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JML Optical at the Crossroads: Exploring Growth and Exit
Strategies of a Family Business

Richard DeMartino'
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I, Introduction

Jue Lubuseo i the kind of manager who Hkes o know the specitics aboul lis busioess. As president and smajorily owner
of IML Optical Industries, inc.. e sib tmkes ime o review the monthly profit and loss tgures, They show continued
profitubihty and growth, despite un mereasingly compelitnve maiket, Joe 5 not warned, however, he has seen 1ough
markets before and he Tus always been able o formulile slrntemies o ensure success.

ui this e his decaswons iy be more compleated Flaving prown the company ram a basement enterprise tooan
inlernatonally respected opncs supplier, Joe noww faces the firal stage of individual enlreprencurship the challenge of
tashioning wn exit sirteoy for himsedd, imabos cuse, withoul un obviows successor. As Joe consudess what direction s
cornpramy should take in 1T near future, e must take ito consaderation hys plans foe hes own future, Joe's persenul
motivations and alleginnees will cobor the decisions he will muke.

As Jue seesal, his most pressing decision centers ol the company's tuture steategie direction. Despite operaling in
a llercely compelitive global markel, IML has tirived for nure than three decades, The company hus enjoved consistent
revenues wnd strong profits and margis. Hoseewer, JML s 0o mature market with growing competition, Linwer-cost
MAsian producers now have the technobogy 1o manutacture W% of the precision glass and plastic oplics sold in the Noclh
Amencun market, Addivonally, muny customerns now pertornt a bugher proporiion of their own aptical design — o core
connpeteney of 1ML {Products designed by ML, by their proprietary natre, allow higher marging and hni
cunpelitien. )

Jue has been constdering shifiing IML s simtepic direction, meving up the value added chiin, Trom supplying aid
producing traditonul precision optics W producing hizher- marsm optcal components,. Such o strategy woeld entail
sigaificant nsks. Markers associmed with high rechinelogy optical components have flucheated dramabically i recen
wears, The relaled challenges of aeguiring oew technlogies und markebnfonmiation would require resources and new
types of management expertise.

Joe’s decisions regarding the strateoie direction of IML are ted mextincably o his decisions regarding the direction
of s ow lite Now in tus ate 30s, he has begun thinking abeut formulating an eventual exit strategy for humselt, Who
will succecd him when the fime comes? How wall the aeation be implemented?

Toe Taed vmee hoped that his children would one day operate the company. Although Bunily lies are very impuorlan
to ko, Tus children are nolbmterested m eunsimg the busiess. Mordover, members of JME s senion leadership tean are
at the swine stage m their careers as Joe, They cannol provide o lona-lenn selution o the succession probleon.



Of course, selling all or part of the company is an option. But Joe views his employees as part of his family. He is
adamant thit any transition in leadership. shift in strategy or chunge in ownership include o stable place for Tus loyal
employees, His commitment to them could limit his options.

The decisions facing Joe are common among entreprencurs who have matured along with their closely held
compamies. Joe's decisions will 1ake careful deliberation - something he's become accustomed 10 over 30 challenging
years.

2. Optics and Photonics Industry Defined

The industries that surround the production of optical devices are well over 100 years old and center on a technology in
contmual renewal, Early optics - eyeglasses, telescopes, artillery sites, ete. - took advantage of natural ightng 1o
observe objects. However, the discovery and development of new light sources such as gus lasers and light-emiting
semiconductor diodes, new componentry such as fiber optic cable, and new process technologies such as
micromachinmg have coabled the minmtunzation and miegration of optical components with sermconductor
electromcs, These mnovations are collectively referred o 2 optoelectronic or photonic components and systems.
Photonics can be defined as “the technology of generating and harnessing light and other forms of radiant energy whose
quantum umit is the photon.”

