationships would hold
if we had used Nystok or Pandau. Howetee actual values would be different over time due
to the different economic conditions experienced in eacimtry.

Existing Capacity

Your firm has six production lines available for use as you assume managememnt respon
sibilities at the beginning of Year 3. Each of the lisesapable of producing 4,000 units during a
forty-hour week. Thus, normal production per line is 52,000 units during a thiwessiquarter.

With six lines operating at normal capacity, your plant will produce about 312,000 units during
each quarter.

Actual production, however, may vary from this amount by up to 5 percent in Merica

because of factors beyond your control. Famegle, if production machine dowime is greater
than normal, your plant might produce as few as 296,000 units. Conveffieigncy of your
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production workers could turn out to be very high in another quarter and the six lines might pro
duce as many as 327,000 units. Experience has shown that production facilities in Sereno tend to
have wider variances, with actual outpubre likely to be less than scheduled output. afares

may be as high as 15 percent.

While your current production capacity is somewhat fixed, you have a number of-alterna
tives for adjusting capacity. A temporary reduction in your firm's productbadsile may be
arranged if you wish to lay off workers to idle one or more lines for the entire quarter. Workers
laid off this quarter are floughed for one quarter and are recalled on the first day of the next
guarter unless you lay them off again.r Bdayoff lasting more than 13 weeks, it sometimes is
more cost effective to deticate a line. When a line is deaetted, workers are dibarged and
the mahinery is secured, so that reaetiion will require one quarter's advance notice to tnain
workers and prepare the machinery for active use. The costs associated with layoff and deactiva
tion procelures are outlined belowAdditional costs may result from a reduction in employ
productivity due to the negative impact on employee morale

Productionmay be expanded by scheduling overtime work, by adding a second shift in
your home area plant, by adding adhal lines in an existing plant, by constructing additions to
a plant, or by construction of new plantsather marketing areas. Overtiroests are described
below, under "Production Cosand the necessary procedures and cash outlays required for other
forms of expasion of prodution facilities are described in Chapter 8.

With these various production alternatives in mind, and considering the costs associated
with each alternative, the next step is to determine the strategy that your firm will use to produce
sufficient units to meet your sales demand. Suggestions were made in Chapter 6 for completing a
sales forecast. This forecast should serve as the basis for the production plans that you will make.

Level Versus Season&roduction

There are two basic approaches to production planning for a product that has Stweral sea
fluctuations in its sales. Oneategy is to plan production during each period of operations that
will be approximately equal to the expected sales during that period. Because of highealsea
demand in the second and fourth quarters, your firm could undertake heavy productioteschedu
during those quarters each year, while idling some lines or otherwise reducing the amount of
production during the first and third quarters.

This type of plan has the obvious advantage of enabling your firm to operate with a mini
mum investment ifinished goods inventory. Storagests could be held at relatively low levels,
and the cost of funds necessary to finance inventory acctiomsavould be minimal. The disad
vantage to such a plan is that production costs are likely to be considerably higher. Siwarglsea
fluctuations in production will require adding large numbers of workers to your labor force during
the second and fourth quarters of each year and oggsatur production facilities at or above
normal capacity during those quarters. Conversely, during the first and third quarters many of the
workers would be temporarily laid off, and a significant portion of your production facilities would
be standing icH.
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In developing your firm's policies regarding production, you will wish to compare the costs
and relative flexibility of sesonal production with a strategy that sometimes is called a
levelproduction plan. A simplified version of the ley@lodudion plan would require you to
estimate the total volume of expected sales during the coming year and divide that amount by four.
Productionduring each quarter of simulated operation then shouldgbal éo approxnately
onefourth of expected annual sales. During the first and third quarters, your firm would produce
more goods than are necessary to meet expected sales, and inventories would accumulate to meet
the larger demands of the second andtfoquarters.

Obviously, inventory storage costs would be higher than with seasonal production, and
more cash would be necessary to finance the inventory buildup. On the other hand, level produc
tion would enable you to maintain a stable work forcelzetter utilize your production capacity.

A projection of production costs, inventory storage requirements and the cost and availability of
funds to finance those inventories will assist you in deciding which type of production plan will
best meet the nds of your firm. You may decide to use a combination of both plans that would
permit some seasonal variation of production but still involve some inventory buildup for the peak
sales quarter.

InventoryStorageCosts

Each production plant (home and Aoome area) has room to store 300,000 units of
finished product. Thus, your firm bieg Year 3 with storage space for 300,000 units in your
homearea plant. If additional plants are built, they also will include storage for 300,000 units. It
costs 10 cents per unit (or 60 deni/sen/centavos in N/P/S) to store unsold goods in yoyr plant(s
for a quarter. If the invdary exceeds the available storage space in a plant, your firm will rent
space in a public warehouse in the same area to store the additional units of product. Units will
not be shipped to other areas for storage. Publielnaise storage costs amount to 30 cents per
unit of product (or Dn/Rp/Ps 1.80 in N/P/S). Units in storage in the publitiaase will be sold
prior to the units stored in your plant. All storage costs for a quarter are paid at the beginning of
the folowing quarter.

ProductionPlan Work Sheets

A spreadsheet template is available for developing a production plan and estimating
productioncosts. tan be found under the ToWéssggesteouu o f
save it inon a flash drivg The spreadsheets will assist your firm in planning your production
requirements, scheduling the necessary proolu@and estimatg costs. If your sales forecasts
indicate a need for expanding your production faegi you also will find these workheets
extremely useful in planning the rate at which you should expand and the type of expansion that
you should undeake. Investment alternatives for expansion of your plant are detailed in Chapter
8, along with the costs that are asatex with eah alternéive.

Each work sheet in the template file has space for one quarter's operations, with a column
for each area and for a consolidation of values. There are four quarterly work sheets which you
may use to forecast production requirementsatoleast a year. The spreadsheet template also
includes a consolidated yearly work sheet which is calculated automatically when the quarterly
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work sheets are completed. As the competition progresses, the accuracy of your production
forecast can be assedsand forecasts of future productiogqugements can bevised.

An example of the topection of a work sheet in themplate is shown in FigurelZ The
work sheet will assist you in deteining the amount of production that must be schedwaethé
qguarter as well as the number of units each sales office should order. Our discussion will focus
upon the Merica Area 1 column, which we will assume is for the home area, although the other
columns will be referenced at times. Suppose that yoa f@ecast sales in Merica Area 1 for
the first quarter of Year 3 to be about 103,000 units, as iltestia Figure 6L. Your sales esti
mates should be entered (in thousands of units) on the first line of the work sheet, as shown in
Figure 71. Assunng you have already completed the sales forecast template, this figure will
automatically appear in the work sheet.

If your management has adopted a seasonal productitegstrgou may wish to maiain
a relatively small safety stock on hand, sayp@fcent of expected sales. Adding this to your sales
forecast will yield the total number of units needed for thetquiy area. The minimum number
of units needed to meet your exptsales in Merica, Area 1, and still maintain your safety stock
will be about 124,000 units which the spreadsheet will calculate.

103 + 21 = 124 units

We find from AppendibC that Merica Area 1 had 380 units of inventory on hand at the
end d Year 2, Quarter 4, so enter &8 Begiming Invertory.

Sales office must place orders to obtain goods to sell in their areas. No orders, no goods!
While a sales office hagriority in obtaining goods from its local plant, all units produced
and not specifcally ordered by the sales office may be sold to affdtes. Thus, it is very
dangerous for a sales office to rely upon the output of a plant in its area unless thesoutp
committed by a sales office order. The size of the necessary sales office ordemiddtéery
suldracing Begiming Invertory from Total Units Rguired. In our example, the sales doffierder
for Merica 1 would b 66000 units.

124-58= 66

Enter 66under Sales Office Ordeos the work sheet.
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THE BUSINESS POLICY GAME
PRODUCTION PLAN WORK SHEET
World 1 Company 1 _ Consolt | Merica | Merica | Merica
dated Areal | Area2 | Area3 | Sereno

Year 3 Quarter 1

OUTPUT, INVENTORY, AND SALES ANALYSIS
(in thousands of units)

Sales Forecast 318 103 75 75 65
Safety Stock 64 21 15 15 13

Total Units Required 382 124 90 90 78
Beginninginventory 109 58 21 21 9
Sales Office Orders 273 66 69 69 69
ProductionScheduled 312 312 0 0 0
Local Sales Office Purchases 66 66 0 0 0
Local Sales Office Shortage 207 0 69 69 69
Goods Availabldo Affiliates 246 246 0 0 0
Affiliate Sales Office Purchases 207 0 69 69 69
Sales toAffiliates 207 207 0 0 0

Goods Availabldor Sale 421 163 90 90 78
Sold to Customers 318 103 75 75 65
Sold to Liquidators

Endinglnventory 103 60 15 15 13

FIGURE 71

lllustration of theProduction Plan Work She&etfTop Section

Productionis scheduled in lumps of 52,000 units per line for a normal 40 hour week. If
your only sales office was in Merica Area 1, your firm would need to schedule only two lines to
meet the demand. The remaining four lines would have to be idled or deactivated. However,
we will assumen our example thagour firm has a sales office in each of the four market areas.
If we further assume that Merica AreartdaVierica Area 3 each remes69,000 units and
Sereno require89,000 units (If you believe these are accuratedasts, | have a piece of the
Brooklyn Bridge | would like to sell you, but they should be in the ballpark.), consolidag=d sal
office orders would tota273,000 unitg(66 + 69 + 69 + 69)r a littlelessthan the normal
capacity of six lines, producing 52,000 each for a total of 312y6@6. Thus 312s entered on
the work sheet for Production Scheduled.

For aproducing area, Local Sales Office Purchdsas the plant are equal to the Sales

Office Order as long as sufficient goods are produced to supply that amount. If production is less
than the amount of the order, the differerstiould be recorded as a Local Sale Office Shortage.
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Then, with sufficient production, subtract thecal Sales Office Purchase (660) from the
Production Scheduled 12,000) to find the Goods Available to Affiliates.

312- 66 = 246
With 246,000units available to supply all of the other sales offices, there is enough to fill
all of the orders. In our example, the Affiliate Sales Office PurcHaséise nonproducing areas
equal the Sales Office OrdersThe Sales taffiliates equals the Affilia¢ Sales Office Purchases,
or 257000 units:

69+ 69+ 69 =20

When more than one plant is in operation, units are Sold to Affiliates according tc a long
starding company policy. Goods available for shipment to affiliates are shipped from M/N/P/S
first, from domestic nomome areas second (in numerical order) and finally from the home area.
The Sold to Affiliates entries would reflect this priority. If gaodvailable for shipment are less
than Sales Office Ordershipments will be proated according to the size of the orders.

In each area, Goods available for sale equals Begimmuegtay plus Poduction Sched
uled plus Affiliate Sales Office Purchemminus Sales td\ffiliates. Goods Sold to Customers
eqguals either the sales forecast or Goods Avaifabl8ale if it is less than the sales forecast. The
ending inventory is equal to Goods Available for Sale minus Sold to Customers. Noteelsew t
values have been entered on the work sheet.

Plan your production requirements now for the rest of Year 3. Then plan an additional
quarter as you complete each demm set. This will provide your firm with a running, fequater
production plarthat will allow time to expand your prodiine capacity when needed.

Scheduling

On each quarterly decision form, all available production lines in each plant and for each shift
must either be scheduled for production, idlederctivated. If a line is avalble for production

but is not scheduled to produce, it must be idled (the employees will be laid off for the quarter)
or deactivated (the line will be mothballed). Unless all akdd lines are accounted for on the
decison form, the computer program will reject your decision set with an error message
requiring you to account for all available lindslling or deactivating a line may affect employee
productivity due to its negative impact on employee morale.

1. Schedule lines Productiodinesscheduled for firsshift operation must be entered on the
decision form for the market area in which they are located. Enter the number of production
lines that are toé@producing (not more than the maximum available) and the number of hours
that are to be schabtkd per week (from 40 to 48). Make sure your entry is for a market area (or
areas) in which you have a plant. If your entry is in the wrong area, the de@hies will be
rejected by the decisieentry program.



Limits: Lines: 0 to maximum number of lines available
Hours:0, 40 to 48 (per week)

Sales
Office Production
Orders | Schedule

(000s)

Lines Hours

Areal || # 66 # 6 # 40

Area?2 ||# 69 # #
Area3 || # 69 # #
Sereno | # 69 # #
2nd Shift # #

2. Second shift Productionon a secondghift line is possible only in a firm's horagea plant.

Enter the number of secosthift lines that are to be producing (up to the maximumbairof

lines available) and theumber of hours per line that are to be scheduled each week (from 40 to
48). As with the first shift, all available seceshift lines must either be scheduled for preduc
tion, idled or deactivated.

IMPORTANT NOTE

Second-shift lines are not available and may not be scheduled until production
workers have been trained to operate the lines. The training process is de-
scribed in Chapter 8. Training of new second-shift workers requires one quarter
before production may begin. Advance planning is required, at least one quarter
before you intend to begin production. Thus, if you wish to begin production on
one or more second-shift lines in Year 3, Quarter 2, you must make an entry for
2nd shift under New Lines for Year 3, Quarter 1.

Limits: Lines: 0 tomaximum number of lines available
Hours 0, 40 to 48 (per week)

3. Temporary Layoff Productiodinesthat are available but not scheduled for prdiducand

have not been deactivated shoulddied by a temporary layoff. A layoff is for one quarter.

The lines are available and the workers may be recalled to resume production in the following
qguater. Enter the number of lines which you plan to leave idle on the decision form under
CapacityAdjustment Layoff. Make sure that all firsthift lines are accounted for and all

12¢



secondshift lines are accounted for (scheduled, idled or deatetil). If you idle a firsshift

line, a corresporidg seconeshift line must be idled or deacited unless there remain at least as
many active firsshift lines as seconsghift lines. A seconghift line may not continue opeiagd

unless there is a cosponding line on the first shift because thme equipment is used for both
shifts. Check to make sure your entry is for the area in which you want to idle lines. Each idled
line results in a charge of $52,000 per quarter (or Ps 312,000 in Sereno), subject to inflation. The
amount will be reporteds Temporary Layoff Costs in the Production Gaslysis section of

the Operatindnformation Report (Report D)Warning: Layoffs will affect productivity.

Limits: O to number of lines available

4. Deactivatdines Any line that is available for pduction (both first and secorghift) may be
deadivated and removed from production until such time as you choose toatadtie line.
Enter the number of lines that you desire to deactivate in the appropriate area orstbe deci
form under Capacitpdjustment Deactivate. Deactivated lines are not available the fatigw
guarter and may not be scheduled again for ptomtuantil they have been reactivated (see
paragraph 5 on the next page).

Deactivated lines provide less flexibility besauhey may not be used for production again until
they have been retheated, which takes a full quarter of pregtgon. Deactivated lines incur a
onetime cost of $100,000 (or Ps 600,000 in Sereno) when they are taken out otiprodlibe
deactiwation cost of $100,000 for each secestdft and $100,000 for each firshift line is

charged under Other Expsson the income stateent. Remeier, all costs are subject to
increases due to intilan. Warning: Deactivaing lines will affect productivity unless you are
deactivating seconghift lines and replacing them with firshift lines.

The only restriction on your ability to idle or deaetie production lines is that the number of
secondshift lines may not exesl the number of proding lines on the regular shift. In other
words, if firstshift lines are idled, any secosdift line utilizing the same equipment must be
idled at the same time. If firsthift lines are deactivated, casponding secondhift lines must
be deactivated, too.

Limits: O to the number of lines available for production

5. Reactivatdines. First and secondhift production lines that have previously been

deactivated may be reactivated and made available fdugtion. Reactivation takes one

quarter and requires an expdndé of $50,000 per line (or Ps 300,000 in Sereno foritrgin
workers. This charge is reported under TrairiExgense on your income statemenhese

costs are syéct to the inflation rate of the country. Lines that previously have been deactivated
(and are available for reactivation) are reported in the Operating Irtfomieport (Report D).

Area 1 Area 2 Area3
Sereno

Lines Available for Reactivation 2 0 0 0




Enter the number of lines to be reactivated under the appropriate area on the decision form. Lines
may not be scheduled for production until the followipgrter.

Limits: 0 to number of lines previously deactivated

IMPORTANT NOTE

If your firm decides to operate its plant at less than normal capacity, lines that are
not used must be idled or deactivated. Lines that have been idled are im-
mediately available for production in the following quarter or they may be idled
again at that time if you need to maintain reduced production levels.

Sales
Office
Orders | Capacity Adjustment
(000s) Deac- | Reac
Layoff | tivate tivate
Areal ||# 66 # # #
Area2 || # 69 # # #
Area3 | # 69 # # #
Sereno || # 69 # # #
2nd Shift # # #

Research and Development

At the close of Year 2, each firm in your world was spending approximately $70,000 per
quarter on product search and development (R & D). Money spent on R & D funds a research
team located at your firm's headquarters which is devejogitvanced designs of your current
product. In commercial R & D applications such as yours, the amount of money spent in product
development may have little relation to the results obtained in the short term. Rapidly increasing
the budget for a researcdepartment probably involves bringing many new research people on
line. Each of the new people will require space and time to get acquainted with the project at hand.
It may involve signifcant expenditures in the short run without immediate payotfsof@h later
returns may turn out to be significant).

Another BPG simulated company with only modest immediate expansion may show
similar immediate results, if any, though perhaps not with the sameudongxpectations. This
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has to do with the law afiminishing returns when expertdres are rapidly increased. Much of
the expediture of the rapidly expanding company may have little immediate effect, but with the
prospect of later paffs. While the relationship between the amount of funds spehtre time
required to develop a new product is unlikely to be linear, you can expatastidgl continuous
funding of Researc& Development efforts ultimately to yield a stream of new models. Of course,
after a certain point, additiahfunds will rot lead to any appreciable decrease in the time it takes
to develop a product.

The personnel working in your R & D department are highly skilled professionals. They
are difficult to find and thus cannot easily be replaced once they leave the firmat@rawings
in the R & D budget from quarter to quarter will likely have a negative impact upon the morale of
the department causing some of your best people to leave. If severe budget cuts are experienced,
a new model which is close to release may bapgerd for lack of funds. Later increases in funds
may restart the project; hawer, the time required to complete the project will be much longer
than if the project had been carried through to completion originally. The additional time is due
to the exra time required to replace personnel who were previously working on the project, as well
as the time required to bring existing personnel who were working on the project back up to speed.

An effective research and devetoent program is aessetial element of a firm's sgess.
Without such a program, your firm would have no new products to introduce into thefptzare.
Your product offering would become obsolete tigato that of your competitors and your sales
would be expectetb suffer severely.

R&D/Training
(home currency)

R&D | $72

Trng $ 68

Operations and ProductionEmployee Training

Trainingexpenditures for operations and production employees are funded at thatorpo
headquarters. Your firm spends operating funds on three different types of employeg.train

1. People are hired to replace salespeople who quit, retire, die or are promoted. Those
new employees must be taught company policies and operatinglpresd his
type of trainng can be minimized by following practices that promote a stable work
force. Training of salespeople is discussed in Chapter 5.
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2. New production employeasust be trained to operate expangeaduction faili-
ties. This type of training is discussed in Chapter 8 under additional production
lines.

