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	SERVICE CHALLENGE

an exploration of business


INTRODUCTION

This brief covers the following:

INTRODUCTION

DESCRIPTION OF THE SIMULATION

THE BUSINESS SITUATION

DESCRIPTION OF THE DECISIONS

DESCRIPTION OF THE RESULTS

RECENT TRADING HISTORY

This simulation is designed to allow participants to manage the development of a business. A business model will simulate the operation of your business. Your decisions and those of your competitors will influence the responses to this model. These decisions cover pricing, sales promotion, resource management and development, and bank loans. Based on the response to these sales demand will be generated. Using the sales demand figures and to evaluate the effect of these decisions it may be necessary for you to produce several business reports.

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. While doing this it is important to recognise that it will take some time 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 decision making 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 should be complete and legible!

Simulation - the decisions are evaluated and their impact calculated. This evaluation will take some time 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. From these you may be asked to calculate a Profit and Loss statement and Balance Sheet (a set of work sheets is available to help). Or, you will be provided with a full set of accounts.

REVIEW

At the end of the simulation there will be a review of the results and you may be asked to give a formal presentation.

THE BUSINESS SITUATION

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

SERVICES

The company currently provides a range of services for its clients. These range from a very basic offering (Level 3) through a middle range offering (Level 2) to an advanced offering (Level 1). These services are provided using two types of resources (Resource A and Resource B). Although the actual services are not specified they could be that of a management consultancy, design consultancy, airline, hotel, bank, printing business or similar.

CLIENTS

Like many businesses its clients consist of those who have used the service in previous years (existing) and those who have not (new). The proportion of the existing clients remaining with the company, the number of new clients and the amount they buy during a year will depend on:

RELATIVE PRICE

SALES PROMOTION

QUALITY OF SERVICE

CAPACITY

MARKET TRENDS

Relative Price - existing clients seem relatively insensitive to price in contrast to the new clients who seem attracted by low prices.

Sales Promotion - this is particularly important in helping to attract new clients but is less important in terms of retaining existing clients.

Quality of Service - is influenced by the quality improvement decision (as described later). The quality of service will be particularly important for existing clients and reduce their need to try other suppliers.

Capacity - influences the company's ability to meet demand. If the company cannot meet the demand stimulated then some clients will buy from the competitors and some of these may continue to buy from the competitors. The situation is complicated by the fact that during periods of overload Resource A can be used in place of Resource B (but not visa versa).

Market Trends - over time the mix of demand for the various services will change with some growing and others declining.

RESOURCES

Resource A is the higher quality resource and costs twice as much as Resource B. The Level 1 service must be supplied using Resource A. In contrast, the Level 3 service may be supplied just using Resource B. Supplying the Level 2 service requires an equal mix of the two resources. The numbers of resources are measured in units and each unit consists of both human and technical elements.

When it comes to calculating the work done by the resources (as illustrated in the accompanying trading history) this is calculated on a per day basis with each unit of resource being able to work 200 days each year.

PRICES AND COSTS

Note: All prices and costs are measured in a universal currency the "Account Units" (AU). 

Current Price - up to the start of the simulation all firms have charged the same price. However, once the simulation starts competitors are free to change the price for their services. The current pricing levels are shown in the accompanying history and represent the fee per day for the services.

Resource Costs - these costs cover all the direct costs associated with a unit of resource. One unit of Resource A costs 4000 AUs each year and one unit of Resource B costs 2000 AUs each year.

Depreciation - each unit of resource requires capital equipment. These fixed assets depreciate at twenty percent per year. Thus if the value of the fixed assets at the start of the year is 1000 AUs the depreciation is 200 AUs for the year (this is further illustrated in the history).

Quality Improvement - this is decided by the team. However, half this expenditure is an expense and the other half is capital expenditure.

Sales Promotion - these are decided by the team.

General Overheads - there are general and administrative overheads of 50000 AUs each year. 

Financing Charges - financing charges consist of two parts - bank interest and dividends paid to the parent company. Bank interest on overdrafts is 20% per annum and on Loans is 16% per annum. Interest earned on any cash balances is 10% per annum. Interest payments or receipts are in the current year. Note: If the company's capital gearing (ratio of bank borrowing to equity) exceeds 50% all loans and overdrafts will incur an additional charge of between 50% and 100% (depending on the excess).

