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A MANAGEMENT EXPERIENCE

INTRODUCTION

This brief covers the following:

· INTRODUCTION

· THE SIMULATION

· THE BUSINESS SITUATION

· THE DECISIONS

· THE RESULTS

· RECENT TRADING HISTORY

This simulation is designed to allow you to manage the tactical development of a business. A computerised business model will simulate its operation and your decisions and those of your competitors will influence its responses. Your decisions cover pricing, sales promotion, contract bidding, production, distribution, product improvement and capital investment. Based on the response to these decisions your sales demand will be generated. Using the sales demand figures and to evaluate the effect of these decisions it may be necessary to produce several business reports.

Unlike many other simulations that concentrate on strategic issues, this simulation focuses on the tactical management of the business and the efficient and effective use of resources. In particular, the simulation explores how managerial actions, inflation and irregularity impact results and needs. Your objective will be to make your business successful.

THE SIMULATION

The simulation consists of the following:

· PREPARATION

· DECISION MAKING

· REVIEW

PREPARATION

Preparation involves becoming familiar with the basic business situation, defining individual responsibilities, considering objectives and strategies and deciding how to measure and control the business. It is important to recognise that it will take sometime before you fully understand the response of the market and all the facets of the business that you are managing. It is probable that you will only fully understand the business after you have made several decisions and analysed their results. Thus your understanding and the effectiveness of decision making will improve throughout the simulation.

DECISION MAKING

Once the initial preparation is complete the operation of the business will be simulated for several periods each representing one trading year. (The first decision period is year 1). Each period involves the following:

· SUBMISSION OF DECISIONS

· SIMULATION OF THE BUSINESS

· ANALYSIS OF THE RESULTS

DECISION SUBMISSION - the decisions (as described later) must be submitted to the simulation control centre at or before the time set. You must keep to the schedule for, if decisions are not submitted on time, the previous decisions will be used in their place. The decisions must be submitted on the forms provided and be complete and legible!

SIMULATION - the decisions are evaluated and their impact calculated. This evaluation will take sometime and this time should be used to reflect on your objectives and strategies and to update your business control systems. 

RESULTS - the sales demand figures will be returned to each team. Following this you may be asked to calculate a Profit and Loss Account and Balance Sheet or, more usually, you will be given a full set of trading results.

REVIEW
At the end of the simulation there will be a short review of the results and you may be asked to make a short presentation.

THE BUSINESS SITUATION

The business that you are to manage has been operating for some time and is a wholly owned subsidiary of another company that funds the business.

PRODUCTS

The company currently makes and sells a range of very similar products that consist of an intelligent electronic assembly and a mechanical mechanism. The product is software controlled.

The product range is standardised in terms of mechanical and electronic components but differs cosmetically and in software.

MARKETS

There are three markets for the products:

· DOMESTIC
· EXPORT 
· CONTRACT
Historically, the Domestic Market has been the major market and has accounted for about two-thirds of sales. However, the sales force feels that this market is fully penetrated and the major portion of future sales will be to replace or upgrade existing installations. Business conditions are such that the sales pattern is seasonal with a peak in the last half of the year.

The Export Market currently accounts for about a sixth of total sales but these seem to be growing. Further, the competitive situation in the export market is believed to be less established. The mix of market conditions around the world means that the export market does not seem to be seasonal. The software, packaging and documentation for the export products are different to those of the domestic market.

Contract Sales account for the balance of sales. Unlike the domestic and export sales that are made from inventory, contract sales are made to order and delivered directly form production and production for contract orders take priority. If production capacity is less than the amount required fulfilling contract orders, domestic and exporting inventories will be returned from the warehouses and reprocessed. This will incur additional costs.

Contracts are awarded on a "sealed bid" basis and invitations to bid are published each period. In the past, contract sizes have been between 500 and 4,000 units.

SALES HISTORY

Period
Domestic
Export
Contract
Total

Y–1 Q 1
13,656
2,820
5,700
22,176

Y–1 Q 2
11,188
2,935
4,700
18,823

Y–1 Q 3
16,495
3,060
5,500
25,055

Y–1 Q 4
17,340
3,170
5,000
25,510

Y 0 Q 1
13,429
3,323
5,400
22,152

Y 0 Q 2
10,894
3,442
4,900
19,236

Y 0 Q 3
17,326
3,582
4,100
25,008

Y 0 Q 4
16,015
3,729
4,300
24,044

The sales history consists of the last eight quarters (two years). This runs from Year -1 Quarter 1 (the earliest) to Year 0 Quarter 4 (the last trading quarter).