3. Trainingthat upgrades operahs and production employee skills may qualify them
for assignment to more complex jobs or for préimes. Training is provied to
maintain emploge conpetence levels and to introduce employees to new
equipment and production pexgses. This typd training is discussed below. The
amount of this training budget is a decision variable to be entered on th®uleci
form.

The expenses for all three types of training are included in Total Traixpgnsen
your income statement.

Expendituregor ongoing training of production and operations employees should lead to
lower productpbn costs by enhancing employee skills and by improving matouiiag processes.
Costreduction becomes especially imfaort when new pragtts are developed, as new products
tend to cost more to produce than do older productereTére significant advantages in being a
low-cost producer in terms of profit margins and flexibility during price wars. The more money
your firm spends on training, the more it can expect to save on production costs. However, the law
of diminishing retuns still applies.

Costreductions from this type of training are reported in the Operating Infanm@eport
(page 2, Report E) as a savings level. The higher the savings level, the greater the savings. The
amount spent fosuch training is included in Total Trainif€kpense under Administrative and
General Expense, along with other training costs (for new ptiotugnd sales employees). The
reported standard costs parituinclude the cost savings which have been realized. These cost
savings also are applied to any future models that your firm may decide to produce. Basic labor
and matadal costs reported for new models include the cost savings.

An effective training program is an essential element of your firm's success. Many firms
spend between 1 and 5 percent of their budget on training. Without sudranprgour prduc
tion processs are likely to become less eféint relative to your@mpettors. You almost would
be guaranteed the dubioustufistion of being the higitost competor. Your company would be
doomed to failure! We urge you to support a strong, cootigtraining program.

Production Costs

Basicstandard unit costsfor Model 1, Quality2 (your current model and quality) at the
beginning of Year 3 are as follows:
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Merica Sere no

Labor $2.88 Ps 8.90
Materials 1.23 5.72
Maintenance .25 1.50

Total $4.36 Ps 16.12

Standard cost levels may be different for eadded usually being higher for a new model than

for an existing model. Also, standard costs vary according to quality and features levels, with
labor and matgals costs for Qualityd being 10 perent higher than for Quality 2 and FeatuBes
being 10 percent higher than for Features 2. Gost3uality 1 are 10 percent lower and costs for
Features 1 are 10 percent kw

When a new model is reported in your Operating InfoilonaReport, its standard costs
and savings level also will be reported. The costs are reported for each area in locay.curren
These are the costs that your firm would incur if it had atpfathat area. In this way, you can
plan the availabity of funds rejuired to produce the new model if you should put it into produc
tion. For example, the avability of Model2 with a savings level of 2 might be reported ¢oly
as shown below.

The costs reported are those for quality level 2 and features level 2. If you should choose,
for example, to introduce Modlwith a higher level of quality or features (level 3) then 10 percent
should be addetb the reported costs for Model 2, QualtyFeature® (20 percent if both are
level 3). If you choose Quality 1 or Features 1, sabti® percent from the reported costs.
Subtract 20 percent if both Quality and Features are at level 1.

STANDARD COSTS PER UNIT
for next quarter

Merica Merica Merica
Areal Area2 Area3 Sereno
$ $ $ Ps

Model 2
Quality /Features 2 Labor Cost 264 264 264 8.15
Savings Level 2 Material Cost 1.37 1.37 1. 37 6.37
Model 1
Quality /Features 2 Labor Cost 246 246 246 7.59
Savings Level 2 Material Cost 1.23 1.23 1.23 5.72
Note: For Quality 3 add 10%. For Features 3 add 10%
For Quality 1 subtract 10%. For Features 1 subtract 10%

All production costs are subject to inflation and will escalate at a rptexamately equal
to the rate of change in the Consumer Price Index ({GPihe country. Remember that inflation
rates differ by country. The effects of inflation are incorporated in the reported levels of standard
coss for all models and these costs are those that will be in effect during the quarter following the
report. The material and labor costs of interest to your firm are those in the countrytaesoun
in which you have production plants.
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Operations and production employee trainingocuses upon reducing labor and nniaie
costs by increasing employee skill levels and maitgiremployee identification with and
commitment to your firm. Savings realized from training will be availableetiuece basic cost
levels below the level that otherwise would ocdar,any model. For example, suppose that a
training program has succédsdy reduced labor costs by another 20 cents per unit (or Ps 1.20 in
Sereno) by achieving savings level 3. Theibatamard costs for models number 1 and 2 in
Merica would be $2.26 and $2.44, redpay, instead of those reported in the example above.

STANDARD COSTS PER UNIT
for next quarter

Merica Merica Merica
Areal Area2 Area3 Sereno
$ $ $ Ps
Model 2
Quality /Features 2 LaborCost 2.44 244 244 6.95
Savings Level 3 Material Cost 1.37 1.37 137 6.37

Model 1
Quality /Features 2 LaborCost 2.26 226 2.26 6.39
Savings Level 3 Material Cost 1.23 1.23 1.23 5.72

Note: For Quality 3 add 10%. For Features 3 add 10%
For Quality 1 subtract 10%. For Features 1 subtract 10%

The costs, of course, will rise in subsequent quarters to reflect the impact of inflation as
shown by changes in the Gammer Pricéndex. Suppose that you continue this quarter priaduc
Model 1, even though Model 2 is available. If the labor cost savings of 20 cents per unit were to
be realized and the Consumer Price Index in both Merica and Sereno weeehy aisother 2
percent (a very unlikely occurrence), the following report would be shown the next quarter in the
Operating Informaon Report.

STANDARD COSTS PER UNIT
for next quarter
Merica Merica Merica
Areal Area2 Area3 Sereno
$ $ $ Ps
Model 2
Quality /Features 2 Labor Cost 249 249 249 7.09
Savings Level 3 Material Cost 140 140 140 6.50
Model 1
Quality /Feature s 2 Labor Cost 231 231 231 652
Savings Level 3 Material Cost 125 125 125 5.83
Note: For Quality 3add 10%. For Features 3 add 10%
For Quality 1 subtract 10%. For Features 1 subtract 10%
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To extend the example a little further, suppose that you then begin production ofayiodel
Quality 2. In that quarter your firm develops a new model, model number 3, with labor and mate
rials costs about 10 percent higher than for model number 2, and the Consieménd@ix rises
by another 2 percent in Merica and 3 percent in Sereno. The following report would be included
in the Operating Information Report for that quarter:

Note that costs for Mod& are the same as in the previous quaetecept for an inflation
adjustment. Model number 3 costs are more than for model number 2 but are lower than they
would have been without the cost savings from training. §aashgs apply to all models that may
be available or&come available in the future.

STANDARD COSTS PER UNIT
for next quarter
Merica Merica Merica
Areal Area2 Area3 Sereno
$ $ $ Ps
Model 3
Quality /Features 2 Labor Cost 279 279 279 8.03
Savings Level 3 Material Cost 157 157 157 7.36
Model 2
Quality /Features 2 Labor Cost 254 254 254 7.30
Savings Level 3 Material Cost 143 143 143 6.70
Note: For Quality 3 add 10%. For Features 3 add 10%
For Quality 1 subtract 10%. For Features 1 subtract 10%

If subsequent models (numbers 4, 5, etc.) are developed without changing the medel num
ber being produced, only the costs of the three most recently developed models will be reported.
Following development of model number 3 in frevious illustrdon, suppose that your man
agement chooses not to introduce it but instead maintained full production of model number 2.
Then, a few quarters later, your Reseant Development Department reports model number 4
available. A few quarters after that, Modgels released while your firm continues to produce
Model 2. The following quarter's costs for model numbers 3, 4 and 5 would be repattgou b
would have to estimate the costs for model number 2, which would change proportionately to those
of model number 3.

IMPORTANT NOTE
Increases in costs for all models will be due to inflation, and decreases would be
due to successful training activities resulting in labor or materials cost savings or,
perhaps, both.
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Standard unit costsare based upon a forhour work week with output levels at normal capac
Normal production is at a rate of 100 units per line per hour. Actual costs are calculated as indi
cated below and will be reported quarterly in the Operating InformationrRejbcosts, except
depreciation of existing plant and equipment, are subject to inflation adjushents. An
illustration of production costs is provided in Figur@.7

Production Cos€omponents

Your finance department will need estimates of the amounts of the various components of
production costs in order to estimate cash flows and provide sufficient cash to cover these costs,
along with other expenditures that will take place durimguppcoming quarter. In addition, these
estimates will be used in preparationpod formafinancial statements for the quarter. The lower
section of the production plan spreadsheet will be useful in providing these estimates. This part
of the productiomplan is illustrated in Figure-3.

PRODUCTION COST ANALYSIS

Consoli - Merica Merica Merica
dated Areal Area2 Area3 Sereno
M$000s MP000s M$000s M$000s Ps000s

Labor Cost 874 874 0 0 0
Materials Cost 374 374 0 0 0
Maintenance Cost 76 76 0 0 0
Shutdown Cost 0 0 0 0 0

Total Cash Expenditures 1324 1324 0 0 0
Equipment  Depreciation 107 107 0 0 0
Plant  Depreciation 26 26 0 0 0

Total Production Cost 1457 1457 0 0 0

Total Unit Production Cost 467 4 .67 0.00 0.00 0

FIGURE %2

Reported Costs of Production
Quarterly Operating Information Report

1. Totallabor costper hour for straightime production amounts to 100 times the basic
cost level for model number 1 at the beginning of Year 3 for each production line ($288 or Ps 890
in Sereno). The union contract provides for a 10 percent premium for workers on és@tton
operation, or $317 per hour for model number 1 at the beginning of Year 3 (Ps 979 in Sereno).
Overtimework (more than 40 hours per week) is paid at one an<halfi¢imes the normal rate,
or $432 per hour in Merica for model numieduring Year 3, Quarter T.o comply with stattory
requirements in Sereno, overtime labor costs (more than 40 houreeky ave paid at double
time, twice the normal rate, in pesos (Ps 1780 in Year 3,t€uby. Cotract restrictions make
impractical any operigons at less than forty hours per week or more than-figigt hours per
week.
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An easy way to estimatlabor cost is to multiply the cost per unit by the number of units
to be produced during the qte. For straightime produtgion, this involves using the reported
standard labor costs. The cost of units to be produced otinoe@r with seconghft operaions
needs further adjustent to provide for the premium pay on those shifts. Continuing our example
using Merica currency, and using the reported costs from Appendix C, if your company is to
schedule 6 lines of pduction at 4thours per weekabout 32,000 units), using the perted labor
costs of $2.88 per unit for Modg) total labor costs for the coming quarter would beregd as:

Straight time  $2.88 x 312,000 = $898,560
This value should be rounded 8,000 and entered under Labor Gastthousands of dollars.
2. Materials costfor raw materials and parts used in the martufawg process is equal
to the basic cost level ($1.23 for model number 1 at the beginning of Year &doorunit of
produdion. New models generally have higher materials costs. The cost to prd@@@03units
would be 883,760
$1.23 x 32,000 = 883,760

Rounded to thousands of dollars, er®@4 for Materials Cosbn the work sheet.

3. Maintenance costaverages $25 per hour at the beginning of Year 3 for each pimduc
line that is operating, or $0.25 per unit. To produt2@0 units would require

$0.25 x 32,000 = ¥8,000
Round this to thousands of dalaand enter8on the work sheet for Maintenance Cost
4. Layoff costis standby cost for lines that have been idled. At the end of Year 2, standby
cost for idled lines amounts to $4,000 per line per weeknéfline is idled for thirteen weeks,

standby cost totals $52,000 and output is reduced by about 52,00@ncpessibly due to the
negative impact on employee morale

Continuing our example, all six available lines are sateztifor production, @ there will
be no layoff cost.

5. Total cash expendituress merely the sum of items 1 to 4 above. For our example, the
spreadsheet will add the values and enter the total:
899+ 384+ 78+ 0=1361
Dividing $1,361,000 by the 32,000 units to bgroduced gives a unit cost cash expenditure of

$436. The value of the total cash expenditure should be reported to the financenéepéot
inclusion in the Pro Forma Cash FlaMork Sheet for the coming quarter (see Chapdgr 1
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6. Equipment is depreciatedon a straightine basis over 7 years. That is, currgotiter
depreciation charges are cdited as 1/28th (3.5714 percent) of the original book value of all
equipment in place during the quarter. It should be noted that tlostise same as taking 1/28th
of the value of net equipment on the balance sheet.ediepmentis thedepreciatedvalue of
equipment in place rather than the original book value.

THE BUSINESS POLICY GAME
PRODUCTION PLAN WORK SHEET

World _ Company Consolt | Merica | Merica | Merica
Year Quarter dated | Areal | Area2 | Area3 | Sereno
TOTAL PRODUCTION COST ANALYSIS
(total cost in thousands of dollars or pesos)

Labor Cost 899
Materials Cost 384
Maintenance Cost 78
Layoff Cost 0

Total Cash Expenditures 1361
EquipmentDepreciation 107
PlantDepreciation 26

Total Production Cost 1494

UNIT PRODUCTION COST ANALYSIS
(cost per unit in dollars or pesos)

Unit Labor Cost 2.88
Unit Materials Cost 1.23
Unit Maintenance Cost .25
Unit Layoff Cost 0
Total Unit Cash Expenditures 4.36
Unit EquipmenDepreciation .34
Unit PlantDepreciation .08
Total Unit Production Cost 4.78
FIGURE 73

lllustration of the Production Plan Work Sh&dtower Section

Six production lines were installed in the origindir& plant in your home area in Year 1,
Quarter 1, at a total cost $8,000,000. Thus, the current equipment depreciation charges for our
example are $107,142.
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$3,000,000 x .035714 = $107,142

Round the value and enter 107 on the work sheet for EgunfDepreciation The dollar value

of equipment depredian charges will change when you add praddurclines, but the depreciation
rate still will be the same. It should be noted that higher prices for newneeptipesult from
inflation, and price levels will cdmue to rise in prportion to the change in the Consumer Price
Index.

If your firm should decide to install one new line during Year 3, Quarter 2, increase the
previously-estimated equipment depration charges by 1/28th of the cost of the new equipment
for the line nekquarter. The full amount of the payment will be capitalized and, therefore, must
also be depreated. If the infldion factor is a one percent increase from Year 3, Quarter 1, the
addtional amount for equipent depreci#on for each new line wadd be about $18,000.

.035714 x $500,000 x 1.01 = $18,036
No new lines are planned for this quarter so our entry is 107.

7. Plant depreciation charges are computed and added to the cost of production.
Buildings are depreciadeon a straighline basis over a period of 31.5 years in the simulated world,
or at a rate of 0.7937 percent of their original book value for each quarter. The original plant in
your home area was completed in Year 1, Quarter 1 at a total cost of $8(B0OQ¢t is being
depreciated over a 3Lyear period at a rate of 0.7937 percent per quarter. The dollar cost of
depreciation thus is $26,192 @roded to $26,000) per quarter.

If a new plant is constructed in another market area (see Chapter 8)efireciation
charges are handled in the following manner: At the end of each quarter of constructimntpay
made to the contractor are capitalized and depreciation charges are increased by 0.7937 percent of
the amount of the payments made. If an elgi® plant is under construction in Merica, for
example, quarterly payments of $1,100,000 (plus inflation) will betaleqgid at the end of the
guarter and depredian charges will be increased by about $9,000 per quarter.

0.007937 x $1,100,000$8,731

After three quarters of construction, when the plant is available for use, the total deprecia
tion charges would consist of a little more than $52,000 per qa&a®26,000 on the preesting
plant and about $26,000 (plus inflation) on the newtpl@mce the plant has been completed,
depreciation charges do not change with inflation because they are based on original cost.

The same procedure is followed for computing depreciation chargefddrons to exst-
ing plants. Two quarterly payment$ $450,000 are capitalized and depreciation charges are
increased by about $4,000 during each quarter of construction.

0.007937 x $450,000 = $3,572



The only difference is that construction of new additions is completed in two quarters latstnu
operations while new plant facilities require three quarters of construction before tomple

8. Total Production Costis the sum of Total Cash Expetdies plus Equipmerdnd
PlantDepreciation. For our example,

1,361+ 107 + 26 = K94 (or $479 per unit, see below)

This amount should be reported to the finance department for inclusionprotf@malncome
Statemen{See Chapter 10). It will form the basis for the estimate of cost of goods sold for next
quarter.

These costs can be convertasily by the spreadsheet to a per unit basis by dividing each
cost by the number of units produced during the quarter. For example, totaltjonodost per
unit is $479 (shown in Figure B as 4.78 due to rounding error)

$1494,000 + 32,000=4.79

Unit cost provides a common denaraior which allows for comparison of costs across areas and
quarters.

CostVariance

Actual costs may vary somewhat from those shown above. While productimallyois
at a rate of 100 units per hour per line, or 4,000 units per week, this rate may not be realized. A
seemingly random variation of as much as 5 percent in either direction may occur because of
efficiencies or inefficiencies experienced in actopération. Companies operating production
facilities in N/P/S have found wider variances in actual volume of production compared to
scheduled volume, and hence wider variance in actual costs compared to scheduled costs. Expe
rience has shown that actyaioduction in N/P/S is more likely to be less than the scheduled
amount, and variances as wide as 15 percent have been noted.

Variations in output may be due to a number of factors. Absenteeism may be higher than
normal, dowrtime of machiery morethan expected, raw maiar and parts deliveries delayed
and/ordiminishedemployee morale due to layoffs or line deactivati@ii of these factors would
cause produmn levels to be somewhat lower than anticipated. Actupéehtures, therefore,
would be slightly lower than those scheduled. Unit costs (total ptiodumosts divided by the
number of units produced) would be somewhat higher because total labor atehareia costs
will remain at the same level while the number of units prodireeddelined. Alternatively,
absenteeism and machinery detime may be less than normal resulting in higher than normal
levels of production. These variations are beyond the control of yowagaianent.

Operations of new plants in other areas wallsubject to the same cost functions as those

of the existing plant in the home area. A second shift is not possible outside of the home area,
however, because of a shortage of supervisory personnel.
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lllustration of OvertimeCosts

Figure 74 illustrates the current quarterly costs of fghtft production at straight time and
at various amounts of evtime in your existing homarea plant. The dollar costs are for one line
operating for one quarter and are based on the standard unit costs for model number 1 at the
beginning of Year 3. Straighime labor costs are $2.88 per unit. Overtumé costs are $4.32
per unit. Plantleprecigion is based upon use of six operating lines, with the amount shown being
onesixth of $26,192. Equipmenepreciation is onsixth of $107,142.

Hours Scheduled
40 42 44 46

48

Labor $149,760 $160,992 $172,224 $183,456
$194,688

Materials $63,960 $67,158 $70,356 $73,554
$76,752

Maintenance $13,000 $13,650 $14,300 $14,950
$15,600

Equip't depreciation $17,857 $17,857 $17,857 $17,857

$17,857

Plant depreciation $4,365 $4,365 $4,365 $4,365

$4,365

Total cost $24 8,942 $264,022 $279,102 $294,182
$309,262

Output (in units) 52,000 54,600 57,200 59,800

62,400

Unit cost $4.79 $4.84 $4.88 $4.92

$4.96

FIGURE 74
First-Shift Production Cod®er Line

It should be noted that total unit production costs increase rapidly as the amountiwfeover
increases. Labor costs for all additional units produced after 40 hours per week are higher due to
the overtime premium. The higher unit labor costs more ditset the fact that the fixed
depreciation charges are averaged over the larger number of units produced. If labor costs were
proportionately higher than depreciation charges, as they may be for some models, the unit cost
differential between straighinte and overtime would be even greater.
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Summary of Relationships

1. Basic unit costs reported standard costs include inflatr@tated cost increases as well
as savings that may have been realized from suctésshing programs.