Market growth for photonies-reluted products 1s incressing dramancally as photonic science creates applications
replacing Iraditional electromics i fields such as telecommunications, consumer electronics, fingerprint recognition,
phototypesetting. and in the production and use of computer peripherals, semiconductor equipment, medical products,
and many others. Duce to the enabling charactenstics of photonics and optics, market size estimaies vary cnmndunhh
Analysts estimate that the total value of photonics-related products exceeded S140 billion in the late 1990s> During
this period, the telecommumications industry represeated the fasiest growmng and most dynamic market segment.

Precision optics and other oplical componentry represent a core element in photonics-based products. These
technalogies enable the manipulation of light through optical components such as lenses, mirrors, prisms, filters, and
beam-splitters,. Companies m the precision optics industry design and/or manufacture speciahized glass or plastic
opucal components. The expertise (competencies) required 1o produce the more common glass precision oplics
incledes cutiing, grinding. polishung, coating, and cementing. Manufacturing altermative optical shapes, such as
spheres, prnisms, and flat surfaces, tends 1o require different machines and production expertise.  Addironally, some
firms possess optical design competencies which require skilled engmeering. Those firms that design und manufacturer
optical products tend to command significantly higher margims,

The optical device market is decentrulized and frugmented. Companies tend to specialize in alternative optical
shapes and value added stages. Various options for specialization exist. For example, some firms specialize in the
cutting of glass for optics. Other firms may grind, polish, and coat optical devices of specific shapes. Still other firms
design optics, bul du no manufacturing. The size of the fragmented and diverse optical device market was estimated at
§2.3 bilhon in 2002 ¥ This amount includes both very high volume, inexpensive optics in such consumer goods =s VCRs
and projectons, ard extremely complex and precise optical devices in manufacturing sensor equipment.

A number of trends have impacied the world optical device market over the past few decades. First. the degree of
precision reguired to produce medium to high technology optical devices has dramauically increased. Sophisticated
manufacturing equipment and measuring tools are now necessary o compete in the industry. Another trend is the
widespread international dissemination of optical production technigues. Optical expertise, which 30 years ago resided
only in the most advanced industrial economies, particularly Germany. the US, and Japan, now resides in many East
Asian countnies— particularly Taiwan, South Korea and China.

The US opiics industry has undergone significant changes over the past lwo decades. Low-cost foreign competition
is the most significant variable influcncing the structure, strategies and competencies of the US industry. Over the past
two decades most low-value-added, high and medium volune optics production has migrated o low-cost Asian
facilities. Many US based firms have exited the market, shified production 1o alternative products, or gone bankrupt.
Today's US industry has adapted to the new environment by seeking new niche markets less impacted by cost fuctors.
Some companies have specialized in mche, medium- 1o low-volume markets that require difficult and precise optical
shupes, charucteristics and/or surfaces. Others have sought out profitble niches in optical prototyping that rely on crafi
manufacturing and quick delivery. Sull others have pursued rskier strategies by either integrating high-tech, high-value
services such as sophisticated optical coatings or moving into lugher-value-added optical component markets. These




niche-based strategies have resulted in a fragmented indusiry in the US. dominated by small and medium sized
producers.

3. Rags to Riches: The History of an Entreprencur

As a boy growimg up in New York City during the carly 19305, Jog's family sireggled financinlly. “We had very little,”
Joe: remembers, However, from an early age, he aspired 1o be an enfrepreneur. His [irst enterprise was a shoeshine
business. L could always And work shiming shoes: We hived near the Bronx Terminal Produce Market and the farmers
who made deliveries there waore shaes that were always filthy.”

In high school Joe was a vendor selling hot dogs in Yankee Stadivm. “liwas a good job; my Catholie high schuol
was right next o the stadium.”