MARKETING

Sales into the domestic and export markets are influenced by:

· PRICE
· PROMOTION
· INVENTORY AVAILABILTIY
· PRODUCT QUALITY
· SOFTWARE
Price, like all financial aspects, is set in terms of a universal currency - the Account Unit (AU). Prices are set separately for the domestic and export markets. The view of the sales force is that the domestic market is more prices sensitive than the export market. Prices in both markets have been stable and, currently, domestic prices are 200 AUs per unit and export prices are 230 AUs per unit.

Promotion expenditure is set separately for the domestic and export markets. It covers all aspects of promotion (the cost of a sales force, advertising, promotional literature, etc.). Currently 200,000 AUs are being spent on promotion in the domestic market and 100,000 AUs for the export market.

Inventory Availability is important since the competitive nature of the markets means that not only do inventory shortages lose sales (as no back orders are taken) but may cause customer disaffection in the long term.

Product Quality is affected to a small extent by the age of production machinery. Thus steady investment will maintain quality.

All products use the same "core" software and, if this is developed, the products' functionality will be improved.

Contracts are awarded on a sealed bid basis and thus success is only influenced by the bid price. If all bid prices for a contract are too high the customers may purchase the product in the open market or decline to purchase.

MARKET RESEARCH

Each quarter, standard market research in terms of price and market share information is provided for the domestic and export markets. Additionally, for contract bids the bid price and the winning company are provided.

A standard report is available costing 25,000 AUs. This provides company comparisons of software, quality and availability. However, companies are free to specify other market research needs. If this research is requested you will receive the current software rating for each team and comments on quality and availability. These comments range from V.Poor through Poor, Average and Good to V.Good.

COSTS

Manufacturing cost standards have been developed based on an annual production level of 96,000 units. The standard manufacturing cost is 130 AUs per unit and this is made up as follows:

Direct Materials
50 AUs

Direct Labour
30 AUs

Indirect Mfg. Cost
38 AUs

Depreciation
12 AUs

Indirect Manufacturing Costs include supervision, indirect labour, power, insurance, space rental, warehousing etc. and amounts to 900,000 AUs per quarter.

Depreciation is calculated quarterly on a declining balance basis over five years. Thus, one twentieth of the book value of fixed assets is charged as depreciation each quarter. Over the last year, depreciation has been balanced by plant investment and hence depreciation and capital investment has been a constant 300,000 AUs a quarter.

Selling Costs cover promotion, packaging & documentation and contract bidding costs. Packaging and documentation costs only apply for the domestic and export markets. For the domestic market these are 5 AUs per unit and for the export market 15 AUs per unit. However, if production of the respective market is less than 4,000 units these costs are 50% higher. Contract sales do not incur packaging and documentation costs, but each bid costs 18,000 AUs and this cost is incurred whether the bid is won or not.

Cost Inflation has been running at about 4% per year. However, over the last two years reductions in the costs of electronic components have fallen and this has offset inflation in other materials, labour and indirect manufacturing costs. Although electronic component costs may continue to fall this may not be sufficient to offset inflation.

Administration Costs are 500,000 AUs per quarter and are expected to remain the same. 

PRODUCTION OPERATIONS

Scheduling is done in terms of a total production target and the split between domestic and export sales. 

Contract sales are delivered directly from the factory. The remaining production is split between domestic and export products. This split (in percentage terms) is decided each quarter. 

As the production schedule is decided before the contracts are awarded, the amount of production directed towards the export and domestic markets varies depending on the actual contracts won.

Production is done on common production lines that can produce any mix of contract, domestic or export products. Thus a total target production level is decided. If this is below the current factory capacity, then the staffing will be reduced. If it is above the current factory capacity overtime will be worked.

Current capacity is estimated by factory supervision to be 96,000 units per year (24,000 units per quarter). But, currently the factory is manned to operate at the lower level of 90,000 units per year (22,500 units per quarter),

Overtime will be worked up to thirty percent above capacity and incurs extra cost for labour overtime, supervision etc. Up to fifteen percent above plant capacity costs 25 AUs for each unit produced in overtime. Between 15% and 30% the extra cost is 50 AUs for each unit produced in this overtime band.

The production cycle is short and so it can be assumed that sales in the quarter can be made from production. Also, contracts are assumed to be shipped evenly during the quarter.

Production changes downwards can be made to any extent. This is because there is a buoyant local economy and demand for staff. But this means that it may not be possible to increase target production rapidly. Your human resources and factory management believes that a one-time increase of ten percent plus 3,000 units is possible. However, as this will deplete buffer stocks of raw materials, subsequent increases may be limited to ten percent. Larger increases in the production target will incur additional costs for raw materials and emergency hiring. Based on past experience, these additional costs are likely to range between 100,000 AUs and 400,000 AUs (depending on the size of the change).