2. Basic Labor cost, regular shift per hour:
straighttime rate: 100 times basic labor cost
Merica overtime ratel50 times basic unit labor cost
N/P/S overtime rate:200 times basic unit labor cost

3. Labor cost, cond shift per hour: same as straighhe rate + 10 percent premium
4. Material cost per unit: basic unit material cost as reported

5. Maintenance cost per line:
$25 per hour, or $0.25 per unit in Merica (subject to fitfig
Dn/Rp/Ps 150 per hour, or Dn/Rp/Ps 1.50 per unit in N/P/S

6. Standby cost for an idle line
$4,000 per line perveek (Dn/Rp/Ps 24,000), or $8R0 per quder
(Dn/Rp/Ps312,000)
Output reduced by about 4,000 units per week, or 52,000 unitgipgeror more

7. Equipment depreciation charges: calculated on a straighine basis over 7 years, or
3.5714 percent of original book value each quarter

8. Plant depreciation charges calculated on a straighihe basis over 31.5 years
for existing plant: $26,000 per quarter
for new plant or addition: 0.7937 percent of construction in place each quarter

9. Deactivation cost onetime charge of $1000D per line, (or Dn/Rp/Ps 600,000)
applies both to firsshift lines and secorshift lines separately

10. Inventory storage costamounts to 10 cents (or 60 deni/sen/centavos) per unit for the
first 300,000 units, the maximum storage cajyaaf a plant. Beyond that, public wéreuse space
is used to store all inventory exceeding the 300,000 limit, at a cost of 30 cents (or Dn/Rp/Ps 1.80)
per unit. A sales office not associated with a manufacturing plant in the same area uses a public
warehous to store all inventory. Quarly storage costs are paid on the number of units in
beginning invetory.
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8. PRODUCTION: CAPACITY CHANGES

Your management team will need to make an edelysion regarding expansion of pro
duction capacity. All of the plants in your world may have been operating fairly close to capacity.
Sales in the world may have been increasing at a rate that soon will require additiditias fd
the demand forgqur product is to be met. Questions that need to be answered before making an
investment decision include:

1. "How much additional prodtige capacity will be required?"
2. "Which, if any, of the expaion options should our firm undertake?"

Your estimate of production requirements (see Chapter 7) should assist you in answering
the first question. The answer should be to expand capacity enough to meet expectemaates de
as long as the expansion contributes toward meeting the goals of yoantiroontributes to its
profitability. An answer to the second question requires an evaluation of the expansion options
discussed in this chapter, a comparison of their costs and the time required to implement them. In
addition, there must be suffentcash available to finance the investments that your firm decides
to undertake. Various investment options asedbed below in the order of the time required for
their implanentation.

In an inflationary economy, one expects prices generally towolle level of price
changes in the economy of a country. All condta; hiring and training costs outlined in this
chapter are those in effect at the beginning of Year 3, as you assume management of the company.
The costs in effect for subsequent jees may be estimated by adjugtthe Year 3, Quarter 1
costs using the Consumer Price Index (@Pthe county for the most recent quartgrior to the
one in which the expenditures will occur (prices are set basadthp previous quarter's cost of
living reports). All construction contracts include a provision for cost ircreases due to infla
tion over the period of construction.

Investment Options
Overtime

Working your production crews overtime is the fastest way to expand production. Fur
thermore, it is the only way in which produgtiocan be expanded without a delay of at least one
quarter. By scheduling overtime, it is possible to increase output by about 20 percent over the
normal fortyhour week production level. Restrictions in the union contract make it impossible to
schedule pduction for less thaforty hours or for more thariorty -eight hours per week.
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Units produced while crews are working overtime are somewhat more expensive than those
manufactured during the normal warkek. In Mericaprodiction employees are paid tira@d
a-half for overtime work. Unit labor costs thus are 50 percent more for goods produced when
production lines are running overtime. To comply with host country laws, production employees
in N/P/S are paid double time tat$ng in a doubling of labor costs for overtime work. These extra
labor costs are partially offset by depegimn charges being spread over a larger number of units
of production. Overtimeosts are described in Chapter 7.

Second Shift

A second shift of workers may be scheduled for existingdi#t production lines in your
home-area plant. This will enable you to double production without any additional investment
in plant facilities or equipment. SecosHift workers receive a 1percent premium wage for
working nights.

At the beginning of Year 3, it costs $100,000 and requires one quarter to hire and train
workers to operate a second shift on a hamea production line. If you wish to schedule-pro
duction for a second shift mne or more of your existing lines in Year 3, Quarter 2,pagt, in
Quarter 1, enter the number of lines desired under Nees 2nd Shift on the decision form.
During the first quarter of Year 3, workerslivbe hired and trained, with the costs appearing as
Training Costson your firm's Income Statementhe second shift will be available to beginpro
dudion on the line(s) during the second quarter of Year 3. At that time it must be scheduled for
production, idled with a temporary layoff or deactivated (See Chapter 7). A second shift may be
added to b producing lines in the homarea plant. There is no provision in the model for sec
ondshift operations in other plants.

To add seconghift lines, enter the number of lines on the decision form underl N®s
2nd Shift. The line(s) will be available for production duringfiwing quarter.

Limits: 0 to number of 1st shift lines operating in home area

Additional Production Lines

The existing plant in your home area was built to house eight production lines. To date,
only six lines have been built. Thus, there is space for two additional lines as indicated in the
Operating Information Report (see Appendix C, Report D).

Areal Area2 Area 3 N/P/S

Space Available for New Lines 2 0 0 0

New production linediave the same operating charactess costs and output capatiés
as existing linesOne quarter is required to install the necessary equipment and to hire and train
workers for new production lines. In order to have additional lines availalpedduction during
the third quarter of Year 3, it would be necessary to begin construction of those lines in Quarter 2.
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A capital expenditure of $500,000 (or Dn/Rp/Ps 3,000,000 in N/P/S) is required to
purchase new equipment for each line that is adbhedddition, it costs $100,000 (Dn/Rp/Ps
600,000) to hire and train new employees to work on each new production line. The capital
expenditure and hiring and training costs are incurred during the quarter of ciomistridour
Cash Flow Analysis stateent will show an expenditure for equipment of $500,000 (Dn/Rp/Ps
3,000,000) per line, and the Income Statemélhshow a training expense of $100,000 (Dn/Rp/Ps
600,000) per line, to cover hiring and training costs. These casssibject to inflation.

Equipments depreciated on a straigliie basis over seven years, with no salvage value.
Quarterly depreciation charges equal 1/28th (3.5714 percent) of the original costqiNpwnent
expenditures are capitalized during the quarter in which the line(s) are constructeprantien
charges also are levied. Thus, an expenditure of $500,000 for equipment for one line would
increase equipment gieeciation charges for thguarter by about $18,000.

0.035714 x $500,000 = $17,857

Sales
Office
Orders Construction
(000s) New New New
Lines | Addn Plant
Areal # 87 # 2 #
Area 2 # 75 # # #
Area 3 # 75 # # #
MIN/PIS || # 75 # # #
2nd Shift # K« K & «

The only limitation on the number of lines which can be under construction at one time is
the availability of space in th@ant. Your firm could increase its production capacity by-ibirel
as early as Quarter 2 of Year 3 by adding lines 7 and 8 to your existing plant during Quarter 1.
While operating costs of new lines are the same as for existing lines, unit prodost®witl be
somewhat lower because plant depreciation charges will be spread over the larger number of units
produced in the plant during the quarter.

To begin construction and train workers, enter the number of new lines to be added on the
decision fom. The entry should be made in the market area where a plant with additional space
is located. After the construction has begun, no further entry is necessary until the lines are ready
and avaihble for production. Entries in subsequent quartergeglilt in startingadditional new
lines at that time (if space is available; otherwise the entries will be rejected by the degisyon
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program). When ready for production, and not before, new lines must be scheduled faigmoduc
idled or deactivadd.

Limits: 0 to number of lines for which space is available

Addition to Existing Plant

When the plant in your home area was built, sufficient land was reserved to permit the
building of an addition on each of two sides of the plant. Each addition will provide space for two
production lines and each represents an increase of 25 percenpoéskntly available space for
production capacity. Your existing plant shell has room for eight lines. Adding two more will
give you space to install a total of ten lindswvo quarters are required to complete construction
of a new addition.

The irstallation of production lines in the addition may be started during the secotef quar
of addition construction so that the lines will be available for production as soon as the plant
addition is completed. Constructioray begin on oly one twoline addition for any plant during
any quarter. If desired, however, construction may be started on another addition in a subsequent
guarter while the first is still under construction, provided that sucstieariion will not cause the
maximum plant capacity of twelve lines to be exceeded.

At the beginning of Year 3, construction of a new addition requires a capital etxpendi
of $900,000 (Dn/Rp/Ps 5,400,000), which must be paid to the contractor in two installments over
the constructioperiod. Constructionontracts contain a provision for increasing installment pay
ments by the rate of inflation during the contract period. Your Cash Flow Analysis Statgthent
show a capital expendituré$450,000 (Dn/Rp/Ps 2,700,000) or more (remember inflation) during
each quarter of construction. These amounts will be capitalized and depreciated at the same rate
as the exisng plant. Depreciatiois on a straightine bass over 31.5 years, with no salvage value.
Quaterly depreaation charges amount to 0.7937 percent ofafiginal cost of all construction
in place at the end of each quarter. After comnmbe construction of one new twime addition
will cause depreation charges to be increased by at least $7,143 (Dn/Rp/Ps 42,860) per quarter:

$900,000 x .007937 = $7,143

To begin construction, enter '@'the number of lines of capaaityunder Constru@ni
New Add'n on the decision form inéhmarketing area in which you wish to construct the new
addition. After costruction has begun, no further entries are necessary except to begin
construction of the paudion lines so that the lines will be available for production when desired.
Newline construton may be started during the second quarter of construction of the new addi
tion, or any time theretsr.

Limits: Oor 2 lines (to a maximum capacity of 12 lines)
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Constructiomf a New Plant

The final option for expanding production capacity is to construct a new plant in another
market area. Your company may locate a plant in arey yva desire, provided that you do not
already have a plant in that area. You may move into gettor's home area or into M/N/P/S.
Plantconstruction requireree quarters to complete. A plant nyabe built with a capacity of
either two, four, six, eight or ten lines. Additions may be built later to increase plant size to a
maximum capacity of twelve lines. Constructomsts for each plant size are shown below. Costs
are thos in effect at the beginning of Year 3, and are subject tdioray changes. [peecation
is on a straighline basis over 31.5 years, with no salvage value. t@&ulyadeprecition charges
are calculated as 0.7937 partef the original cost.

-------- Merica -------- N/P/S ----------
Capacity Cost  Quarterly Cost Quarterly

2lines  $1,200,000 $400,000 Lc 7,200,000 Lc 2,400,000
4lines 1,900,000 633,333 11,400,000 3,800,000
6lines 2,600,000 866,666 15, 600,000 5,200,000
8lines 3,300,000 1,100,000 19,800,000 6,600,000
10 lines 4,000,000 1,333,333 24,000,000 8,000,000

Local governments in all of thearket areas would like your firm to build a plamtheir
area to stimulate job growth. N/P/S furtlhequires your firm to reinvesO2oercent of net profits
until a reserve equal to 50% of capital stock has been accechtdbaéncowage local imesment.
Likewise, Merica areas strongly encourageal investment to stimulate job growth. Local tax
breaks and other benefits often are offered to attract a new plant.

Constructioncosts must be paid to the contractor in thresaliments during the cen
struction period. Constrtion contracts contain a provision for increasing installment payments
by the rate of inflation during the contract period. If an elgig plant is being built, your Cash
Flow Analysiswill show a capital expentlire of at least $1,100,000 (Dn/Rp/Ps 6,600,000) during
each quarter of catrudion, with the total expenditure amounting to $3,800 (Dn/Rp/Ps
19,800,000) or more. Construction payments are capitalized and subject to depreciation during
the quartern which they are paid.

Building a plant shell, by itself, will not permit you to produce any goods. In order for
production to beginproduction lines must be installed at a cost of at least $600,000 (Dn/Rp/Ps
3,600,000) each, including hiring and tiaip costs for new workers. If you plan to schedule
production as soon as the plant is finished, yust begin installation of production lines during
the third quarter of plant construction. The plant and new lines will be installed and workers
trainedduring that quarter. Any number of lines up to the full capacity of the plant may be in
stalled. Space availability for new lines will be reported in the Oipgrdmformation Report
(Report D) as soon as construction may begin.



Operating costs anproduction capabilities for a new plant will be the same as those for
the existing plant in your home area. Seecshift operations, however, are not feasible in-non
home areas because of a shortage of supervisory personnel.

Your firm will realize transportation cost savings after completing a new manufacturing
plant. A sales office that is located in an area with a plant stores its inventory within a partitioned
area of the plant waheuse. Thus, no costs are incurred for shipments to the satesiofthe
area. Transportatiooosts for sales in that area only are due for shipments from the plant to
customers in the same area at a rate of 10 cents (60 deni/sen/centavos) per unit. This results in a
savings ® 60 cents per unit for shipments to a domestic sales office and 90 cents per unit for
shipments to N/P/S. See Chapter 5 for information on transportation expenses.

To begin construction of a new plant, enter the number of lines of capacity tdataesl
(2, 4, 6, 8 or 10) in the market area in which the new plant is to be located. After construction has
begun, no further entry is required except to begin construction of new lines prior to the start of
produdion.

Limits: O in home area; O, 2, 6, 8 or 10 lines in other areas

Closinga Plant

If your firm has overbuilt its productive capacity, it may decide to close one of its plants.
You may close a plant in any area by einga negative value of on€lj under plat constrution
for the area on the decision form. At the same time you must deactivate all production lines. All
enmployees, including plant executives, will automatically be discharged. The plant will be sold at
90 percent of book value to a locaveé®per. The book value includes any new additions which
may have been built or still are under construction.

After deactivation, the equipment in the plant will be sold to an eggrp supplier at 90
percent of book value. Both the devedopnd tle equipnent supplier will make payment during
the quarter in which the plant is closed, so the proceeds can be used to meet expenses during the
quarter.
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Summary

InvestmeniOptions

1. Overtime work to 48 hours a week may increase production by about 20 percent. Labor
costs for working more than 40 hours per week are 50 percent higher than normal if\ iedica
100 percent higher in N/P/S. Fixed costs are spread over more units. There is no delay in
implementation.

2. Asecond shiftmay be added to lines in your hotaeea plant. Labor costs are 10 percent
higher. There is a onguarter delay while workers are hired and trained at a cost of $100,000.
Secondshift production lines may be idled or deactivated the same as firstirsésit |

3. Additional production lines may be added, space petting, at a cost of $500,000
(Dn/Rp/Ps 3,000,000) each. Hiring and training of new workers costs $100,000 (Dn/Rp/Ps
600,000) per line. Constructisaquires one quarter. All costs of construction, hiring and training
($600,000 or Dn/Rp/Ps 3,600,000) are charged during the quarter of construction.

4. Additions to existing plantsmay be made so long as the maximum plant size of twelve
lines cajcity is not exceeded. Each addition has capacity for two production lines and costs
$900,000 (Dn/Rp/Ps 5,400,000). Constructiequires two quarters and costs are charged at the
rate of $450,000 (Dn/Rp/Ps 2,700,000) per quarter, sutgjeénflation.

5. Anew plant may be constructed in any marketing area where your company does not
already have a plant. Constructimguires three quarters to complete and-timiel of the total
cost must be paid during each gea of construction, subject to inflation. Total and quarterly
costs are:

———————— Merica -------- N/P/S ----------
Capacity Cost  Quarterly Cos t Quarterly

2lines $1,200,000 $400,000 Lc 7,200,000 Lc 2,400,000

4lines 1,900,000 633,333 11,400,000 3,800,000

6 lines 2,600,000 866,666 15,600,000 5,200,000

8 lines 3,300,000 1,100,000 19,800,000 6,600,000
10lines 4,000,000 1,333,333 24,000,000 8,000,000

6. Closinga plant. An existing plant may be closed. If closed, all lines must be deacti
vated. Employees will be discharged. The plant and its equipment will be sold for 90 percent of
book value.

7. Training costs per line(subject to infléion):
for newly constructed lines: $100,000 or Dn/Rp/Ps 600,000
for new seconghift lines: $100,000 (home area only)
for reactivated 1st and 2rghift lines:  $50,000 or Dn/Rp/Ps 300,000



All costs shown are those in effect hetbeginning of Year 3 and are subject to local
inflationary increases in proportion to changes in the Consumer Price Index.

Plant Closure
Closing a plant involves shutting down operations, deactivating all lines and selling the

building and equipment. Both the building and equipment are sold for 90 percent of book value.
Proceeds of the sale are received during the quarter of sale.
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9. FINANCE: STRATEGY AND CAPITAL BUDGETING

Themanagement of your firm's financial affairs provides a major challenge for your team.
You must coordinate the financial requirements of marketing, production, distribution and ex
pansion decisions for your parent company as well as each of its subsidi@aiemust provide
the cash to pay for company operations, to cover production expansion costs, to make interest
payments on borrowed funds, to repay financial obligations promptly, to pay taxes when due and
to make dividend payments to stockholdersaddition, your management should provide a sound
capital structure, give assurance to creditors that your obligations will be met kyrqogot for
and help to provide a reasonable level of profilgband assure a reasonable return to your
stockholekrs. Measures of the success of your financial management include your stock price, your
return on investment and your credit rating

Prior to making specific financial decisions, your firm's financial managers should set
financial (functionatlevel) goals and objectives and develop financial strategy to accomplish these
goals (see Chapter 4 for a discussion of goal and objective setting and strategy development).
Financial goals should spprt the overall goals developed at the bess level. The financial
goals should focus upon what finance can contribute to achieving the busiedsgoals. The
following businesdevel goal was used as an example in Chapter 4:

Maintain a rate of return on stockholdexsttof-Year2 investment in your com
pany's stock (goal) of at least 20 (hurdle) percent (index) through Year 7 (time).

Supporting finance goals and objectives might be:

Goal: Develop a financial structure with a debtequty ratio (goal) of 35 (hure) per
cent (index) by the end of Year 7 (time).

Objective:  Increase the deltb-equity ratio (goal) by 5 (hurdle) percentage points (index)
during Year 3 (time).

Goal: Upgrade the firm's credit ratingoal) to Number (index) Ondrdle) by the be
ginning of Year 5 (time).

Objective:  Maintain a $500,000 (hurdle & index) cash balance (goal) during each quarter of
Year 3 (time).
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Other goals and objectives may focus upon other financial ratios and your firm's financtal struc
ture.