A tough work ethic opened doors for Joe and gave him a glimpse into a different worldl "1 abways had jobs when [
was kid. My uncles were in the fuel oil delivery business in the Bronx, So mest summers, after school, and on Saturdays
| would help deliver fuel oil, clean boilers and help install o1l tanks and boilers. They were excellent entrepreneur role
moedels. They bought huge trucks on credit and delivered oil. They lived very well and each had o Cadillac. My parents,
on the other hand, had very little. From an early age, | learned that owning one’s own business was a sure way to make
sood

Already bent on business ownership, Joe discovered the allure of optics just before his high school graduation. An
optical engmeer from Fairchild Camera in Svosset, Long Island, met with students who were considenng majoring in
physicsin college, “Frankly Ididn’t know anything about optics, 1 just knew a bit about lenses from the physics course
that 1 had tiken. I didn™t even have a camera at the lime. So this beauwtifiul blonde woman, who was maybe 22, came
inabout 4 o'clock one afternoon and talked to us about lens design.™ Joe quips, “We didn’t care what she was selling,
we wiere sure buying.”

The Fairchild engineer was designing cameras for U2 reconniussunce planes. The planes flew so high that the
curvilure ol the earth was combined into optical formulas for the cameras, "It was intriguing to me,” Joe says,

The young enginesr advised the students to take every optics course available when they entered college, “That
was 1t [ was hooked on optics for the rest of my life — from that one half-hour presentation in my sepior year in high
school '

Joe majored n physies at the City College of New York (CCNY) in Manhattan and, following the advice of the
voung optical engineer, he took every optics course the school offered,

Graduating from CONY swith a degree i physics and optics, Joe's worked bnefly for Varo Opucal in Chicago
before bemnyg reeruited by llex. a Rochester, NY, opties firm. lex management wanted him 1o expand into marketing
and sales, which appealed to Joe. "l knew the sales people made a lot more than we engineers did. So | came out here
and worked a5 a sales engineer, covering the West Coast and the East Coast of the US.™

Joe soon settled in Rochester and was married. His wife, Joanne, worked for llex in an administrative capacily and
was supportive of Joe’s desire (o start @ business. The couple began saving and four years later opporiunity knocked.

In the early 19705 lex had significant customer service difficulties. Joe spent several frustrating vears Lying 1o
change the company’'s culture and improve customer service — to no avail. He decided create a new venture,

“1 had $10,000 saved n 1972, 1 thought that armount was adequate working capital, which was very naive. 1 saud
tomy wife, "Now js the time, | believe a few customers will give me an opportunity. Our (Hex's) deliveries are so late,
the customers are very upsel, and will likely give anyone a chance nght now, ['ve gol friends in the industry who will
make lenses for me. | know who to buy from in Japun hecause lex buys from them.' So she smd, 'Fine." Totally
supportive, just as naive as | was.”’

4. Basement to Boardroom: The History of a Startup
Joe started his business in August of 1972 n the basement of his home near the Rochester airport. I got orders

immediately: $86,000 of orders in the first day. 1t was really like shooting {ish 1 a barrél in lerms of getling contracts,
We had no trouble atlammy them, ™



In 1972, with the support of his wite, Joe left llex to operate a pnivate optics venture — JIML Optieal — that would
make use of all the industry experience and contacts he had gained. Froma makeshift operations center in his basement,
Joe took orders from customers-and used subcontracts to i1l jobs he was unable to manage in his basement shop. He
developed 4 strategy of obtaining customers and their requisite designs, then outsourcing most of the work either to
other local manufacturers or to firms in Japan. At first, approximately 90% of the work wus outsourced. He carefully
inspected parts produced by subcontractors before shipping them to customers or to the next-stage producer. At first
{his arrangement worked well, However, demand 1or Joe's services guickly overwhelmed his basement operation. [f
IML were 1o grow he would have w find o new location.

Sometmes timing 18 everything. Just when he needed 1, a site recently vacaied by an optics company became
available. In April of 1973, he moved his operation (o the Wollensak building in Rochester, NY.