STAFFING

Currently the company employs 387 staff as follows:

Direct Labour
230

Other Production Staff
105

Research & Development Staff
5

Sales Staff
4

Administrative Staff
43

ASSETS

The assets owned by the company are classified thus:

Fixed Assets

Raw & Inprocess Inventory

Finished Inventory

Debtors

Fixed Assets cover factory office equipment. Factory equipment is assumed to have a productive life of five years and are depreciated on a declining balance basis (at twenty percent per year). Also, the productive capacity of the factory equipment will also tend to decline. This decline depends both on the age of the equipment and how heavily it is used. So, if the factory is worked well below capacity, equipment life will be extended. However, if overtime is worked, then productive life will be shortened. Each quarter, the factory supervision provides an estimate of current capacity.

Over the last two years, the company has reinvested depreciation in new equipment to maintained capacity. To increase capacity, it is necessary to invest at a rate above depreciation. It is believed that to increase capacity by one unit 250 AUs must be invested. Also, updated plant should help to contain or even reduce manufacturing costs and maintain or improve product quality.

Raw and Inprocess Inventory depends on the production target. In the past it has approximated about 35 days of raw stock and this investment has been more than covered by creditors (who, currently, are being paid after about seventy days).

Finished Inventory is valued at the standard cost of 130 AUs.

Debtors take approximately 72 days to pay.

FUNDING

The business is funded by the parent company that provides both long and short term funding. This arrangement means that, besides being responsible to the parent company for generating adequate profits and being adequately profitable, you are responsible to them for maintaining and ensuring adequate cash flow.

The parent company is paid "notional interest" at twenty-percent to cover dividends (on share capital) and interest (on loans). The notional interest is accumulated during the year and paid in the first quarter of the following year.

Long term funding is done using the parent company's original investment in share capital, retained earnings (reserves) and long term loans. Short term funding is done using unpaid notional interest, profit to date (for the year) and short-term balances. The short-term balances are shown as of at the end of the previous year (net balance (year end) and cumulatively for the current year (net cash movement Y.T.D.).

DECISIONS

Your plan is implemented through a few key decisions that you can change each quarter. Decisions are made in the following areas:

Price

Promotion

Contract Bids

Production

Distribution

Software Improvement

Capital Investment

Term Finance

Market Research

Price must be set in AUs per unit for the domestic and export markets separately.

Promotion must be set in thousands of AUs for the domestic and export markets separately.

Contract Bids may be made for any contract and require you entering the bid number and amount to bid (in thousands of AUs). 

Production must be defined in terms of a unit production target.

Distribution - the mix of residual production (i.e. target production less contracts won) must be allocated on a percentage basis between the domestic and contract markets.

Software Improvement must be set as the amount to spend (in thousands of AUs) to improve software functionality.

Capital Investment must be set as the amount to spend (in thousands of AUs) on replace or increase factory plant.

Term Finance must be negotiated with the parent company (tutor). The amount requested (in thousands of AUs) is the amount agreed.

Market Research must be decided in terms of standard and special research. Standard research costs 25,000 AUs. The cost of special research must be agreed with the tutor.

MANAGEMENT REPORTING

Each quarter several management reports are produced. These are produced in three stages thus:

PRELIMINARY RESULTS

BUSINESS RESULTS

BUSINESS RESEARCH

Preliminary Results are provided a few minutes after simulation and provide information for you to work with while the full business results are printed consist of information about:

Unit Sales & Ending Inventory for each market separately

Total Sales Income  & Total Profit before Interest

Business Results provide detailed information about how your business operated and consist of the following reports:

Marketing Report

Profit Report

Balance Sheet

Key Ratio's Report

Other Information

Market Research

A copy of these reports for the previous quarter is provided later.

Business Research provides information across all teams as follows:

Market News

Contract Bids

Editorial Comments

The Market News provides information for each team about domestic and export prices and their market shares. The Contract Bids report provides information about winning companies and prices. Finally, several editorial comments may be produced.

PREVIOUS QUARTER'S BUSINESS RESULTS

The reports showing the position at the start of the simulation (end of Year 0 Quarter 4) are as follows:

Marketing Report - Year 0 Quarter 4


Domestic
Export
Contract
Total

Sales Units
16,015
3,729
4,300
24,044

Sales Income
3,203
858
753
4,814

Inventory (units)
5,100
2,900
0
8,000

Notes:

1. Unit sales and inventory are in units.

2. Sales Income is in thousands of AUs

3. Inventory is available for the next period (in addition to any further production

Profit Report - Year 0 Quarter 4


Quarter
Y.T.D.