Financial strategy should be designed to enable your finance department to attain its goals
and objectives. The strategy should plan for the allocation of financial resources to gaiuimaxi
efficiency while meeting market demand. The strateg\ttie debto-equity goal would focus
upon the sources used for external funding. The strategy for upgrading the credivoatidg
involve maintaining sufficient cash reserves, a strong earnings growth and regular dividend
payments.An effective finance strategy should inclugleof the finance variables used in manag
ing resources.

The quartetto-quarter tactical decisions which your finance managers must make are
described below. These decisions should be based upon yoarsiales forecast and production
plan and the resulting need for resources. Decision making should be guided by your financial
strategy and company policy.

A considerable amount of planning is required prior to making financial decisions, as the
impact d many financial decisions will extend over a considerable period of time. Tools which
we encourage you to use in financial planning include the Capital Budget, Pro Forma Cash Flow
Analysis, Pro Forma Income Statememd Pro Forma Balance SheeThese tools will be
described below along with a description of the items that will be reported in your financial
statements. But first we will begin with a discussion effihancial decisions your firm will be
making.

Finance Decisions
Our example will use Sereno as the foreign country. The sdat@mships would hold
if we had use Nystok or Pandau. Howevee actual values would be different over time due to
the different economic conditions experienced in each country.

Financingand Investmentonsiderations

Partly as a result of the limited availability and high cost of financing in Sereno, your
company's board of directors has established a compi@i®ypolicy that all external finanag be
obtained by the parent company and all external investment of funds (certificates of deposit) be
made by the parent company. The financing and investment decisions on the decision form apply
only to the parent company.

However, funds must bmanaged for the parent company and for all of its subsidiaries.
Funds availableni one subsidiary's bank accow@nnot be used to pay expenses of another
subsidiary. If a subsidiary runs out of cash, the parent firm will provide cash by purchasing
addiional stock in the subsidiary. If the stock purchase cannot be met with the parent firm's
existing cash, external financing may be necessary for the parent company. If financing is not
arranged, the parent firm may incur an emergencyédean though it had sufficient cash to meet
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its own financial requinments in the home area. Otlseibsidiaries may have more cash than they
need, but pesos in Sereno cannot be used to directly pay dollar obligations in a Mxsiciargu

Two questions must be answered when planning cash requirements:

1. How much cash is available?
2. Where is the cash available?

Cashsometimes can be transferred from a subsidiary to the honse tdfpay for goods
purchased from the horseea plant. Sale of goods to a subsidiary requires payment during the
guarter of the sale. Part of the payment will help pay manufacturing costs. The 20 percent markup
will help to cover administrative expersse the area where the goods are manufactured. Cash
also may be transferred by the subsidiary paying dividends to the parent company. But all profits
of subsidiaries are not immediately available to the parent companydebd/ipayments of
subsidaries are limited to 80 percent of net subsidiary profits until accumulatedee earnings
in the subsidiary have been built up to 50 percent of the book value of capital stock. After that,
100 percent of retained earnings may automatically be paididsmtis to the parent firm, subject
to the following restrictions:

Dividend payments may not reduce a subsidiary's cash balance below $100,000 (in
Merican subsidiaries) or Ps 1,000,000 (in Sereno).

Dividendswillnotbepai d i f a subsidiaryés accumul at e
the previous quarter.

After retained earnings reach 50 percent of capital stock, dividends that are misseskbe
of a cash shortage may be paid in subsequent quarters when more caslabeavahis is
company policy.

The construction of a new plant, plant addition or pradadines will be financed by the
area subsidiary to the extent that capital is ab#l. However, if there is indidient cash, the
parent company will pur@se enough stock in the subarg to cover the cash shortage. This will
be handled automatlly when you submit construction decisions for your suasyd Also, if
you submit operating decisions for a sulesig that require more working capitdlan the sub
sidiary has avadlble, the parent company will cover the shortfall bychasing stock in the sub
sidiary. In all cases, funds crossing national bamed will be transferred at currentolange
rates during the quarter when the transastioccur. If you anticipate that a subsidiary will require
more cash than will be available at the home office, the parent company must plan for external
financing by arranging bank loans, selling bonds or selling stock.
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Bank Load Parent Company

Your corporate headquarters has established a $2.5 million line of credit with your local
banker. You may draw against this line of credit by floatingnao®th bank loan to be paid at
the beginning of the following quant Interests charged at the shetdrm rate that is available
during that quarter to a company with your credit standing. Interest, amountingfisuctheof
the annual rate (because the loan is for 3 months) isdpaiidg the quarter that the loan is eut
standing. Your subsidiaries may not borrow external funds. Their cash needs are met by selling
common stocko the parent corporation.

Because shotterm loans are made for a period of only threenths, your banker has
agreed to deduct automatically the repayment amount from your bank account during the follow
ing quarter. Bank loanare secured by inventory and receivables, and may not exceed 5@ perce
of the value of receivables plus inventory at the end of the previous quarter. Your line of credit
requires amnnual cleanup so a loan request will be denied if your firm has had a loan ouitstand
during each of the pa#iiree consecutive quarters.

Finance (000s)

Bank Loan | $ 1000

Bond Issue |$

Stock Issue | #

Dividends $

Time CDs $

To execute a loan, enter the amount desireth@nsands of dollars) under Bank Loan on
the decision form. If you decide to borrow $1,000,000, enter 1000. Do not include commas in
your entry.

Maximum loan: 50 percent of receivables plus inventory
Maximum loan: O if a loan was outstanding in eachtloé previous three quarters
Limits: 0 to 2500 (in thousands of dollars)

Emergency Loans

If sufficient funds are not provided to meet all obligas, including those of subsidiaries,
anemergency bank loarwill be provided at a rate refiéng the increased risk of a firm in default
of its obligations. An initial emergency loavill be made afive percentage pointsabove the
normal interest rate. If a second emergency loan is required in a subsequent quartenythéda
be 15 points above the normal interest rate. A third emergency loan would carry a 30 percent
premium and any additional emergency loans would carry a 45 percent premium above the normal
interest rate. In addition, your banker and the bond awedlysts will review your credit standing.
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Emergency borrowing automatically will result in a reduction of your company's credit rdtting
required, an emergency loan will be granted without making an entry on the decision form. As
with standard bank loans, emergency loans are automatically repaid from your bank account on
the first day of the following quarter. Interestcharged, at the premium rate, during the quarter
when the dan is outstanding.

Emergency loamnates: 15temergency loan 5% above normal interest rate
2"d emergency loain 15% above normal interest rate
34 emergency loai 30% above normal interest rate
additional emergency loaiisA45% above normal interest rate

Sale or Redemptioof Bond®) Parent Company

1. Bondlssue Your firm's longterm debt may be increased by issuing bonds in multiples
of $1,000,000. Newssues are callable tegrear secured bondsarrying the longerm rate of
interest that will be available to a company with your credit ratingng the quarter of issue.
Bondsmust be secured by plant and equiptreerd the value of existing bonds, new bonds to be
issued plus bonds already outstanding, may not exceed 75 percent of net fixed assets at the end of
the previous quarter. Furthermore, your inrestt banker will consider an issue too risky to
underwriteif the existing bonds, plus new bonds to be issued, exceed 50 percent of total equity
(consisting of the previous quarter's total equity plus the proceeds of new shares to be sold simul
taneously with the bonds).

Subsidiaries may not borrow externahéls, so a bond issue is not available to them.

Enter the amount of new bonds to be sold (in samds of dollars) on the decision form
under Bondssue If you decide to issue $4,000,000 worth of bonds, for @k@nenter 4000 on
the decision form. Do not include commas in your entry.

Maximum issue: 50 percent of equity or 75 percent of net fixed assets, whichever is less
Limits: 0 to 9000 (in thousands of dollars), in million dollar lots

2. Bond redemption Bondsthat are outstanding may be called and redeemed in amounts
that are multiples of $100,000 except that there is a restriction in the bond indenturetitiisp
the redemption of more than $500,000 of the face amount of bonds in any one quarter. You will
be required to pay a five percent call premium on all bonds that are called. If your firm has more
than one bond issue outstanding, the bonds cartiyengighest interest rate will bedeemed first.
If bonds are to be redeemed, enter the face amount of the bonds for whichti@déesgesired
(in thousands of dollars), preceded by a minus sign, under Bondlssiue decision fon. If you
decide to redeem $500,000 worth of bonds, eb@d on the decision form. The five percent call
premium will be charged automatically and reported under Other Expense on the income
statement.

Maximum redemption: Total amount of bonds outsiding (if less than $500,000)
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Limits: -500 to 0 (in thousands of dollars) in hundred thousand dollar lots

Sale or Repurchase of Common Sthdkarent Company

1. StocklIssue New shares of common stook your parent company may be issued
through an investment banker in multiples of 100,000 shares, provided that the new issue will be
large enough to raise at least $1 million. Theegtmnent banker will make a firm offer at any time
of a price that will be determined by the following formula:

(shares outstanding) x (latest market price)
Issue price =

(shares outstanding) + (shares to be issued)

If your firm's credit ratings 2, the calculated value is the issue price. If your firm's credit
rating is 3, sutvact 10 percent of the formula value from the issue price. If youit catithg is 1,
add 10 pegent.

Enter the number of new shares to be issued (in thousands of shares) on the decision form
under Stock Issue. If your firm decides to issue 4,000,000 shares of stock, enter 4000 on the
decision form. Do not include comsia your entry.

Minimum issue: Enough shares to raise $1 million
Limits: 0 to 9000 (in thousands of shares) in 100,000 share blocks

2. Stock RepurchaseShares of your firm's common staolay be repurchased by piag
a purchase order with the firm's stockbroker. The shares will be purchased at a pricéhat is
percent above the market pricereported at the end of the preus quarter. Stock is reprased
by entering the number ghares to be repurchased, preceded by a minus sign, in the Stock Issue
section of the decision form, Your companyaos
maximum number of shares which may be repurchased in any quarter is 500,000 dhiaress. T
to prevent the repurchase from adversely affe
multiples of 100,000 shares. If your firm decides to repurchase 500,000 shares of stock during the
current quarter, enteb00 on the decision formYour corporate charter requires that there be at
least 3 million shares agtandng, so repurchases are limited to an amount that would leave at least
3 million shares after the repurchase. Shares may not be repurchased if the transaction would
result n a negative bahce of Accumulated Earnings on the balance sheet.

Maximum repurchase: number of shares outstanding minus 3 million
0 if Accumulated Earnings are negative

Limits: -500 to O(in thousands of shares)

Sale of Common Stoék Subsidiaries

Each of your subsidiaries is 1-p@rcent owned by the parent corporation. Undemaom
policy, the subsidiaries will not raise external funds, and a funds shortage is met by the parent
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company's purchase of additional shareghensubsidiary. When the subsidiary has ifisight
cash available to meet its operating and capital investment requirements, stock will be sold
automatically to the parent corporation. No entry is required on the decision form.

Dividend® Parent Company

Cash dividends may be paid to stockholders; but a regtriscond covenant provides that
the dividends paid in any guer, taken together with dividends paid in the previous tueters,
may not exceed the total amount of earnings in the previous four quarters of operations. Thus, if
total earnings in the previous four quarters amounted to $200,000 and dividends already paid in
the previous three quarters amounted to $190®@0maximum dividend that could be paid in
the current quarter would be $10,000. Dividenmg/ not be declared if the accumulated retained
earnings account on the balance sheet has a negative balance.

Enter the amount afash dividends to be paid (in thousands of dollars) under Dividends
on the dedion form. If your firm decided to declare the permissible amount of $10,000 in divi
dends in the above example, you would enter 10 on the aleéisim.
Maximum:  Net income last 4 quarters minus dividends last 3 quarters
Maximum: O if retained earnings are negative

Limits: 0 to 9999 (in thousands of dollars)

Dividend$) Subsidiaries

Earnings repatriated fronouyr subsidiaries are treated as dividends from the subsidiaries.
As the subsidiaries are 1@@rcent owned by the parent company, all repatriated profits from
Sereno, as well as dividends from your domestic subsidiaries, are paid to your parent company.
Subsidiary dividends are not included on the decision form, but are calculated as follows.

Your foreign subsidiary, Sereno, operates under governmental regulations controlling the
repatriation of company profits. The subsidiary may pay dividendspgarnigsnt company equal to
the entire amount of current quarter afi@x profits with the following restrictions:

1. Twenty percent of the profits must be set aside in an equity reserve (part oflatedmu
earnings) until the reserve has accumulatechtaraount at least equal 5@ percent of
capital stock

2. Dividendsmay only be paid if, after payment, there will be a minimum cash balance
of one million pesos in local currency (held in local banks).

3. Dividendsmay not be paid if accumulated earnings were negative in the previous
quarter



Your company's board of directors has established a uniform policy for all subsidiaries,
both foreign and domestic. Thus, these same rules apply to Merican subsidiaries. The minimum
cash balance requirement at Merican banks under this policy is $1000009 80 percent of a
subsidary's profits will be paid to the parent company until the balance of the accathakat
ings account is at least 50 percent of the book value of the subsidiary's capital stock. After the
accumulated earnings accountaieas 50 percent, dividends that are missed because diaresuf
funds (includng the minimum cash balance requient) will be paid later if cash balances rise.

Certificates of Deposit Parent Company

Threemonth time Certificates of DepogI€Ds) may be puwhased in multiples of one
hundred thousand dollars. Bhases may be made at the beginning of any quarter. CDs mature
at the begining of the next quarter, three months later. Interest will be earned on deposits at the
rate reported in the Quarterly Industry Regort3-month time CDs. The reported rate is the rate
guoted by your bank for any CD investmetatde made in the following quarter. Interest will be
credited to your account on the last day of the quarter in which the deposit is made, with quarterly
interest calculated at ofieurth of the annual rate.

IMPORTANT NOTE
While interest is credited on the last day of the quarter that the deposit is made
and may be used to meet expenses of the quarter, the funds from the deposit itself
are not available until the next dayd the first day of the subsequent quarter. Thus,
if your firm should need emergency cash during the quarter in which the funds are
invested in CDs, the funds will not be available to meet the need.

To purchase time CDs, enter the amount of the purchase, in thousands of dollars, on the
decision form under Time CDs. If yofirm decides to purchase $400,000 worth of CDs, enter
400 on the decision form. Do not include commas in your entry. Rep#yof the CDs as well
as crediting your account with earned interest will be done automatically by the bank.

Limits: 0 t09900 (in thousands of dollars), in hundred thousand dollar lots

Investment Analysis

One of the most critical strategic decisions your firm must make is how to adjusttmnduc
capacity to meehe forecasted demand for your product. The expenditures required for expansion
of production facilities are very large relative to thosgumned to implement most operating
decisions. A decision to build a new plant with six lines of capacity regjaitotal expenditure
of at least $6,200,000 (Ps 37,200,000), including construction of production lines and training of
new workers. This amount is almost tivords of the total equity invested in your firm at the
beginning of Year 3. Such a decisioas been referred to by some as a "you bet youpaoyi
decision. The commitment is for a long period of time and the effect of such a decision will
continue to inflence the profitaility of your firm for the rest of the simuian.
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Neverthelessywhen sales projections exceed your firm's productive capacity, most firms
make plans to increase capacity. There are several methods to do so. A second shift may be added
in the home area, new lines may be added to existing plants if space is avadab&ldiions
may be added to existing plants if space is available and new plants may be built. The method of
expansion has both financial and production ramifications. We are concerned here with the finan
cial dimension of the investment.

Several mthods of evaluating investment alternatives have been suggestedeogdif
authors or used by business managers. We suggest that you review a standard textbook on fi
nancial management to help you choose the most appropriate method for your firot.thgele
method which most closely meets the needs of your firm and proceed with the analysis.

Flexibility and Risk

Certain attributes of invasient proposals are difult, sometimes impossible, to quantify.
Their impact is often diffiult to assess. However, they must be considered in theateiaking
process as factors that will affect the success of the investment decisidrhefgusiness Policy
Game these factors include flexiidy and risk. Some of the investment options provide more
flexibility than others. The construction of an addition with new lines for your {ape@eplant
provides the option of adding a second shith relative ease. Should the grection capady of
your firstshift operations turn out to be insufficient to meet demand, tpacds of your
expansion can be quickly doled (in one quarter) by adding a second shift. sactionof a new
plant, on the other hand, will provide only the production capacity of the installedHifislines.
A second shift is not avable outside of your home area. The flexibility of each investment
proposal must be weighed against tHatihge costs and estimated returns from the pralpos

There are risks associated with your sales forecast and the resulting accuracy of your
estimated future returns. If your sales forecast turns out to be too high, your estimate of returns
from a given investment proposal probably also will be too high. Profits from the new ineett
thus, may turn out to be less than anticipated. On the other hand, if your estimates are too low,
you may not provide sufficient production capacity to meet your boaeds. Your profits will
suffer because of lost sales that you might otherwise have made.

Capital Budgeting

Provisions for Adequate Funds

Your expansion plans are nmamplete until you have caqoteted a capital budgébr the
required funding! Plans must be made so that sufficient funds will be available to meet your
expenditure requirements, if any, for new plant and equipment. There may bealisnesvhen
your firm wants to undertake a new project, but it may not be able to raise sufficient capital to fund
the project. Procedures for raising funds by borrowing and by selling stock were discussed earlier
in this chapter, along with penaltiesatiwill be incurred if you fail to provide sufficient funds to
meet your needs.



For expansion of manufacturing capacity to take place, funds must be provided to pay for
the construction of buildgs, installation of equipment and training of workerke Tapital budget
spreadsheets shown in Figur® iave been developed to assist you in planning for funding of
expansion projects. The sprehdet template is availablender the Tools/Capital Budget
Templ at e of t hmenk Bedoraising the spreadsheetatamplate, read Afipen
B which contains instructions for using the templat@¥e suggest you save the spreadsheets on
a flash drive.)

Capital Expenditures

We will use the Capital Budget Work Sheet to illustrate a planned production expansion.
We recommend that you complete work sheets using the spreadsheet template for each of the next
four quarters if an expéliture isplanned. (Shoullt you always be planning at least one year
ahead?) Then update your plan with each new quarter and add work sheets as required. Following
this scheme, you will always have one year's experedi planned in advance. The forms asyea
to complete and help your firm keep track of its funds requirements and planneessotinis
reduces unpleasant sur@ss

The first step in completing a work sheet is to identify your market areas. The first screen
in the Capital Budget spregtbet template has cells for the area labels. The labels will
automatically appear on themnainng work sheets. The fourth area is labeled Sereno. Next, fill
in the World, Company, Year and Quarter numbers as well as the projected exchange rate in
Seeno.

You will recall that production capacity can be expanded in three ways: building a plant,
building a plant addion or adding first or secorshift lines in a plant where space is available.
Multiple projects can be entered on a work sheet;Xangple, you may decide to build a plant in
one area and build an addition or add production lines if space is available in another area. In the
capital expenditures section of the work sheet, enter the number of lines which your firm has
decided to fund nder the type(s) of expaion you are planning. Enter the costs that will be
incurred during the quarter for the project(s). The sum of each columseatge¢he total funds
required for each area during the quarter. The couestald costs are @ailated by summing across
columns. The spreadsheet translates Sereno pesos to dollars when calculating the sum. Otherwise,
your total would be in pesdollars, a denomination which your friendly banker would have
difficulty undesstanding. You may wish tase the exchange rate forecast data shown on your
Quarterly Industry Repotb estimate exchange rates for translation of pesos during consolidation
of financial statments.