The parent company requires the payment of a 10% dividend on total equity (share capital plus reserves) each year. This will be paid in the following year.

Taxation - Corporation tax equal to fifty percent of the net profit after interest must be paid in the following year.

USES OF FUNDS

It is necessary to finance:

DEBTORS

FIXED ASSETS

Debtors - Customers do not pay immediately and the delay is currently 73 days (which means that some 20% of the year's sales revenue will be outstanding at year-end).

Fixed Assets - The resources will need an amount of fixed assets to support them that will need to be financed. The two resources need different amounts of fixed assets. Every increase in the level of Resource A involves buying 15000 AUs of fixed assets per unit and increases in Resource B involve buying 5000 AUs of fixed assets per unit. Additionally half the expenditure on quality improvement is on fixed assets.

SOURCE OF FUNDS

The finance for the company is available from:

PARENT COMPANY EQUITY

BANK LOANS & OVERDRAFTS

Equity - The parent company has funded the initial development of the company. This initial equity funding amounts to 250000 AUs and no further equity is available. 

Bank Loans & Overdrafts - Future expansion of the company can be financed by loans (that must be decided upon) and overdrafts (that will be supplied automatically).

DECISIONS

The decisions that are made each year are as follows:

PRICE

PROMOTION

ADDITIONAL RESOURCES

QUALITY IMPROVEMENT

NEW BANK LOANS

Price - for each service you must set a price.

Promotion - for each service you must set a level of advertising and promotional expenditure (in AUs).

Additional Resources - you must decide whether you wish to increase (positive number) or decrease (negative number) each resource. If you decrease a resource you will reduce staff numbers and dispose of associated fixed assets (at current average book value). If you increase a resource you will hire the requisite number of staff and acquire additional fixed assets.

Quality Improvement - you must decide, for each resource, how much to spend (in Units of Account) to improving the quality of the resource. You must also enter the total for this expenditure.

New Bank Loans - you must enter the additional amount that you wish to borrow from the bank.

RESULTS

You will receive your results in three stages:

PRELIMINARY RESULTS
COMPANY REPORTS
BUSINESS RESEARCH
Preliminary results supply information about demand (in days) and sales income for each service separately and total sales income, operating profit, overdraft and cash.

Company Reports is provided a little later and shows for each service how your sales were arrived at, how resources were used, the Profit & Loss Account, Balance Sheet and several key ratios. (Optionally, before you receive these reports you may be asked to calculate these from your preliminary results.)

Business Research shows for all teams, prices, market shares, key financial results and, possibly, an editorial commenting on the results.

To help you understand how sales were arrives at you will be informed of the total number of existing clients who remained with you, the number of new clients who bought from you, the demand/client and the sales/client.

The demand and sales are expressed in terms of days of work (each resource can work 200 days each year). Total demand is based on the total of existing and new clients and the average demand per client. Provided there is sufficient capacity, actual sales will be the same as demand. However, if there is insufficient capacity the actual sales per client will be less.

TRADING HISTORY

The last three years of trading history are shown separately. Period -2 is the earliest year, -1 the middle year and 0 the most recent year.

You should analyse these results to ensure that you are familiar with the decisions and to analyse how the company has been performing.