Sales Income
4814
18088

Material Costs
1131
4522

Labour Costs
678
2713

Factory Overheads
1200
4800

Inventory Movement
–186
–27

Cost of Sales
3195
12008

Gross Margin
1619
6080

R & D
250
1000

Selling Costs
527
1915

Administration
500
2000

Profit before Interest
341
1164

Notional Interest
525
1948

Profit before Tax
–184
–784

Notes:

1. Column headings: Quarter refers to the results for the current quarter. Y.T.D. are the results accumulated for the year. As Year 0 Quarter 4 is at year ending, this is the total for the year. Per unit is the current quarter's results expressed on a per unit basis.

2. Quarter and Y.T.D. results are in thousands of AUs.

3. Total Sales is the sum of domestic, export and contract sales.

4. Materials are the costs of raw materials used by production during the period.

5. Labour covers direct factory labour including any overtime premiums.

6. Overheads cover indirect manufacturing costs, depreciation and any costs associated with rapid schedule increases.

7. Inventory Movement is the change in finished inventory (valued at the standard cost of 130 AUs per unit).
8. Cost of Sales is the sum of materials, labour and overheads less stock movement.
9. Gross Margin is the total sales less cost of sales.
10. R & D is the amount spent on software improvement.
11. Selling Costs are the total expenditures on promotion, bidding, packaging, documentation and market research.
12. Administration is all the other expenses associated with the business.
13. Profit before Interest is the gross margin less R & D, selling costs and administration.
14. Notional Interest is charged on capital employed (equity plus loans from the parent company) at an annual rate of twenty percent. So, it reflects the minimum return required by the parent company to pay dividends, interest and tax.
15. Profit before Tax is profit before interest less notional interest. So, it represents the profit earned by management after all costs have been recovered.
Balance Sheet - Year 0 Quarter 4

Parent Company Funding

Share Capital & Reserves
8,234

Profit to Date (before tax)
–784

Notional Interest (YTD)
1,948

Parent Group Loans
1,000

Net Cash Balance (year end)
336

Net Cash Movement (YTD)
–368

Capital Employed

Fixed Assets (NBV)
6,000

Raw & Inprocess Inventories
439

Finished Inventory
1,040

Debtors
3,566

Current Assets
5,045

Total Assets
11,045

Creditors
679

Capital Employed
10,366

Notes:

1. The parent company and creditors fund the company.

2. Share Capital and Reserves consists of the original shares issued and the reserves that have been built up over time.

3. At year-end profit to date is rolled into share capital and reserves.

4. Parent company funding consists of parent group loans, net cash balance and the net cash movement (YTD). 

5. Notional interest (YTD) is accumulated during the year and paid at the start of the following year. Unless a further loan is agreed its payment is shown as part of the net cash movement (YTD) at the start of the following year.

6. At year-end, the net cash movement (YTD) is used to update the net cash balance to show short-term loans incurred before the start of the current year. 

7. Positive net cash balance and net cash movement indicates money owed to the parent company in the short-term.

8. Current Assets are the sum of raw & inprocess inventories, finished inventories and debtors.

9. Finished Inventories are valued at standard cost.

10. Total Assets are the sum of fixed assets and current assets.

11. Capital Employed is total assets less creditors.

Key Ratios Report - Year 0 Quarter 4


Qtr.
Y.T.D.

Profit/Sales (%)
–4
–4

Sales/Capital Employed
1.8
1.7

Profit/Capital Employed (%)
–8
–8

Sales/Inventory
12
12

Sales/Debtors
5
5

Sales/Employees
50
47

Notes:

1. Profit/Sales and Profit/Capital Employed are expressed as percentages.

2. Sales/Capital Employed, Sales/Inventory and Sales/Debtors are ratios.

3. Sales/Employee is expressed in thousands of AUs.

4. Where appropriate, the current quarter's figure is annualised.

Other Information - Year 0 Quarter 4

Material Cost Forecast
50.0

Labour Cost Forecast
30.0

Investment/Unit Capacity
250

Plant Capacity Forecast
24000

Number of Employees
387

Software Rating
100

Notes:

1. The material and labour cost forecasts are estimates for the next period. For planning purposes they indicate the probable impact of inflation, ageing and machinery replacement plus any cost improvement programmes.

2. Investment/Unit Capacity is the amount necessary to increase capacity by one unit.

3. Plant capacity forecast is the maximum machinery capacity available before any investments have been made in plant. So, it indicates the level at which overtime will be worked.

4. Number of employees is the current number of employees taking into account the current production targets, software research and sales activity.

5. Software rating is an indicator of the functionality of the current version of the software and so shows the result of the long-term investment in software development.

Market Research - Year 0 Quarter 4

No standard or special research purchased

CONTRACTS FOR QUARTER 1

The following contracts are to be awarded in quarter 1

Contracts available for next quarter

Contract Number
Contract Amount

1
2000

2
3000

3
1500

4
4500

5
3000

6
1000

7
1500

8
1000

9
2000
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