The Capital Budget Work Sheets in Figurg 8how a far-line plant planned for Sereno.
In this example, your management team has decided that it wants two new lines in Sereno to begin
producing in the second quarter of Year 4 and two more lines in the fourtkerqubwestment
expendiures for the new -ine plant, equipent and training will extend over five qtens of
Years 3 and 4. Each work sheet covers one quarter so it was necessary to use four work sheets
(see FiguresQ2a, 92b, 92c and 92d). There is no neleto complete a work sheet for Year 4,
Quarter 2. Except for the small loan repayment required in that quarter, no entries are required.
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The amount and timing of fundsq@irements for the project are shown in Figur&.9The
cost of building dour-line plant in Sereno at Year 3, Quarter 1 prices is Ps 11,400,000, paid over
the 3quarter construction period at approximately Ps 3,800,000 per quarter. The plant is planned
for Sereno, so we must factor in Sereno inflation rates. The Serenoi@féxed to 100 in Year
2, Quarter 4. If the Sereno CPI for Year 3, Quarter 2 is projected at 106, the plant cost for Year 3,
Quarter 3 would be Ps 4,028,000:

Ps 3,800,000 x (106 + 100) = Ps 4,028,000

Remember, prices are based upon the most recamtipleted quaer's CPI, as the current quar

ter's CPI is unknown until the quarter is over. The cost for the fourth quarter would be about Ps
4,142,000 if the CPI is grang at about 3 percentage points per quarter, making it 109 foteQuar

3. A CPlof 112 for Quarter 4 would raise plant costs to Ps 4,256,000 for the first quarter of Year
4,

Equipmentosts for two new lines in Year 4, Quarter 1 also woulllvexcause of inftaon
to about Ps 6,720,000 from Ps 6,000,000 in Year 3, Quarter 1. Likewise, training costs would rise
to Ps 1,344,000 from Ps 1,200,000 (Ps 600,000 per line). Finally, a projected CPI of 118 for
Quarter 2 would boost equigent costdor Quarter 3 to Ps 7,080,000 and training costs to Ps
1,416,000. Total capital expenditures required by the project would be Ps 8,170,000 in Year 3 and
Ps 20,816,000 in Year 4. See Figute #r a summary of the required investment.

Amounts in Year 3 Year 4

Thousands

of Pesos QL Q2 Q3 Q4 Q1L Q2 Q3 Q4

Investment

New Plant 0 0 4,028 4,142 4256 O 0 0

Equipment 0O 0 O 0 6,720 0 7,080 O

Training 0 0 0 0 1,344 0 1.416 0
Totals O 0 4,028 4,142 12,320 08,496 O
Annual
Totals 8,170 20,816

FIGURE 91
Amount and Timing ofrivestmentCosts
4-Line PlantExpansionn Sereno

These values have been entered in the top half of the work sheets of Fywéldthe
values in the Consolidated column being calculated by dividing those in the Sereno column by the
projected exchange rate for each quarter. This translates peso values to dollars. Then they would
be added to the values (if there were any) in the colummthé parent company and the two
Merica subsidiaries.
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Sources of Funds

You may be able to fund part of your expansion projdetmlly from quarterly earnings.
This works only if opergons generate sufficient castaths not required for other purposes. Cash
may be available from quarterly earnings within the market area in which the expansion is taking
place (Sereno in our example) and from your parent company. -dmaecash includes cash
flows from opeations and funds which have been paid to the parent atedds from other
subsidaries.

Because of the project's size, your firm probably will have to fund a stibstzortion of
the capital budgdgtom external soues byselling bonds and/or common stocdkompany policy
states that only your parent firm can obtain external funding. Any funding from external sources
will have to be passed through to subsidiaries, as needed, by additional purchase&liaigub
stock. This transaction will be taken care of in&dly. Thus, you only need to detgine the
source and amount of external fundinguieed. The propdion of funds obkained from each
source is a matter for your managat to decide. &u need to consider the cost of funds from
the various sources and the risks involved in utigiZinancial leverage through borrowing. The
minimum size requirement of new bond and stock issues may affect your decision, too.

Bond analysts and your bear will expect you to fund a substantial portion of the project
with equity, through retention of earnings or by selling common sté@ur invesment bankers
have indicated that they only will underwrite a new bond issue if thessew@ does not boost your
bond to equity ratio above 50 percent. Thus, total bonds outstanding (new issue ping exist
bonds) must not exceed 50 percent of total equity (existing equity plus any new stock issue). You
may want to limit the risks of finamal leverage by borrowing a smaller proportion of your funds
requirements than the maximum amount that is permitted by your investment bankers.

The lower half of the Capital Budget Work Sheet has space to specify the mix of funds you
plan to use to fiance your expasion. The exact proportions of the mix become less firm as you
project further into the future. Some adjushts may be needed after the cash budget ipleted
each quarter.

Begin planning for funding by estating the approximatamount otashthat you expect
to be avaihble each quarter from inteal sources and enter that in the Qerdy Earnings samns
of the work sheet. Remember that available cash from othenorae areas is trafesred to your
home area each quer and may be avaible for the parent company to use in providing funds
elsewhere. Castiom operations in Sereno and in your home area that is not required for other
uses may be available to fund capital inre=tts. Any shortfall will hee to be made up by shert
term borrowing or by the sale of stock or bonds. B@mdside attrative finanéng during periods
of relativdy low interest rates and stock is attree during periods of retavely high market
prices. A temprary bank loan may be used as long as the terms of your line of credit are not
violated (See the "Bank LoanParent Company" section above).

A loan in this context sometimes is called a bridge loan because it provides a bridge be
tween the time when fusdare needed and the sometimes longer time required to sell stock or
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bonds. Also, minimum issue size for longerm securities may make a bridge loan particularly
attractive if all of the funds are not needed at once.

Getting back to our example, sugoyour firm has planned to allocate Ps 300,000 cash
for the project each quarter from quarterly earnings in Sereno, with the balance to be funded by
the parent corporation. We have entered the following peso values in the Sereno column to show
sources ofunds:

Sources of funds
Year 3 Year 4

Q2 Q3 Q4 QL Q2 Q3 Q4

Quarterly Earnings 300 300 300 300
Stock Sold to Parent 3728 3842 12020 8196

For the parent company to purchase stock in then8engbsidiary will require the follow
ing dollar amounts, calculated by dividing the peso shortage in Sereno by the projected exchange
rates. The amount of dollar funds that must be transferred is shown as the cost of the stock, in
thousands of dollars.

Year 3 Year 4
Q2 Q3 Q4 Q1 Q2 Q3 Q4

Projected exch. rate 6. 03 6.09 6.22 6.27
Dollar cost of stock 618 631 1932 1307

The dollar costs have been entered as negative numbers in the Home Area columns of2Zrigure 9
Amounts that are expected to be received by the Seresmlsuip are expected to be paid out by
the parent company. As intc@mpany transactions, they offset each other and the consolidated
value is 0.

If the parent company can allocate $50,000 in cash from each quarter's earnings, the
amounts shown ithe table on the next page will require external financing.

The last two quarters of Year 3 require innesit expendures of $668,000 (Ps
4,028,000) and $680,000 (Ps 4,142,000) raspev e | vy . Note that these
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THE BUSINESSPOLICY GAME
CAPITAL BUDGET WORK SHEET

World 1 Company 1_ Consolt | Home | Merica | Merica
Year _38_Quarter_3_ Md$a(§ggs M%eo%s ?/Ilrgggofe ?/Ilrgggo_s F?se 000s
CAPITAL EXPENDITURES (enter number of lines and cost by area):
M1 (M2 |M3 |S Exchange Rate - 6.03
Plant 668 4028
Addition
Lines
Total Expenditures 668 4028
SOURCES OFFUNDS:
Quarterly Earnings 100 50 300
Stock Sold to Parent | . - 618 3728
SaleofBonds | | e | e | e
Sale of Common Stock | || e | e | e
ShortTerm Bank Loan 568 568 | -o-em | e | e
Total Sources 668 0 4028
Less Loan Repayment | | | oo | eeeem | e
Total Available Sources 668 0 4028
Surplus/Deficit 0 0 0

© 2017 by Richard V. Cotter, David J. Fritzsche and Simon A. Rodan

Figure 92a

Capital Budget WorlSheet lllustration (Year 3, Quarter 3)
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THE BUSINESS POLICY GAME
CAPITAL BUDGET WORK SHEET

World 1 Company 1 Consolt | Home | Merica | Merica
vear _3_Quarter 4__ Md$a(§ggs M%eo%s ?/Ilrgggofe ?/Ilrgggo_s F?se 000s
CAPITAL EXPENDITURES (enter number of lines and cost by area):
M1 (M2 |M3 |S Exchange Rate - 6.09
Plant 4 680 4142
Addition
Lines
Total Expenditures 680 4142
SOURCES OF FUNDS:
Quarterly Earnings 99 50 300
Stock Sold to Parent | a-ee- - 631 3842
SaleofBonds | | e | e | -
Sale of Common Stock | | | eeee | e | -
ShortTerm Bank Loan 1149 1149 | — | —— |
Total Sources 1248 568 4142
Less Loan Repayment 568 568 | = | e | aeee-
Total Available Sources 680 0 4142
Surplus/Deficit 0 0 0

© 2017 by Richard V. Cotter, David J. Fritzsche and Simon A. Rodan

Figure 92b
Capital Budget Work Sheet lllustration (Year 3, Quarter 4)
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THE BUSINESS POLICY GAME
CAPITAL BUDGET WORK SHEET

World 1 Company 1 _ Consolt | Home | Merica | Merica
Year 4 Quarter 1 dated Area | Area2 | Area3 | Sereno
— = M$000s | M$000s | M$000s | M$000s | Ps 000s
CAPITAL EXPENDITURES (enter number of lines and cost by area):
M1 (M2 |M3 |S Exchange Rate - 6.22
Plant 4 684 4256
Addition
Lines 2 1296 8064
Total Expenditures 1980 12320
SOURCES OF FUNDS:
Quarterly Earnings 98 50 300
Stock Sold to Parent | -1932 12020
SaleofBonds | | | e | e | -
Sale of Common Stock 3000 3000 | - | - |
ShortTerm Bank Loan 31 31 | - | e ] e
Total Sources 3129 1149 12320
Less Loan Repayment 1149 1149 | ———— | | e
Total Available Sources 1980 0 12320
Surplus/Deficit 0 0 0

© 2017 by Richard V. Cotter, David J. Fritzsche and Simon A. Rodan

Figure 92c

Capital Budget Work Shedtustration (Year 4, Quarter 1)
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THE BUSINESS POLICY GAME

CAPITAL BUDGET WORK SHEET

World 1 Company 1 _ Consolt | Home | Merica | Merica
Year 4 Quarter 3 dated Area | Area2 | Area3 | Sereno
— - M$000s | M$000s | M$000s | M$000s | Ps 000s
CAPITAL EXPENDITURES (enter number of lines and cost by area):
M1 (M2 |M3 |S Exchange Rate - 6.27
Plant
Addition
Lines 1355 8496
Total Expenditures 1355 8496
SOURCES OF FUNDS:
Quarterly Earnings 98 50 300
Stock Sold to Parent | - - 1307 8196
Sale of Bonds 1000 1000 | - | e | e
Sale of Common Stock | | | eeee | e | -
ShortTerm Bank Loan 257 257 | —— | |
Total Sources 1355 0 8496
Less Loan Repayment 0 | | == | e | e
Total Available Sources 1355 0 8496
Surplus/Deficit 0 0 0

© 2017 by Richard V. Cotter, David J. Fritzsche and Simon A. Rodan

Figure 92d

Capital Budget Work Sheet lllustration (Year 4, Quarter 3)




inflation rate and the projemdl current exchange rates. Because each balance beyond the
$100,000 earnings retained in cash each quarter is too small to justify a new issue of bonds or
stock, we used a sherrm bridge loan for the balance of $568,000 for the third quarter, and need

to cover the $581,000 for the fourth quarter. Because the bank loan must be repaid each quarter,
the fourth quarter's loan must include enough to repay the amount borrowed during the third
guarter plus the external funds required for the constructionglthie fourth quarter. Thus, the

total loan requirement for the fourth quarter is $1,149,000.

$568,000 + $581,000 = $1,149,000

During the first quarter of Year 4, the initial construction will be completed. At that time, a stock
offering will be mae to pay off the loans and provide funds for the final quarter cftaation.

Amounts in Year 3 Year 4
Thousands

of Dollars Q2 Q3 Q4 QL Q2 Q3 Q4
Financing  require d 618 631 1932 1307
Less cash from earnings 50 50 50 50
External  financing 568 581 1882 1257

The loan amounts have been entered under-Seomh Bank Loan for the home area in Quarter 3
and Quarter 4. The Sources of Funds have been consolidated. Each column has been totaled.
Total Sources equal TotBkpendituredor those quarters.

To summarize the planned external financing, we decided to use bank loans as a bridge
until the final quarter of plant constrien when a stock issue will béoated to capitalize the
expansion project. A stock issue of $3,000,000 in Year 4, Quarter 1 is used to pay off the
$1,149,000 loan, as well as to meet most of the conigtnugayment for the quiar. However,
we still will be short $31,000 after plying the cash from internal sources. We have decided to
take out another sherérm loan with the intention of paying it off with earnings from Year 4,
Quarter 2 as no constrian expenses will be incurred during that quarter.

IMPORTANT NOTE
The number of shares to be issued for the stock flotation and the exact amount to
be raised from the issue cannot be determined until the selling price of the stock
is known at the end of the quarter prior to the issue (see "Sale or Repurchase of
Common Stock--Parent Company" earlier in this chapter).

During the third quarter of Year 4, $1,257,000 of external financing is required to fund the
additional two new lines in Sereno and a $1 million bond issue is planned. The remaining
$257,000will be obtained by taking out another shtatm loan. Shosterm loans again are
available since no loan was taken in the second qoattet is, the bank loan was cleaned up.

After all the sources of funds have been entered, the columns are adi#dinoTotal

Sources. Then subtract any loan repagts to obtain Total Available Sources of fun@sibtract
Total Expendituresrom Total Available Sources to obtain tBerplus/Deficit balance. In our
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example, there are no surpluses or deficits because we have planned to cover exactly the amounts
needed to fund the capital investments.

Suppose that instead of taking out a stemtn loan in Year 3, Quarter 3, whose to plan
for a stock issue in that quarter. Because the minimum size of a stock issue is $1 million, there
would be a surplus in that quarter. Surpluses may be invested by the parent company in CDs.
Deficits indicate that additional financing (omler expenditures) must occur to avoid cashing out.

Finally, the consotlated entries are calculated by summing across the four areas. Pesos
should be translated to dollars using the projected exchange rate for each quarter. Thendhe Ser
values (dter translation) are added to the dollar balances in the three Merica areas. 3oiislaon
tion is automatally done for you by the spreadsheet template. The Sale of BSalis of
Comma Stockand ShoHTerm Bank Loan homarea values from the work sheet for each quarter
may be trarferred to the financial section of your decision form. Don't forget to include decision
form entries for any additional funding requiramtgefrom your Pro Forma Cash FldMork Sheet,
discussed in Chapter 10.

Summary

Financial Decisions

1. ThreemonthCertificates of Depositmay be purchased in multiples of $100,000, to a
maximum amount of $9,900,000. Irget is earned at the rate reported in the previous quarter's
Industry Report.interest is paid during the quartin which the investment is made. The pipaci
is not available until the following quarter.

2. Securedbank loansare available under a $2,500,000 line of credit subject to & maxi
mum limit of 50 percent of accounts receivable plus inwéggoand to a oneguarter annual
cleanup requirement in 4 consecutive quarters. Laengssued at the shderm rate of interest
available during the quarter of issue. They must be repaid in three months. Emergescy loan
required because of insufficient cash on hand, are charged a peteltf interest (five percent
to 45% above the current rate) and result in a lower credit rating

3. Securetbhondswith a face value of $2 million are outstandinghegt end of Year 3. The
bonds mature in ten years, carry a coupon rate of 10 percent and are callable with a five percent
call premium. New bonds may be issued with aytegr maturity at the lonterm rate of interest
available during the quarter of igs They, too, are callable with a five percent calhrpuoen.
Bondsmay only be issued if the resulting ratio of bonds to equity will be less than 50 percent.
They will be secured by plaahd equipment and must result in a ratio of bonds to net fixed assets
of less than 75 percent. Bonds are sold in multiples of $1 milliorst@uingbonds may be
called (repurchased) in multiples of $100,000, to a maximum df,880 in any quarter. The call
premium is paid during the quarter of repurchase.

4. Dividends may be declared in any quarter, subject to the restriction that current divi
dends plus dividends paid during the previous tlopggrters should not exceed earnings in the
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previous four quarters. Dividends may not be paid if the payment would result in a negative
balance in the Accumulated Earnings account.

5. Common stockmay be isued at a price to be determined by a formula shown above.
At the beginning of the simuian, 6 million shares are outstanding. New issues are sold in
multiples of 100,000 shares, with a minimisimed issue being enough shares to raise at least $1
million. Stockthat is oustanding may be repurchased at a price 10 percent above the stock price
reported at the end of the previous quarter. Réyases are in multiples of 100,000 shares, to a
maximum of 500,000 shares in aqyarter. A repurchase is permitted only if the resultingbam
of shares outstanding will be at least 3 million with positive Accumulated Earnings.

Investment Analysis

Proposals for new investments to expand productiorcdgysnould be evaluated using an
acceptable method of evaluating investment alternatives. Flexibility and risk of the proposals
should be included in the evaluation.

Capital Budget

Work sheetin a spreadsheet template are provided to assist in the preparation of a capital
budget Expansionprojects to be undiken should be listed, funds requirements khde
scheduled and plans should be made for obtaining the required funds.
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10. FINANCE: FINANCIAL PLANNING

This chapter will help you unds&tiand the finacial statenent reports: Consalated Itome
Statemat (Report A), Consolidated Cash Flow Ansig/(Report B) and Consalated Balance
Shee (Report C) As you read the chapter, we encourage you to look at copies of the Year 2,
Quarter 4 rports which you will find in Appendix C. This can be especially helpful in
understanding the linkages among the subsidiary andtgampany financial statements and the
process of consolidating financial statements. Consolidated statements are expressed in dollars,
the currency of yourgrent company located in Mericdhe Sereno subsidiary's financial state
ments are expressedaasos, the currency of Sereno. The peso values must be translated to dollars
before they can be consolidated with the financial statements of the parent company and its
Merican subsidiaries. Intreompany transactions offset each other in consolid&tishow a net
consolidated balance of zero for the accounts that report these transactions.

All financial statement values, except those for equity accounts on the balance sheet, are
translated at current exchange rates. Ecaogounts orthe balance sheet are translated at his
torical rated those that were used in the original transactions. As a result, the consolidated bal
ance sheet will not balance if there have been changes in exchange rates over time. The difference
between translatl total assets and translated liabilities plus equity accounts is adjusted in the
Cumulative TranslatioAdjustment account so that the consolidated balance sheet will balance.

