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Chapter 6 Strategic Choice

Answer 1 – Fine Foods Limited
To: Management board of FF

From: Finance manager

Date: xxx

Re: Proposed entrance into the PRC market by introducing a new product

Further to the brief discussion in the last management meeting, I have prepared a more detailed analysis of the proposal as follows:
1(a)

An analysis of the type of generic strategy of launching the new Quality brand in the Mainland is as follows:
There are two basic types of competitive advantages an organisation can possess: low price and high value added.
Therefore there are two basic types of strategies: cost leadership (or “price-based”) strategies and differentiation (or value added) strategies.
An extreme form of a cost leadership strategy is the “no frills” strategy which combines a low price, low perceived valued added and a focus on a price sensitive market segment.
With a low price strategy, which is another form of cost leadership strategy, the company seeks to achieve a lower price than competitors while trying to maintain similar value of products or services to that of competitors.
An extreme form of value added strategy is the focused differentiation strategy, which seeks to provide high perceived value justifying a substantial price premium.
With a typical differentiation strategy, we seek to provide products or services unique or different from those of competitors in terms of dimensions widely valued by buyers.
A hybrid strategy is to achieve simultaneously differentiation and a price lower than that of competitors.
Obviously, our existing strategy is not a price-based strategy.
We are basically adopting a differentiation strategy in producing high quality freshly squeezed orange juice.
We also adopt a focused differentiation strategy by producing high value added organic juice sold at a premium price.
Although the new Quality brand will be sold at a lower price than the Organic and Premium brands principally sold in Hong Kong, I consider that we are still pursuing a differentiation strategy when we introduce the new Quality brand in the Mainland, taking into consideration the differences in customer expectation, general standard of living and competitors’ products in the market.
1(b)

An analysis of the appropriateness of the strategy to launch the new Quality brand in the Mainland, using product life cycle analysis, is as follows:
A life cycle analysis assesses whether a strategy is likely to be appropriate by considering the stage of the product life cycle and the relative strengths or weaknesses of the company.
The stages of the product life cycle are usually evaluated by considering the following factors: market growth rate, growth potential, variety of product lines, number of competitors, spread of market share between competitors, customer loyalty, entry barriers and technology.
Based on these factors, the position of the product in its life cycle is determined, and this is usually divided into four to five stages, such as development, growth, shakeout, mature and aging.
The stages of the product life cycle are important in terms of competitive behaviour. For example, in a situation of growth, an organization might achieve its own growth through growth in the market place. In a shakeout stage, growth will be achieved mainly through taking market shares from weaker competitors.
The competitive positions of companies in the market are usually classified into four groups according to a company’s competitive strength in the market, as strong, favorable, tenable

and weak.
The pure orange juice market in the Mainland is likely to be in a late stage of development to an early stage of growth.
In this stage, significant market testing and product testing would be carried out. Extensive product trials by users/buyers are expected.
There would likely be many entrants into the market. That is, the company would face many competitors, each attempting to establish a market share.
The company’s position in the pure orange juice market is not likely to be strong or weak. It is likely that the company is in a favorable position, meaning that no single strong competitor stands out.
In the worst case, the company is likely to be in a tenable position in the market, meaning that it is able to grow with the market by adopting an appropriate strategy.
It is generally believed that adopting a differentiation strategy in a developing stage of the life cycle is appropriate for a company with a favorable or tenable position.
The objective is to make use of the products’ or services’ perceived uniqueness that is widely valued by buyers to obtain a fast growth in market share so that when the market goes into the next stage of growth, the company can grow with the market wide growth.
In this particular case, the strong cash flow from the more mature products, the Premium and Organic brands, can be used to fund the deficit that typically happens in the development phase, for the Quality brand. This will give us an added advantage over competitors who are new start-up firms.
1(c)
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1(d)