	Decisions          
   Year-2    Year-1    Year 0

	PRICE 
 - Level 1       62       62       60

	            - Level 2       45       45       45

	            - Level 3       30       30       30

	PROMOTION 
 - Level 1    15000    15000    20000

	            - Level 2    10000    15000    15000

	            - Level 3    10000    10000    10000

	Resource A

	NEW RESOURCES                0        5        0

	QUALITY IMPROVEMENT      20000    25000    25000

	Resource B

	NEW RESOURCES                0        0        0

	QUALITY IMPROVEMENT       5000    10000    10000

	NEW TERM LOANS               0        0        0


SUMMARY RESULTS FOR LAST THREE YEARS

	Sales Results           Year-2    Year-1    Year 0

	CLIENTS      - Level 1     166      185      239

	             - Level 2     248      248      239

	             - Level 3     364      328      295

	SALES/CLIENT - Level 1   13.52    13.86    14.10

	             - Level 2   12.49    13.23    13.63

	             - Level 3   11.17    12.49    13.33

	SALES INCOME - Level 1  139148   158974   202194

	             - Level 2  139388   147647   146591

	             - Level 3  121976   122902   117971


	Resources                Year-2    Year-1    Year 0

	Resource A

	TOTAL RESOURCES             20       25       25

	RESOURCE COST            80000   100000   100000

	Resource B

	TOTAL RESOURCES             30       30       30

	RESOURCE COST            60000    60000    60000


	Profit & Loss         Year-2    Year-1    Year 0

	SALES INCOME            400513   429523   466755

	GROSS PROFIT            184013   189823   239495

	OPERATING PROFIT         86513    82323   126995

	FINANCIAL EXPENSES       16144    13698     5106

	NET PROFIT               70368    68625   121889

	TAXATION                 35184    34312    60945

	EARNINGS                 35184    34312    60945

	DIVIDEND                 24636    25585    26457

	RETAINED EARNINGS        10548     8728    34487


	Balance Sheet           Year-2    Year-1    Year 0

	TOTAL EQUITY            255845   264573   299060

	LONG TERM LOANS              0        0        0

	CAPITAL EMPLOYED        255845   264573   299060

	FIXED ASSETS            306000   318800   269040

	CURRENT ASSETS           80103    85905   117421

	TOTAL ASSETS            386103   404705   386461

	CURRENT LIABILITES      130258   140132    87402


	Key Business Ratios    Year-2    Year-1    Year 0

	SALES GROWTH %              3%       7%       9%

	GROSS PROFIT %             46%      44%      51%

	OPERATING PROFIT %         22%      19%      27%

	RETURN ON ASSETS           22%      20%      33%

	RETURN ON EQUITY           14%      13%      20%

	CAPITAL GEARING            28%      30%       0%


DETAIL RESULTS FOR LAST YEAR (Year 0)

Sales & Operational Results - Year 0

	SALES DEMAND      Level 1  Level 2  Level 3    

	EXISTING CLIENTS      166      182      295

	NEW CLIENTS            73       57        0

	TOTAL CLIENTS         239      239      295

	DEMAND/CLIENT       14.35    13.87    13.33

	DEMAND (DAYS)        3430     3315     3932

	DEMAND RESOURCE A    3430     1657        0     

	DEMAND RESOURCE B       0     1657     3932     

	RESOURCE USE        Resource A  Resource B

	EXISTING RESOURCES          25          30

	NEW RESOURCES                0           0

	TOTAL RESOURCES             25          30

	DAYS AVAILABLE            5000        6000

	CAPACITY USE %             102%         93%

	SALES INCOME     Level 1  Level 2  Level 3   

	TOTAL CLIENTS        239      239      295

	SALES/CLIENT       14.10    13.63    13.33

	SALES (DAYS)        3370     3258     3932

	PRICE                 60       45       30

	SALES INCOME      202194   146591   117971   


Financial Results - Year 0

	Profit & Loss

	SALES INCOME            466755

	RESOURCE COST           160000

	DEPRECIATION             67260

	TOTAL PROMOTION          45000

	QUALITY EXPENSE          17500

	GENERAL OVERHEADS        50000

	OPERATING PROFIT        126995

	FINANCIAL EXPENSES        5106

	NET PROFIT              121889

	TAXATION                 60945

	EARNINGS                 60945

	DIVIDEND                 26457

	RETAINED PROFIT          34487


	Balance Sheet         Assets

	PREVIOUS FIXED ASSETS   318800

	ASSET PURCHASES          17500

	DEPRECIATION             67260

	FIXED ASSETS            269040

	DEBTORS                  93351

	CASH                     24070

	CURRENT ASSETS          117421

	TOTAL ASSETS            386461

	Balance Sheet     Liabilities

	ISSUED SHARES           250000

	RESERVES                 49060

	TOTAL EQUITY            299060

	TERM LOANS                   0

	CAPITAL EMPLOYED        299060

	OVERDRAFT                    0

	TAXATION                 60945

	DIVIDEND                 26457

	CURRENT LIABILITIES      87402
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