Profit Planning and the Income Statement

Our example will use Sereno as the foreign country. The same relationships would hold
if we had used Nystok or Pandau. Howetee actual values would be different over time due
to the different economic conditions experienced in each country.

The management of each firm is judged, in part, by its profit performance. All of your
decisions should be weighed in terms of tleéiect on your firm's net income. While profit is not
the only criterion of sumessful management, or even necessarily the major one, poor preofit per
formance is a sure sign of management failure.

The preparation of pro formaincome statement is oney to estimate and plan for your
profit position in the future. We recommend that your management team establish a policy of
preparingpro formaincome statements for each of the next four quarters. Then prepare a new
statement (four quarters aheadeakach quarter of play so that you will always have a full year
of pro formastatements available. This will enable you to estimate the impact which your firm's
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decisions will have on profits before the decisions are actually impleoheftisshould reduce
unpleasant surprises. A Pro Forma Income BtateWork Sheet (shown in Figure 10 is
included in the Finance Templadgailable under th&@oolgFinance Templatenenuitem of the

Play er 6 s P(We guggasinyou saube spreadheeton a flash drivg A single income
statement template is also availatilere The categories on the work sheet match those in the
guarterly Consolidated Income Statem@eport A). See Appendix C for an example. Appendix
B includes suggé®ns for using the spreadsheet templates in your decision support system.

If the projected income on your Pro Forma Income Statersérds than desd, you may
want to alter part of your firm's planned decision set to bring it in line. When you receive the
reports for the quarter, we suggest that you compare the actual results of operations pith your
formastatements. An analysis of the diffieces between forecasted and actual results will help
sharpen your forecasting skills and will provide a control mechanism for your management team.

The following discussion will help you complete yquo formastatements. They can be
a little tricky when consolidating operations across countries. The format has been designed so
that you can complete @o formastatement for each market area by tgrar Each work sheet
represents one quarter's operation. Column one of the work sheet containsrytHabers.
Column two contains consolidat entries. The third column is for your firm's home area data.
Columns four and five are for your firm's other two Merica market areas. Column six isdnoSer
data. First, we will set up the work sheetidlyeling the two unlabeled market areas and entering
the World, Company, Year and Quarter numbers. Then we will continue with thiestilbrsthat
started with a sales forecast in Chapter 6.

Our discussion will focus on transactions for your honeaarWe recommend that you
verify the work sheet entries for all areas and for the consolidated column.

Sales and Cost of Goods Sold

GrossRevenue from Sales has three sources. Revenue igecté®m customers, from
affiliates (the parent company and subsidiaries may purchase manufactured goods from each other)
and from liquid#ors. Your firm consists of a parent corporation in your home area and three
subsidiaries. Two subsidiaries areother Merica areas and one is in the Latin American country
of Sereno.

1. Net Sales to Customer€opy the Expected Sales Revenue values for each market area
from your Sales Forecast Work Sheet, Figufe §If you completed the sales forecgisteadsheet
and left the links intact, expected sales revenue will automatically appear on the spreadsheet.) We
have entered these estimates, in thousands of dollars (or pesos) as $1009 in the home area, $735
each in Areag and 3 ad Ps 4745 in Sereno. The condated column is calcukadl by summing
the sales for the four market areas. Sereno sales must be translated from pesos to dollars prior to
consolidaon.

Translations acomplishel by dividing sales in pesos by the projected peso exchange rate
for the quater. We suggest that you use the exchange rate forecast value found in your Quarterly
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Industry Reportor the quarter you are plaimg. The exchange rafer Year 3, Quarter 1 is fore
casted to be 6.00.

$ Sales = Ps Sales + Ps Exchange Rate
Ps 4,745,000 + 6.00 = $790,833

Then, adding the dollar values for all areas yields the Consolidated Net Sales to Customers.
Rounding all values to thousands oflds results in:

$1,009 + $735 + $735 + $791 = $3,270

2. Net Sales td\ffiliates. Your parent firm, located in your home area, has three subsidi
aries. One subsidiary is located in each of yourimmme domestic market a®and a subsidiary
is located in the Latin American country of Sereno. Each market area has a sales office which is
responsible for managing the sales force and the product inventory in the area. If there is no plant
in the area, the local sales offiorist buy its product from an affiie, your parent firm or any
subsidiary with a production plant. If there is a plant in the area and it is unable to fill the local
sales office order completely, the shortage will be filled by affiliates if goods/ailalzle. Note
that local sales offices are given priority in shipment allocations when there is a manufacturing
plant in the same area. Sales to affiliates recorded in local currey (currency of the auntry
in which the plant making the product is located) at cost plus 20 percent to cover handling and
adminigrative costs. Sales to afiies are internal traastions and offset each other when the
financial statements are constalted.

The Prodiction Plan Work Sheet (illustrated in Chaptgfigure 71) shows Affiliate Sales
Office Purchaseef 207,000 units. We first multiply the number of units by the unit production
cost shown on the Production Plan Work Sli$é79). Then we multiply the result by 1.2 to add
the 20 percent markup for administrative and handling costs. Finally, we round the result and enter
it on the work sheet as1©0

207,000 x 479x 1.2 =1189,836

3. Net Sales to LiquidatorsWhen a new model is intdoiced, any units of the old model
which have not been sold by the end of the first quarter of production of the new model are sold
to a liquidator. The same liquidator will purchase any remgimvertory in the area if you decide
to close your sales office. The liquidator has agreed to buy your old models at a price
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THE BUSINESS POLICY GAME
PRO FORMA INCOME STATEMENT (000s)

World 1 Company1 Consolt | Home | Merica | Merica
Year 3 Quarter 1 dated Area | Area2 | Area3_| Sereno
Net Sales: to Customers 3325 1009 755 755 4841
to Affiliates (cost +20%) | eeeee 1190 0 0 0
to Liquidators(at cost) 0 0 0 0 0
Total Sales 3325 2199 755 755 4841
Beginninglnventory 549 271 118 118 250
Goods Manufactured 1494 1494 0 0 0
Purchases fromffiliates | e 0 397 397 2380
Goods Availabldor Sale 2043 1765 515 515 2630
Endinglnventory 523 287 86 86 382
Cost of Goods Sold 1520 1478 429 429 2248
Less Value Added Tax 81 | - | e | e 484
GrossProfit 1725 721 326 326 2109
AdvertisingExpense 150 48 42 42 110
Sales Salaries 119 37 31 31 121
Sales Commissions 61 22 16 16 41
General Selling Expense 395 106 93 93 615
Transportation Expense 193 10 56 56 428
Sales Office Depreciation 12 3 3 3 19
Total Selling Expense 930 226 241 241 1334
Researclt& Development 74 74 | - | - | e
Total TrainingExpense 70 70 0 0 0
StorageExpense 11 3 3 3 11
Executive Compensation 150 75 25 25 150
Other Expense 0 0 0 0 0
Total Admin. and Gen. Expense 305 222 28 28 161
Total Operating=xpense 1235 448 269 269 1495
Operating Profit 489 223 57 57 614
CD Interest 0 o | - | - |
Capital Gain (Loss) 0 0 0 0 0
Loan Intetest | 0 | 0 | = | |
BondInterest 50 50 | emeemm | e | e
Net Profit(Loss) Before Tax 439 223 57 57 614
Less Incomdax 184 101 22 22 240
Net Profit (Loss) After Tax 254 122 35 35 374
Foreign Currency Adjustment o | - | - | |
Comprehensive Income(Loss) 254 122 35 35 374
Figure 101
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[llustration of Pro Forma Income Statem&bork Sheet

equal tothe book value of inventory. This will be your production cost, or for goods purchased
from affiliates, the purchase cost.

If you plan to produce a new model and your salescémteand production plan project
that one or more of your market areas Wwdlve an inventory of the old model at the end of the
guater, make this calculation: multiply the number of unsold units of the old model by the value
per unit of Beginnindgnventory(see paragraph 5, below) to arrive at the value of sales to lquida
tors for the area. If a sales office is closed, the unsold goods will be sold to the liquidator and the
same calculation should be made. All sales are made in locahcyrrin our example, no sales
office will be closed and the model produced last quarter will be the one produced ttes, goar
there will be no Sales to Liquidators

4. Total Sales Total sales are calculated by adding the thegegories of sales in each
column. Consolidated Total Sales will not equal the sum of the area Total Sales because Sales to
Affiliates, which are intr@aompany transactions, are included in area sales but are offset against
Purchases fromffiliates when consolidating sales. To reconcile Total Sales, deduct the value of
Sales to Affiliates from the sum of the Total Sales for the individual areas. This apparent double
counting will be taken ¢a of below when we consolidate values for Giesxit.

5. BeginningInventory The value of Beginning Inventory is taken directly from the
ending inventory shown on last quarter's balance sheet (see Appendix C) or from the previous
guarter's work sheet. The Beginning Inventory for your home ar&x is090.

6. Goods ManufacturedThis cost can be taken directlypifin the Total Production Cost
entries on the Production Plan Work Sheet (see Fig@)e Currently, production is taking place
only in your home area. The cost showfligi94which should be entered on the worlesh

7. Purchases fromffiliates. Any sales office operating in an area which does not have a
manufacturing plant must buy the products it sells from an affiliate. This may be the parent or any
subsidiary with a production plant. If there iglant in the same area with the sales office, but the
plant is unable to supply the total needs of the sales office, additional units of product may be
bought, if available, from affiliates.

The Production Plan Work Sheet shows the number of units Héielteasales office plans
to purchase. A shipent's cost can be determined by muliipdythe number of units purchased
from a plant by the Total Production Cpgtr unit shown on the Production Plan Work Sheet and
then addingtte 20 percent markup.

Since we have only one plant located in the home area, the other three areas will purchase
goods from that plant. Sales offioedersshown on the Production Plan Work Sheet (Fid) 7
are69,000 units each for Merica areas 2 and 3@®a00 units for Sereno. Sufficient capacity is
available so that all orders will be filled. The purchase costs are calculated by multiplying the unit
production cost from the Production Plan Work Sheet by the number of units purchased and adding
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the 20 percent markup. The cost is rounded to thousands and ente36d fas the two Merica
areas and P3,380for Sereno.($4.79 is used rather than $4.48do roundingrror9

Merica 2 & 3: 69,000 x $479x 1.2 = $896,612
Sereno: 69,000 x $479x 1.2 x 6.00 = P&,379,672

8. Goods Availabldor Sale For each area, Goods Available for Salescsin of the value
of Beginninglnventoryplus Goods Manufacturgaus Purchasesom Affiliates. Because goods
purchased from affiliates are offset against goods sold to affiliates, the consolidated cost of goods
available is less than the sum of the individual sales offices' cost of goods available fdihsale
difference is the amount of Purchases from Affiliates. The manufacturing cost of those goods is
included in the cost of Goods Available for Sale in the area where they are manufactured. The 20
percent markup is a way to allocate some of thmiaidtrative costs to the purchasing unit.
Therefore, to consolidate the cost of Goods Available for Sale, subtract the sum of all Purchases
from Affiliates (equal to the sum of all SalesAtiiliates) from the sum of individualraa cost of
Goods Available. Note that the consolidated cost in each of the subsidiary areas equals the value
of beginning inventory.

Cost Less Consolidated
Purchases Cost

Area l $1 765 $1765
Area 2 $5 15 $397 $ 118
Area 3 $ 515 $397 $ 118
Sereno Ps 2630 +6 Ps?2 380 =6 $ 42
Totals $ 3233 $1191 $2043

You may encounter a small roundingogras a result of translating the values of indreaid
aacounts separately and then translating the rounded totals to add to the totals from other areas.
We will enter2003in the consolidated column, resulting from adding the consolidated totals:

Beginning  Inventory $ 281
Goods Manufactured $1586
Goods Available $1867

9. EndingInventory Inventories are valued on a fHist, first-out (FIFO) basis. Thus,
goods held in inventory will be sold before newly mamwtdired or purchased goods. You may
estimate the value &nding Inventory for each area as folws:

a. Add the number afnits you expect to produce or mirase during the coming
guater to the number dfinits in invertory at the begining of thequarter to obtain the
number ofunits available for sale. Subtract the number of units you expect to sell to af
filiates and to cusmers during the quarter from the number of units available for sale to
detemine the number of units in your anticipatending inventory. This number should
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be available by area from the Production Plan Work Sheet (Figliye Continuing our
example, it 50,000 for your home area.

b. Note the current Total Unit Production Cést the areafrom your
Production Plan Work Sheet (Figure8Y. For your home area, it is $9.

c. Multiply the number of units ianding inventory by the unit production
cost. For goods purchased, use the unit purchase cost, equal to unit production cost
plus D percent. If the nubver of units in inventory at tHeeginning of the quarter
is less than expectedales (that is, all units from the beginning inventory will be
sold), the result will be the value of ending inventory.

60,000 x $479= $287,400
For our example?287is the value to enter for Endirigventory

d. If the number of units in beginning invent@xyceeds expected sales
different calclationwill have to be made. Because all of the units to be sold would
have been produced or purchased in the previous quarter, some of the units in this
guarter's ending inventory also will have been produced or purchased in the previ
ous quarter and some in tberrent quarter. The value of the beginningginory
should be divided by the number of units in stock tarest the unit cost of goods
on hand when the quarter started. Then multiply the unit costgafrbrg inven
tory by the number of units yoexpect to sell to determine the cost of units from
beginning inventory which will be sold. Subtract this value from youmesé of
the cost of Goods Availablier Sale to provide an estate of the value of your
ending inventoy.

10. Cost of Goods Sold (COGS)Subtract the Endinpventory value from the Goods
Availablefor Sale value to obtain the Cost of Goods Sold for each area. For your home area, this
will be:

$1,765- $287=$1478

As with Goods Availabléor Sale, the consolidated value of Cost of Goods Saltlidzs the
value of Purchases froiffiliates.

Area Less Consolidated

COGS Purchases COGS
Areal $1 478 $1478
Area?2 $ 429 $397 $ 32
Area3 $ 429 $397 $ 32
Sereno Ps 2 248 +6 Ps?2 380 <6 % -22
Totals % 2711 $1191 $1520



The negative value for the subsidiamthe Consolidated Cost of Goods Sold columbecause
it d plenstonselias many units ag will purchase. The additional units will increase its
inventory and will be charged to Cost of Goods Sold when they are sold in a later quarter.

11. Less Value Added TaxValue addethxis levied on A domestic sales made in &ao
at the rate of 10 percent of the sales price. Thus, the tax is Ps 474,000.

Ps 4841x .1 = Ps 84

Note that Value Added Tax is deducted from gross receipts for income tax purposes and thus is
deducted from sales befogeoss profit is calculad.

GrossProfit

When income is consolidated for your firm, Saleéfili ates and Purchases frakffili -
ates are offset against each other and net to zero. Your Brmaf#son sales is calculated by
subtracting the Cost of Goods Sold from the value of Gross Sales. In the case of Sereno, the
Valued Added Tax also is subtractdeor the home area:

$2,199- $1478=$721

The consolidated value should equal the sum of the area values after translating the Sereno value
to dollars.

$721+ $326+ $326+ (Ps2,109+ 6) = $1725
It is wise to check occasionally for consistency. ofnparison of this value with the Grd3eofit
reported for Year 2, Quarter 4 shows that it is somewhat lower than last quarter. This is to be

expected, because sales are expected to be lower (mostly due to the seasonal effectictiod prod
costs are expected to be slightly higher (because of inflation).

Selling Expense

You may want to refer to Chapter 5 for a detailed discussion of selling expenses and how
they are calculated.

1. Advertising Enter the total amount you plan to spend on advertising for each market
area. In developing the sales forecast shown in FiglireM@ assumed andrease in advésing
expendiures of five percent. Advéising expense in Year 2, Quarter 4 in your home area was
$46,000 (see Appendix C) so an increase of 5 percent would total $48,300 (rounded to thousands
of dollars)

1.05 x $46,000 = $48,300

Areas2, 3 andSereno also are increased by 5 percent.
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2. Sales Salaries Multiply the salary you plan to pay the sales force by the number of
salespeople you plan to employ and enter the result. Your company kated2eople in your
home area in Year 2, Quarter 4. If you expect to keep the same salary level as last quarter ($3,000
for each salespson), and nobody quits, then total salesrgzdawill be $36,000.

12 x $3,000 = $36,000
However, this would rest in a real salary decrease due to itnbla. We will adjust the
salary upward to keep sales at a constant level of purchasing power. The CPI increased nearly
3 percent last quarter. Thus, we will increase salaries by 3 percent for ther tpraa total of
$37,000.
$36,000 x 1.03 = $37,080

Areas2 and 3 salaries also are increased by 3 percent. Sereno salaries will be up 4 percent.

3. Sales CommissionsMultiply the sales commission you plan pay per unit by the
number of units you expect to sell and enter the result. If you keep present commissions at 20
cents per unit, you are againcgeasing real compensation due to inflation effects. We will in
crease commissions by 5 percent to 2k<eer unit. Sales of 103,000 units will require paying
$21,630 rounded to $22,000.

103,000 x $0.21 = $21,630
Areas2, 3 and Sereno also are increased in a similar manner.

4. General Selling ExpenseMultiply the number ofalepeople you plan to employ by
$4,000 (the semvariable portion of general selling expenses). Multiply 20¢ (the variable portion
of general selling expenses) by the number of units you expect to sell. Add the above twtsprod
to $37,500 (the fixe portion of general selling expses for each sales office). For ouaeple,
this will total about $106,100 in the home area, rounded to $106,000.

(12 x $4,000) + ($0.20 x 103,000) + $37,500 = $106,100
Similar calculations are made for areas 2 and he calculation for Sereno, in pesos, is
(13 x Ps 24,000) + (Ps 1.20 x 65,000) + Ps 225,000 = Ps 615,000

5. TransportatiorExpense The transportation expense depends upon the location and
destination of product shipments. See Chapter 5 for a discussion of these expenses. As there is a
plant in your home area, transpaida costs for the area are limited to 10 cents per unit shipped
to customers. Other areas will have to pay shippintsdosm your home area to the area sales
office plus shipping costs from the sales office to the customer. With forecasted sales of 103,000
units, transportation costs are estimated at $10,300 (103,000 x .1) rounded to $10,000.




Transportatiorcosts to or from Sereno are invoiced in dollars, so the Sereno subsidiary
must convert pesos at the projected exchange rate. Vitsts Sereno are invoiced in pesos.
The transportatin expense calculation for each area is:

Sales Office  Sales to Transportation

Purchases Customers Expense
Area 1 0 $.10 x 103 $10
Area 2 $.60 x 80 $.10x 75 $56
Area 3 $.60 x 80 $.10x 75 $56

Sereno $.90x6x72 Ps .60 x 65 Ps 428

6. Sales Office DepreciationEach market area and Sereno have a salexoffThe
original cost of a sales office cgheted in Year 1, Quarter 1 was $400,000 (or the peso dguiva
at that time). Depreciation charges are calculated on a sthaglitasis over 31.5 years with no
salvage value. This amounts to 0.7937 @etrof the original cost each quarter.