The high profitability of 16.6% of the Premium (Family) brand is misleading for short term decision making purposes since it is affected by arbitrary allocations of fixed cost. For the purpose of a short term cost-volume-profit analysis, the contribution margin is more relevant.
If the selling price of Premium is reduced by 5%, the sales contribution margin will be reduced by HK$1,500,000 (HK$250,000 x 120 x 5%) and the contribution margin per case will be reduced to HK$50.02 (HK$114 – 36 – 15 – 5 – 5.7 – 2.28).
To maintain the same profit, an increase in sales of 30,000 (HK$1,500,000/HK$50) cases, or a 12% (30,000/250,000 x 100%) in sales volume is required. To obtain a higher profit, an even higher increase in sales volume is required.
Unless the market is at the stage of shakeout where weaker competitors will be shaken out, such a price cutting strategy may not achieve the required growth in sales to compensate for the loss in contribution margin.
If the market is already in the stage of maturity, price cutting would not be likely to increase the market share effectively. The market share may need to be maintained instead.
In summary, the effect of the proposed price reduction is likely to be limited. If we are not able to cut our costs accordingly, the limited increase in sales volume will not be sufficient to compensate for the decrease in revenue and contribution margin.
There are also risks that existing customers of the Organic brand may move to the lower priced product, leading to a further decrease in revenue and profit margin.
1(e)
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1(f)

Firstly, I would consider the launching of the new Quality brand in the Mainland appropriate for the following reasons:
It will allow expansion of the business into a growth market. Since the company’s existing market has already reached the shakeout/mature stage, starting to develop the new market is likely to be an effective way to ensure continued growth.
The investment will give a positive NPV discounted at the required rate of return. Therefore, the investment will add shareholder value to the company.
In fact, the NPV could be higher than the computed figure since only cash flow up to 2010 has been included.
The pay back period of 3.3 years is relatively short. The project does not require intensive initial investment. The operating costs are relatively variable. Operating risks are not high.
There are other strategic options available in the future: for example, when the market in the mainland starts to grow, the company may introduce higher value added products, such as the Premium and Organic brands into the market.
Investment in the new product is a more productive use of the surplus cash accumulated because of the lack of investment opportunities due to the mature nature of the brands in Hong Kong.
There are potential economies of scale and synergies. The new product may make use of the existing marketing, selling and administrative resources.
There are additional challenges for management/staff, so that they will continue learning to operate in the new market.
The factors the management should be alerted to:
The management should assess the reliability of the supply of concentrated orange juice from overseas.
To avoid the possibility that the overall profit margin may be lower because customers may move to the lower priced product, the new product should not be introduced in the existing market.
To avoid the possibility that the company reputation may be affected because the product is not freshly squeezed from oranges, the existing market segment and the new market segment should be kept separate.
As the NPV is $5.7million and the net accumulated cash flow before capital expenditure is $17.7million, a simple stress test indicates that the NPV will become negative if the revenue forecast falls short of 200,000 cases, i.e. about 30%.
Other reasonable factors to be considered by the management.
2

[image: image3.emf]
We know from the question that James will be entitled to a special bonus of HK$5 million if the company is able to maintain the average of 5% annual growth rate in revenue and a minimum net profit margin of 12% over the four year period ending 31 December 2006.
If the group launches the new product, it will definitely affect the overall result of the company, especially in the two years ending 31 December 2006. This may be an underlying reason for James’s opposition to the proposal.
If this is the underlying reason, James’s behaviour is unethical.
As a director of FF and an employee of FJ, James has a duty to act in the best interests of the company. In particular, James has a duty to act ethically, that is, James should not allow self-interest to affect the action he takes in relation to company business.
[Candidates are free to argue that James’s behaviour is not unethical – he may be just

insisting on his preference for high quality products and truly believe that he is acting in the

best interests of the company.]
Advice to management of FF:
Management can ask James to take part in the new launch by using his expert knowledge, but not to relate the performance of the new product to the special bonus.
Only his performance in managing the existing products will be used to determine whether he is entitled to the special bonus or not.
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