Deprecationfor each existing domestic sales office is $3,000 peteugh3,175 rounded.)
The depreciion for the Sereno office is the peso equivalent of $3,000 at ttierege rate in
effect at the end of Year 1, Quarter 1 when the office was built.

$400,000 x .007937 = $3,175

Note that if you were to close a sales office and then later decide to open a new office in
the area, the depretion rate would be based upomr tost of the new sales office in the quarter
when it was acquired. That would be $400,000 iafldty the prior quarter's CPI.

8. Total Selling ExpenseThe sum of advertising, sales sadg, sales commissions, gen
eral selling expense, transpdita expense, sales office depreciation and other selling expense is
entered here. For our example, the amount for the home area totals $226,000.

$48 + $37 + $22 + $106 + $10 + $3 + $0 = $226

Advertising expenditures, sales salaries and commission rates are subject to yeur man
agement's direct control and may be changed during any quarter. General selling érgrense,
portaion expense and other selling expense are only indirectly under your control. A successful
marketing plan that results indreased sales, for example, will also increase general seling ex
pense and transportation expense. Traimegy members of the sales force will increase total
training expense. All expenses should be expected to increase at least at a rate to keep up with
inflation.
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Administrative and General Expense

1. Research and Developmdparent company only). Enter the total amount you plan to
spend for Research and Development. We will adjust R & D spending upward by 3 percent to
keep up with inflation. Thus, R & D for the quarter will totZ¥$000

$72,000 x 1.03 = $74,160

2. Total Trainingexpense The cost of trainingew salespeaale, training employees when
adding production lines and ongoing training of prdaaucand operations workers ispated
under Total Training Expense. Training new salespeople costs $10,000 per persoing Train
workers for a new productn line costs $100,000 per line. Ongoing training of production workers
is an expense item totally under your discretion. You may spend as little or as much as your
management desires. Last quarter, ongoing training of production workers adtmu$i@,000.
Our example assumes no new lines or new salespeople for this quarter. Weckeitlsia the
ongoing training by the rate of inflation, or 3 percent. Thus, total training expense will be $70,000

$68,000 x 1.03 = $70,040

3. StorageExpense Storage Expense is computed for inveeton hand at the end of
the previous quarter. It costs 10 cents (60 centavos) per unit for the first 300,000 units stored in
anymarketng area that contains a production plant. Units in excess of 300,000 must be stored in
a public warehouse at a cost of 30 cents (Ps 1.80) per unit. Units stored in areas without a
manufacturing plant are kept in a public warehouse. Last qua&@O00 units were stored in the
plant war@ouse in your home area. That would cost $3,000. ($2,900 rounded)

29,000 x .1 =2,900

4. Executive CompensationQuarterly compensation for executives at the baggof
Year 3, Quarter 1 are:

Merica Sereno

Each plant  $50,000 Ps 300,000
Sales office  $25,000 Ps 150,000

For the current quarter, your home area has a plant and a sales office. Thus, executive
compenston for your home area will be $75,000. Compensation in other areasies only
amounts for sales office executives.

5. Other Expense This category covers expenses that are not included elsewhere. The
entry represents the total of these expenses. granof items that may be included as other
expense are:

a. A deactivation charge of $100,000 per line is assessed if your firm should deacti
vate any of your production lines (see Chapter 7).
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b. A call premium of five percent of the face value is charged on any bonds that may
be repurchased (see Chapter 9).

C. Moving expensg for salespeople of $5,000 (Ps 30,000) each (see Chapter 5).
d. Severance pafpr salespeople of $5,000 (Ps 30,000) each (see Chapter 5).
As no OthelExpense is aitipated, a 0 has been entered in the work sheet for the example.

6. Total Administrative and General Expeasd his is the sum of items 1 through 5. For
our example, the total for the home area is $272,000:

$74 + $70 + $3 + $75 + $0 = $222

Total OperatindExpense

Total Operating=xpense is the sum of Total Selling Expense and Total Administration and
General Expense. For our example, this is $448/0€@%e home area.

$226 + $222 = $448

Operating Profit

Operating profit is calculated by subtracting Total OpegaExpense from Grod2rofit.
For our example, themount is $23,000.

$721-$448 = 73
Otherlncome

1. CD Interest(parent company only). Income from interest on CD investments is-calcu
lated as ondourth of the annual CD interest rateported in the previous quer's Quarterly
Industry Report.The rate reported, shown in pendix C, is 9.50 percent. If you were, for
example, to renvest the $100,000 that your predesors invested last quarter, you wouldrea
about $2,375 (rounded to $2,000poeted as CD Interest.

(0.0950 x 100,000) / 4 = $2,375

For now, O is entered here. Until the cash flow analysis iplied, it will not be known
if there will be surplus cash to invest. This entry can be &tegb later if you decide to invest
surplus cash in certificates of deposit.

2. Capital Gain (Lossfparent company only). Capital losses are realized when you sell a
capital asset for less than book value Tihe Business Policy Gabe sale of a plant or a sales
office yields a capital loss. Your firm will receive 90 percent of the book value of the building
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and equipment. Thus, you should record a capital loss of 10 percent of the book value of the asset.
In our examfe, no capital assets are being sold, so there will be no Capital Gain (Loss).

Other Expense

1. Loan Interes{parent company only). This is the interest to be paid on any-temnort
bank loans. Bank loamormally are charged the shaoerm interest rate available to a company
with your credit rang. Interest is paid during the quarter that the loan is obtained. You can
estimate it as onfourth of theannual interest rate multiplied by the size of any bank loan that you
plan to take out during the coming quarter.

Inasmuch as you have not yet completed your Pro Forma CashWiol Sheet, the
amount of any bank loan that wid be required to meet operating expenses is not yet known. If
you decide to take out a bank loan, return to the Pro Forma Income Stademertd the addi
tional interest expense here.

2. BondInterest(parent company only). You can estimate bond interest by catgulat
the interest payment for one quarter on new bonds sold during the current quarter and add the result
to the quaerly interest paymenof bonds outstardg at the end of the previous quarter. Bond
interestpayments are based upon interest rates in effect during the quarter that the bonds are issued.
Interest payments on new bonusy be computed at a quarterly rate equal tefongh of the
annual interest rate in effect during the quarter of issue.ebttpayments on the bonds that were
outstanding at the beginning of Year 3 are computed at the rate of 2énipef the fae value
each quarter (10 percent per year).

$2,000,000 x 0.025 = $50,000
If bonds are repurchased, subtract the amount ofesttéhat would have been paid on
those bonds. When bonds are repased, those with the highest interest rate will bercbpsed

first.

For our example, no bond sale or repurchase iseoguiated, so bond interest would
continue at the rate of $50,000 per quarter.

Profits, Taxes and Dividends

1. Net Profit Before Tax Net profitbefore tax can be estimated by adding lGi2rest
and Capital Gain (Loss), if any, to Operating Profit and subtracting Loan Interest and Bond
Interest, if any, from Operating Profit. With no CD investment or sale of capital assets, no
additions are necessary. While no Ldaterest was incurred, Bond Interest expense of $50,000
must be subtracted from Operating Profit. For our example, Net Profit Before T28G6G in
the home area.

$273000- $50,000 = 823000
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2. IncomeTax. Income tax is agssed against net profit at a rate of 3T et for both
Mericaand Seero. The income tax assessments for the subsidiaries are calculated by multiplying
the net profit before tax by the tax rate:

Area 2 $57 x.39=$ 22
Area 3 $57 x.39= $22
Sereno Ps 614 x.39=Ps 240

The parent company is taxed on the consolidated net income before tax, less a credit for income
taxes paid by the subsidiaries:

Consolidated taxes are  $ 439 x.39=% 171

Tax credit for subsidiary payments:

Area 2: $ 22

Area 3: $ 22

Sereno : Ps 154 +6= $26
Total Credit $70
Net parent company tax $101

No taxes are assessed on an operating loss. The tax laws in the simulation do not permit a
tax-loss carryback, even for previous quarters in the current calendar year. The entire loss is
caried forward to be appid against future profits prior to tax assessment. The amount of the loss
carry-forward does not appear on the balance sheet.

If a subsidiary has a loss instead of a profit, the subsidiary pays no tax in that quarter. The
amount of the tax loss carfgrward is deducted from future profits before assessing taxes. The
loss reduces consolidated income so that the parent company's tax bill will be less in the quarter
of the loss than it would be without the subsidiary loss. If the subsidiary latsraprofit (but
pays less tax because of the previous loss) the parent's assessment will reflect the full amount of
the consolidated income before tax. Therefore, a loss in a subsidiary may cause the parent's ef
fective tax rate on horrarea income to vgrfrom the 39 percent used in the calculation.

3. Net Profit After Tax Total the Incom&ax amounts and subtract them from Net Profit
Before Tax to calculate Net Profit After Tax. For our example, Net Profit After Tax in the home
area is $22,000:

$223- $101= $122
In each country there are other business taxes that are not explicitly shown, but which are

included in the operating costs of your firm. You can assume that all taxes are paid promptly and,
thus, the taypeople will not pay you an unexpected visit.
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Foreign Currency Adjustment

The val ue aofal agsetanay indreéage wraacrease due to a factor over which
you have no control and which operates regardless of whether you produce or setidacy. pr
This factor is the foreign exchanapsetsirNAPISe and
A rise in the exchange rate decreasesaisetvalue and a decline in the exchange rate increases
theassevalue. Under current accounting rsil¢his change is reflected in the consolidated Foreign
Currency Adjustment entry on your income statement and thus should be included on your Pro
Forma Income StatemenAs this is a consolidated entry only it does not affect thétpr loss
recorded for individual areas.

The value for the foreign currency adjustment can be obtained by translating the value of the
foreign country total assets from the previous quarter's balance sheet to Merica's currency, then
translating that alue to the foreign country's currency using the current quarter's exchange
rate. Take the difference between the two foreign currency values and divide it by the current
exchange rateThe result should equal the foreign currency adjustment.

In our example,the N/P/Stotal assets were Bs/O1for Year 2, Quarter .4 Theexchange
rate held steady at 6.0 between Year 2, Quarter 4 and Year 3, quarter 1. Thus the Foreign Currency
Adjustment entry would be zero. Howeyiithe exchange rate had been fast to go to 3
for Year 3, Quarter 1, the entry would have bég8rounded tdb.

Change in  total asset value due to foreign currency adjustment
Year 2, Quarter 4 d 6701 /6. 00= 1116.8
Year 3, Quarter 1 d 6701 /6. 03= 1111.3
Foreign Currency Adjustment 5.5 rounded to 6

Comprehensive Income

The consolidated Comprehensive Income (Loss) figuté.isSThe Comprehensive Income
(Loss) for your individual areas is the same as the Net Income After Tax values.

Cash Budgeting andthe Cash Flow Statement

Your management team should keep enough cash on hand to meet all of your financial
obligations promptly. We suggest that you plan to maintain a caahdealarge enough to meet
unexpected cash requirements and to provide a buffer in case your cash receipts are lower than
anticipated or your expenditures turn out to be higher. If your firm does not have enough cash to
meet your obligations during a qten, you must take out an emergency bank loan. Your banker
has agreed to provide an awatic loan to meet such shderm crises by supplying funds at an
interest rate that reflects the new risk reflected in a firm in default of its obligations. giftee
can't let your firm go bankrupt!) For an initial emergency Jdae rate is 5 perceage points
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higher than the shoeterm interest rate currently available to your firm. If your firm's stern

rate is 1(percent, for example, the rate for an emecgdyank loan will be 15 percent. If a second
emergency loan is required the rate would be 15 percentage points higher. A third loan would be
30 percent higher and all additional loans would carry aratedxpent hi gher t han
short term interest rate.

Running out of cash puts you technically in default of your financial obligations. Creditors
will lose confidence in your firm, and your credit ratwwdl be lowered. The lower credit rating
will increase the cost of future borrowing and will reduce the proceeds from the future sale of
common stock

To reduce the risk of running out of cash and incurring an emergengyleauggest that
you prepare a Pro Forma Cash FMwerk Sheet prior to finalizing the decision set for each quarter.
A spreagheet template is provided for this purpose (illustrated in Figu®).1Thetemplate is
included in the Finance Template availabl e un
suggest you save tlspreagdheet on a flash drive.)

The categories on the work sheet match those on the quarterly Consolidated Cash Flow
Analysis(Report B). See Appendix C for an example. The operating cash flow consists of cash
receipts and paymentsréctly assoiated with the operations of your company. Inwesitcash
flow consists oftash receipts from investments and cash payments for new investments- Financ
ing cash flow includes cash receipts and payments directly related to financingesctifhese
categories enable you to pinpoint problem areas more eadsiyvalues shown in the work sheet
of Figure 102 cortinue the eample shown above from the Pro Forma Income Statesh&rdure
10-1.

The Pro Form&ash FlowWork Sheet is a way to budget your cashumements. The
work sheet should be used both as a planning tool and as a control device. The budget will help
you plan your cash requirements so that surplus funds can be invested or external financing can be
arranged if needed. After the quarter isnpteted, you should analyze the differences between
estimated and actual receipts and exiitenes in order to perfect your forecasting techniques. In
addition, the anabis will help you spot areas in which future expé&mnais should be adjusted.

If you have completed the Pro Forma Income Statespeaadsheet, many of the numbers
will appear automatically in the Pro Forma Cash Fépneadsheet.

Pro Forma Cash FlowWork Shed

Operating Receipts

Sales inThe Business Policy Ganaee made on credit. The accounts receivable balance
carried over from the previous quarter willdmlected during the current qear. In Merica, one
half of each quarter's sales revenue will be collected by the end of the quarter. In Sereno, 40
percent of sales are collected by the end of the quarter. For both countries, the uncollected portion
will be shown on the balance sheet as accounts addeiand carried over for collection during
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the next quder. All customers ifThe Business Policy Gamee honorable and solvent, and thus
no provision for bad debts is required.

1. Collect fran Last Quarter SalesEnter the accounts recahle value from last quiar's
balance sheet (this would be the Pro Forma Balance Blyeatare budgeting for more than one
guarter) on the Collect from Last Quarter Sales line foh @mea. For your home area, this value
is $650,000, taken from the Year 2, Quarter 4 balance sheet (see Appendix C).

2. Collect from Current Quarter SaleBor each Merica area, enter dradf of the epected
sales revenue for the currequarter on the Collect from Current Quarter Sales line. For Sereno
use 40 percent of the expected sales revenue. Expected sales values may be tdidrodirect
the Pro Forma Income Statemeffigure 101. For your home arehd value of currenquarter
sales to be collected is about $505,000.

$1,009,000 x 0.5 = $504,500

3. CD Interest The amount of interest may be copied from the CD Interest line of the Pro
Forma Income Statemenit is the amount that you expect to earn from funds invested in CDs for
the current quarter (see Chapter 9). For our example, because we did natngdé estiplus cash,
the value is 0.

4. Net Sales té\ffiliates. This entry is the total value of goods shipped to the sales offices
in the other three areas from current production at the plant. All shipments to other sales offices
are invoiced at cost plus 20 percent to cowardting and administrative costs. This value can be
taken directly from the entry on the Pro Forma Income Statenk@mtour example, the amount
for the home area is #90000. This amount will beonsolidated with amounts Rimased from
Affiliates by the subsidiaries as intc@mpany transactions, netting to zero.

5. Net Sales to LiquidatorsSales to liquidatoreesult from two different types of events.
Units of an old model which are not sold during the quarter prior to the introduction of a new
model are sold to a liquittar. When a sales office is closed, any renmagrnvertory of product
also is soldd a liquidator. Your firm has a contract with a lidaior in each area to purchase any
number of units of your product at your cost. This consists of the total production cost plus the 20
percent markup for pahases from affiliates. The amount candstimated by finding the value
per unit of beginning inventory and multiplying it by the number of units expected to be sold to
the liquidator. It does not include the cost of shipping. This entry can be taken directly from the
entry on the Pro Formbncome Statementlt is O for our example, as neither type of event is
planned.

6. Subsidiary Dividends Received (parent company onjvidends fromsubsidaries
are the portion of profits h by a subsidiary to the parent firm. Dividends paid by the Sereno
subsidiary are converted to dollars at the current exchange rate. This is the sum of the dividends
paid by each of the three subsidiaries to the parent.




Your foreign subsidiary opereg under governmental regiiens controlling the repatria
tion of company profits. The subsidiary may pay dividends to its parent company equal to the
entire amount of currerguarter aftetax profits with the following restrictions:

a. Twenty peragt of the profits must be set aside in an equity reserve (part of
Accumuated Earnings) until the reserve has accumulated to an amount adeakto
50 percent of capital stock

b. Dividendsmay only be paid if, after payment, there will be a minimum cash
balance of one million pesos (held in Sereno banks).

c. Dividendswill not be paid if Accumulated Earnings in the prior quarter was
negative.

Your companis board of directors has established a uniform policy for all subsidiaries,
both foreign and domestic. Thus, these same rules apply to Merican subsidiaries, too. -The mini
mum cash balance requirement at Merican banks under this policy is $100,00B0@elgent
of a subsidry's profits will be paid to the parent company until the balance of the Acceaiulat
Earnings account is at least 50 percent of the book value of the subsidiary's CapitalASterck
the Accumulated Earningsccount reaches 50 percent, dividends that may be missed because of
insufficient funds (incluthg the minimum cash balance reqguient) will be paid later if cash
balances rise.

The subsidiaries in Merica, Areasnd 3, have gt the equity reserve requirement. Galpi
Stodk amounts to $39,000 and Acamulated Earnings amowgtb $376000. The Sereno subsidi
ary still is building the resee with a Capital Stock of Ps5¥3 000 and accumulated earnings of
Ps924,000. It is still Ps1,363000 short of the 50 percent requirement.

.50 x PsA,573= Ps 2287
Ps 2,287 Ps924=Ps1,363
Thus, the entire net profit dhe subsidiaries iMerica Areas2 and 3will be paidto the parent
firm. Only 80 percent of Sereno’s net profit, 259,000 (Ps374,000 x .8), will be paid to the
parent for a total of . The remaining Pg5 (Ps374,000 x .2) will be added to the subsidiaries

reserve.

Operatingexpenditures

1. InterestPaid (parent company only). Interest paid on bank loans and on bonds is
recorded here. The amounts can be obtained from thEd?ma Itome Statemer(Figure 10
1). In our example, they sum to $50,000.

$0 + $50 = $50
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2. Production CostProduction costs paid in the quarter consist of one third of the
production costs from tharevious quarter plus two thirds of the production costs during the
current quarter. See Chapter 7 for information on estimating production cosisictino costs
are entered for each area that has a plant. Taduption costs entered on this line of your Pro
Forma Cash FlowVork Sheet shouldxclude depreiation charges as no cash is required for
depreciation. The values for cash expenditures on production for the Pro Forma Cash Flow
Work Sheet may be calculated from the Total Cash Expenditure line of your fsadRian
Work Sheet (See Figure3) and the Year 2, Quarter 4, Report D. For our genthe amount
in thehome area for-2 is $1,325,000 and forBis $1,361,000. Tt yields a cost of (1,325 X
.33+ 1,361 X .67 = 1,411) $1,349,000.

3. Purchases fromffiliates. Purchases from Affiliates reflect the payment for units of
product that are purchased directly from the parent firm othan subsidiary. When finaral
statements are consolidated, Net Sale¥fib ates and Purchas from Affiliates net to zero. The
value can be taken directly from the entry on the Pro Forma Income Sta{eseehigure 11).

4. Operatingexpense This entry consists of two thirds of the cash operating ekpeas
that are shown on the Pro Forma Income Statement (see Figliyepli®s one third of the cash
operatng expenses from the Year 2 Quarter 4 Income Statentiecdn easily be estimated by
suldracing Sales Office Deprgation from Total Operang Expense (a necash expense on the
Income Statements). The result of this calculation for your home area is $450,000:

Total Operating Expense (447 X .33 + 448 X .67) $447
Less Sales Office Depreciation 3

CashOperating Expense $444



THE BUSINESS POLICY GAME

PRO FORMA CASH FLOW WORK SHEET

World 1 Company 1 _ Consoli Home Merica Merica
Year 3  Quarter 1 dated Area Area 2 | Area3 | Sereno
Operating Receipts
Collect from Last Quarter Sales 1908 550 465 465 2565
Collect from Current Quarter Sales 1582 505 377 377 1936
CD Interest 0 o | — | - |
Net Sales té\ffiliates | - 1190 0 0 0
Sales to Liquidators 0 0 0 0 0
Subsidiary Dividends Received | -——- 120 | —— | |
Operatingexpenditures
InterestPaid 50 50 | ——- | = |
Production Cost 1349 1349 0 0 0
Purchases frorffiliates | - 0 397 397 2380
Operatingexpense 1215 444 271 271 1369
TaxesPaid 344 105 51 51 824
Net OperatingCash Flow 582 416 123 123 -72
Investment Receipts
CDs Matured 1000 1000 | ——- | —— |
Fixed Assets Sold 0 0 0 0 0
Investment Expenditures
CDs Purchased 0 o | — | - | -
New Equipment 0 0 0 0 0
Sales Office Investment 0 0 0 0 0
Plantinvestment 0 0 0 0 0
Subsidiary Stock Purchased @ | - o | — | - | -
Net Investmen€ash Flow 1000 1000 0 0 0
Financing Receipts:
Loansfrom Bank 0 0 | — | |
Stock Sold to Parent 0 0 0
BondSale 0 0 | —— | |
Stock Sale 0 0 | —— | |
FinancingExpenditures
Dividendsto Shareholders 209 209 | - | e e
Dividendsto Parent 35 35 299
Bank LoanRepaid 0 o | - | - |
BondsRepurchased 0 o | — | - |
Stock Repurchased 0 o | — | - |
Net FinancingCash Flow - 209 - 209 -35 -35 - 299
Beginning Cash Balance 3164 2690 100 100 1646
Net Cash Flow for Quarter 1322 1207 88 88 -371
Cash Balance End of Quarter 4487 3897 188 188 1275
Required Loan (+ interest) 0 o | — | = |

FIGURE 102 - lllustration of Pro Forma Cash Flowork Sheet




5. TaxesPaid Taxes are paid separatdly each subsidry the quarter after they are
incurred Serendaxes include both the income and value added taxes and are paid to the Sereno
government in pesos. The tax values may be taken directly fromtthe vi o u sincomear t er 0
Statemen{seethe income statement for Year 2, QuarferBor Sereno, the taxes include:

Value Added Tax Ps428
IncomeTax 396
TaxesPaid Ps824

Net OperatindCash Flow

Net Operating Cash Flow for each column of the work sheet is the sum of i@gerat
Receiptaninus the sum of Operating Expenditurdhe homearea value for our exnple is
$400,000. Subsidiary DividersdReceived are excluded from the cordatied total because they
are offset against Dividends to Parent as intwpany transactions.

($550+ $505 + $1190+$ 0 + H04) - ($50 + $1349+ $0 + $444 + $105) =4p1

Investment Receiptgarent company only)

1. CDs Matured Enter the dollar amount of Time Centdites of Deposthat will maure
during the quarter. This is the amount that your firm invested last quadenanbe coled from
the last quarter's Balance Shé¢ste Appendix C). The amount for our example is the Time
Certificates of Deposit balance from the Year 2, Quarter 4 Balance Sheet, $1,000,000 (see
Appendix C).

2. FixedAssets Sold When a plant or a sales office is closed, the building is sold for 90
percent of book value (see Chapter 8). The cash received from the sale is recorded on this line.
No closings are planned for the current gergrand thus the entry is 0

InvestmenExpenditures

1. CDs Purchasefparent company only). If you know that you will have surplus cash for
the quarter, you may invest it in tinsettificates of deposit (see Chapter 9). For our gXamwe
will enter 0 on this line. When the work sheet has been completed, it may bpragierim come
back to make an entry here.

2. New Equipment If installation of new lines is planned for any area, enter the amount
of the payment for equipment. (Trainiogsts are part of Operatiixpenses.) This amount may
be copied from your Capital Budget Work Sheet (FiguB.9As we are not planning to add any
new lines during the next quarter, the entry is O.




3. Sales Office Investmentlf you previouslyclosed a sales office in an area and decide
to reenter the area, you will have to build a new sales office (see Chapter 5 for details). If you
began the simulation selling in less than four market areas and are permitted to enter new areas,
you will haveto build a new sales office when entering an area. In either case, it takes one quarter
to build a new sales office at a cost of $400,000 at the hiegiof Year 3. Enter the amount on
this line for the area in which the office will be built. In ouample, your firm has sales offices
in all four areas, so the entry is O.

4. Plantinvestment Enterthe quarterly payment required for new plant and new addition
corstruction. The calculation of these amounts is describeZhapter 8. The values may be
copied from your Capital Budget Work Sheet (Figur2)9 No construction is planned for this
quarter, so our entries are 0.

5. Subsidiary Stock Purchasguarent company only). Subsidiary Stock Purchased is the
invesment, if any, that the parent firm plans to make in subsidiaries during the current period.
Additional funding of subsidiary capital investments and operating expenditures is accomplished
by purchasing stock in the subsidiary. This account and Stock&Blarent (below) are used to
provide funds for cash deficits in a subsidiary. Normally, you should leave this line blank until
after completing the work sheet. If any subsidiaries end up with a cash deficit, enter the amount
of the deficit under Stockold to Parent and Subsidiary Stock Purchased. No financing appears
to be required this quarter.

Net Investmen€ash Flow

Net Investment Cash Flow is the sum of investment receipts minusrthefsnvestment
expenditures. For our example, the work sheet values total $1,000,000 in the home area.
Subsidiary Stock Purchased is excluded from the catagelil total because it is offset against
Stock Sold to Parent as intcampany transactions.

($1,000 + O} ($0 + $0 + $0 + $0 + $0) = $1,000

Financing Receipts

1. Loansfrom Bank(parent company only). In estimating operating funds requirements,
it is suggested that you leave the loan line blank until you have computed the expected cash avail
able from other sources and have compared this amount with your expected cash regguiremen
The amount of a bank loan, if needed, can then be calculated by subtracting the expected cash
requirements, including the desired minimum cash balance, from the amount of cash expected to
be available from other sources. If your estimates are rdalg@wurate, the result should be the
approximate amount of cash that you need to borrow in order to meet your obligations. No loans
are planned for this quarter. Thus, the entry is 0.

2. Stock Sold to Parerfsubsidiaries only). A subsidiary finaggcash deficits by selling
stock to the parent firm. Normally, you should leave this line blank until completing the work
sheet. If any subsidiaries end up with a cash deficit, enter the amount of the deficit under Stock
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Sold to Parent and Subsidiaryo&k Purchased. When quarterly financial statements are consoli
dated, Stock Purchased in Sulsitts and Stock Sold to Parent should net to zero (subject to
small rounding errors). No financing appears to be required this quarter, so the entries are 0.

3. Bond Salgparent company only). During Year 0, your firm issued $2,000,000 in 10
year bonds at an interest rate of 10 percent. Additional bonds, secured by plant and equipment,
may be issued with a tgrear maturity date (See Chapter 9). Enberface value of any bonds
you plan to sell (in thousands of dollars). For owregle, sale of bonds is not contemplated for
this quarter, so the value is 0.

4. Stock Salgparent company only). Your firm has 6,000,000 shares gfarwalue
commonstockoutstanding at the beginning of Year 3 (See Chapter 9 for details of a new issue).
Enter the expected proceeds of a stock sale. Proceeds may be estimated by multiplying the issue
price by the number of shares you plan to isdt@:. our example, a sale of stock is not contem
plated this quarter, so enter 0.

FinancingExpenditures

1. Dividendsto Shareholdergparentcompany only). Dividends are payable in the tgrar
in which they are declared. Enter here the amount oflelids that you plan to pay. Your
stockholcers expect redar dividend payments, even though none have been paid during the last
two years.You need to establish a dividend policy as part of your finance strategy. You may, for
example, decide to pay out 30 percent of net profits after taxes to stockholders. If this is your
policy, you may wish to pay dividends of about $209,000, or aboyeB&ent of the previous
quarter's consolidated prsf (Year 2, Quarter 4 consolidated profits are shown in Appendix C).

$698 x 0.30 = $209

$209,000 has been entered in the work sheet of Figufe The payment amounts to about 3.5
cents per share dhe 6 million shares outstanding.

2. Dividends to Parer(subsidiaries only). Dividends to Parent are profits transferred by
a subsidiary to the parent firm. Payments made by the Sereno subsidiary are converted to dollars
at the current exchange raté&/hen financial statements are consolidated, Dividends to Parent and
Subsidiary Dividends Received net to zero (subject to small rounding errors). Sum the Dividends
to Parent entries to calculate total dividends received by the parent. In our exaenpigidends
from Sutsidiaries total $04,000

$27 + $27 {Ps298+ 6) = $104

3. Bank LoansRepaid(parent company only). Enter the amount of any bank loan out
standing at the end of the previous geaftvhich must be paid back in the current quarter). For
our example, no bank loan was outstanding in Year 2, Quarter 4. The amount can be taken from
the previous quarter's balance sheet (see Appendix C).
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4. BondsRepurchase@parent company only). Outstandibgnds may be repurchased
with payment of a five percent call premium (See Chapter 9). Enter the principal amount of bonds
to be repurchased. The call priem should be entered under Other Exgeeon the Pro Forma
Income Statemerdind carried in the Pro Forma Cash Flawork Sheet as part of Opeired
Expense. For our example, no bond repurchase is contemplateédolYQuarter 1, so the
amount is 0.

5. Stock Repurchasggharent company only). Repmlnmases are in 100,0&Mare blocks,
with a maximum repurchase in any quarter of 500,000 shares (See Chapter 9). Enter the dollar
value of eypected stock repahase (in thousands). Multiply the number of shares to be +epur
chased by the repurchase price. For oangle, no share repirase is contemplated for Year 3,
Quarter 1, so the amount is 0.

Net Financing Cash Flow

Net Financing Cash Flow is the sum of Financing Recégsis the sum of Financing
Expenditures For our example, the amount for the home are$2i89,000.

(30 + $0 + $0) ($209 + $0+ $0 + $0) =3$209
Dividends to Parent are excluded from the consolidated total because they offset Subsidiary Divi
dends Received (under Operating Recegih®ve), as intraompany transactions. Stock Sold to

Parent is consalated with Subsidiary Stock Purchased (under InvestEgregndituresabove).

Cash Flow Summary

1. Beginning CastiBalance Enter the amount of cash band at the end of the previous
quarter, as shown on the balanceethFor our example, this is,$20,000 in the home area (See
Appendix C). This is a rather large cash balance and, unfortunately, it earns no interest. Your
predecesors might haveone well to have put another $1 millionmorein time CDs in order to
earn more interest.

2. Net Cash Flow for Quarter The estimated net cash flow for the quarter should be
calculated here. It is the sum of Net Operatdagh Flow plus Net Investment Cash Flow plus
Net Finarting Cash Flow. Foruwr example, the amount is $Z(2000 in the home area.

$400+ $1,000 +{$209) = $1191

3. CashBalance End of QuarterThe expectednding cash balance is the sum of Begin
ning Cash Balance plus N€ash Flow for the Quarter. This calculation will help you decide
whether you need additional financing or will have a cash surplus in the coming quarter. If the
expeted ending cash balance is lower than your minimum cash target, additional funds should be
obtained from some source. If the difference shows considerably more cash available than your
target, you may want to invest the excess funds in-me®h time cdificates of deposit, to pay
addtional dividends or use some of the cash to expand marketing activities or productiaoty.capac
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For our example, the expected ending cash balance in the home &&8i0$60.
$2,690+ $1191= $3,881

If the balarce should be negative and a loan is required, you will need to borrow enough
to cover the negative balance plus enough to restore your safety stock of cash. The loan will
increase your interest charges for the quarter and change your tax liability. s&b&eak loans
are discounted (the interest is taken off before you receive the cash), you should borrow enough to
cover the interest, too. If you are not eligible for a loan (See Chapter 9), then other financing
should be arranged or expenditures reduced.

At this point, you need to consider whether you may wish to revise your financial plans for
Year 3, Quarter 1. There is obviously more cash than you will need for the quarter. You might
invest some of it in time CDar expand facilities Be sure noto cut yourself too short, though.
Keep a large enough cash buffer to be sure that all contingencies are covered. If you run out of
cash, time CDs will not be available, and you may be forced to take out an emergency loan

The Balance Sheet

Your Pro Forma Balance She€8&ee Figure 13) can be estimated using values from the
balance sheet at the end of the previous quarter, the Pro Forma Ca$tdflo@heet (Figure 10
2) and the Pro Forma Income Statat (Figure 101). If you have completed the latter two pro
formas, many of the values will already be in the spreadsheet. The Rra Batance Sheaeiill
provide an estimate of the value of each of your balance sheet accounts at the end of the quarter.
You may use the Pro Forma Balance Sheet in lieu of a cash flow analysis, if desired, to determine
whethe a bank loan will be necessary. To do so, estimate the value of all other balance sheet
accounts and "plug” the cash balance to make the balance sheet balance. The plug value will
regster as a cash deficit or surplus, and can be shifted to a loamaocdCDinvestment.

A pro formabalance sheet also provides a useful vehicle for estimating funds requirements
over a longer period of time. We have pdad a Pro Forma Balance Sheerk sheet (shown in
Figure 103) for your use.The sprea@sheet template containing the work sheet is included in the
Finance Templ ate available under the Tools me]
the spreadsheet on a flash drivéhevalues shown in Figure 1® continue the example that was
used for the Pro Forma Income Statensetd Pro Forma Cash Flowork Sheet.

Current Assets

1. CashBalance This ca be copied directly from the ending cash balance on the last line
of the Pro Forma Cash Flowork Sheet (Figure 2Q). For our example, thisalue for the home
area is $,897,000.

Alternatively, if you are using the Pro FormBalance Shedb estimate the fundsaaire

ments for future periods, enter the desired minimum cash bélaheeamount that you intend to
have on hand at the end of the period. Then, when you have finished estimating all of the other
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accounts, force the balance sheet to balance by using surplus cash to purchase time CDs or bor
rowing to make up a deficit.

2. Time Certificates of Deposjparent company only). This entry may be copied directly
from the entry in the Pro Forma Cash Fl@dwork Sheet (Figure Q). For our example, above,
we did not anticipate invasg in CDs, but after looking at the large casihabce that seems to be
available, you may change your mind about this.

3. Accounts ReceivableAccounts receivablat the end of any quarter is equal to-Oiadf
of the expected sales for that quarter for Merica and 60 gev€expected sales for Sererio
the cash flow work sheet, we estimated the half of Year 3, Quarter 1 sales that would be collected
in the same quarter to be $505,000. The other half, obviously also $505,000, would remain on the
books as accounts recahle. Actually, we have rounded both values upward which increases
receipts by $1,000 ($1,009,000 + 2 = $504,50P)o formastatements are based on estimates,
though, and small rounding errors should not change our conclusions very much.

4. Inventoly. Inventory on hand at the end of the period can be copied directly from the
Pro Forma Income Statemgfigure 101), where it was estiated in order to calculate the esti
mated cost of goods sold~a our example, the amount is $28070 in the home area.

5. Total Current AssetsThis is the sum of CadBalance, Time Cefficates of Deposijt
Accounts Receivable and InventoRor air example, the amount ig $91,000 for the home area.

$3,881+ $0 + $505 + $87=$4,673
Fixed Assets

1. Net Sales Office This entry is equal to the valuetbe sales office at the end of last
guarter minus depreciation charges. The amount of depreciation can be taken directly from the
Pro Formdncome StatemerfEigure 101) and subtracted from the net sales office balance on the
previous quarter's balance sheet (See Appendix C). For the home office in our example, the new
value is $373,000.

$376- $3 = $373

2. NetManufacturing Plan Thisis equal to the value of the plant in an area at the end of
the previous quarter plus capital invasnts during the current period minus depreciation charges.
If a plant is sold, the amount would be reduced to 0 in that area. The plant deprecaiy@s ch
can be taken directly from the Production Plan Work Sheet (Fig8)e It is $26,000. The book
value of net plant was shown to be $3,092,000 on the balance sheet for Year 2, Quarter 4 (See
Appendix C). No new plant investment is planned for guiarter. Thus, the current book value
of net plant would be $3,066,000.

$3,092 + 0 $26 = $3,066

See Chapter 7 for a discussion of plant dept®n.

19¢



3. Net Manufacturing EquipmentManufacturing equipmens equal to the value of Net
Manufacturing Equipment at the end of the previous period plus planned capital expenditures for
new equipment during the current period minus equipment defoectharges If a plant is sold,
the amount would be reduced to zero in that area.

The book value of net equipment was $2,144,000 at the beginning of Year 3, Quarter 1, as
shown on the Year 2, Quarter 4 balance sheet (see Appendix C). No equipment purchases are
contemplated for this quarter. Equipmeeprecation charges of $107,000 can be taken directly
from the Prduction Plan Work Sheet (Figure3). For our example, the book value of equgnt
will be $2,037,000.

$2,144- $107 = $2,037

4. Equityin Subsidiariegparent company only). The investment made by the parent firm
in subsidiaries is carried as an asset, Equity in Subsidiaries. As earnings are retained ina subsidi
ary, they also increase the book value of the parent's Equity in Subsidiaries. Such amounts from
the Sereno subsidiary are translated at the rate in effect during the quarter in which the earnings
were retained. The translation to dollars when consolidatngn® equity accounts uses the rate
in effect at the time the investment was made (historical rate). The subsidiary equity accounts are
consolidated with the parent's asset account, Equity in Subsidiaries, and should net to 0.

Begin the calculation of th entry with the Equityn Subsidaries value from last quarter's
balance sheet. Then add any sulsydstock puchased this quarter (shown on the Pro Forma
Cash FlowWork Sheet). Finally, add the current retained earnings of each sialpgittom the
Pro Forma Income Statement

In our example, no additional stock will be purchased in sidyged. The value of the
investment in Equityn Subsidaries for Year 2, Quarter 4 was $2,751,000 (See Appendix C).
Sereno Accumulated Earnings are expectedda@ase by Ps 75,000 while Acculamed Earnings
for the two Merica areas will not change (See Figur@)10 Trarslating new Sereno retained
earnngs to dollars yields $8,000.



































































