Joe purchased much of the optics manufacturing machinery and leased a floor of the building from Optical Gauging
Products (QGP), another optics company that had purchased the building, Just eight months after its humble start in
Joe's basement, JML Optical had the space and mechanical capacity to continue growing. What he needed were the
right people to help hum build his business.

Joe immediately contacted Gerry Lynch, a lens designer he had worked with at Hex. She started a few weeks later
Gierry designed lenses and lens assemblies that were econonical to manufacture and cost-effective in thewr use of
matertals. JML often sent these designs to manufacturers in Japan in an effort to further reduce production costs. “She
15 the real key 1o our suceess,” Joe savs. “She designed thousands of lens assemblies that we sold in those early years,
particularly for phototvpesetting and photocopying. ‘She did a phenomenal job." Today Gerry isa vice president of the
company and well past retirement age, but she is $till designing lenses on a full-tme basis for the company.

To develop a full scale operation, however, Joe required additional key members of the start-up team, On the sume
day that JML Optical moved into the Wollensak building, Dick Bachelder and Jack Schifimo, both experts in optical
manufacturmg, left Hex to join IML. Each of these experts possessed knowledge critical to the optical manufacturing
process. Dick possessed strong skills in optical centering, coating, and beveling. Jack possessed skills in optical
erinding and pohishing. Today, Dick 1s vice president of manufacturing, supervising over 30 manufacturing employees,
In early 1974, Mike McCusker joined the company as to increase JMLs sales efforts. His responsibilities eventually
evolved to melude oversight of optical quality and engineering.  Today, Mike is senior vice preswdent of sales,
engineering, and quality assurance, Several years later, Michael Julian joined JML to oversee finance and purchasing,
Today, Michael & sentor vice president of Operations and Finance.

Design, manutacturing, and guality assurance represented the critical capabiliies required to enable JML for
growth: The company's first m-house optical lenses were produced i April of 1973, In the early years; the company
produced higher velumie, low value added optics. The company’s target markel would eventually shift to medium
volume, higher vitlue added optics.

Although loe had a full-scale operations center and g strong team, he still faced hurdles. Addressing cash flow
issues became his greatest challenge during JIML's first decade of operation.

To improve cash Aow during the first year, Joe took no salary, He remembers the nightmare of covering payroll
every Thursday for those who worked with lim. However, with the aid of his family and his wife's family, plus
creditors such as Citibank, he met cash flow demands. From 1972 1o 1982, IML was i net borrower, though the
company was always profitable, Afler that time, however, the company repaid all its creditors and has since operated
with no long-term debt.

Joe's second challenge involved hiring the right people to foster the culture he desired. “It's hard for an
entreprencur. 105 hard 1o sel reasonable expectations for others when you have unreasonably high expectations of
vourself. So | just expected a Tittle less than | demanded from myself and didn™t always getit.,” Joe notes that he has
never had to fireanyone; employees for whom the fit was not right realized it and left before it came to that.

A third significant challenge faced by IML during its imitzal 10 years came as the result of the high demand for their
lens products. JML had established a corporate mantra of customer satisfaction. Semetimes this meant breaking mto
the soda machine to pay the UPS delivery fees for shipments. Joe placed the company’s customers above all else. He
would do whatever it took to satisty their needs. It was stnictly seat of the pants. Fun theugh, What a rush, A thousand
decisions by 10 in the moming.”

By the mid-1980s JML had successfully established itself as a pational leader in medium technology optics
production and outsourcing, 1ts sales had grown o more than S10 million by 1984, The company's financial position
also dramatically changed during this period, It no longer reqguired bank lines, debt, orauxiliary funding of any type.
The company generated significant cash flow and could easy supply the required operational and capital funding.



5. The JML Business Model

JML's success was fueled by a unique “business model™ that enabled the firm to co-opt aggressive off-shore
competition while providing the highest degree of service to North American companies. The medel developed
organically and was largely shaped by the business opportunity that enabled IML's rapid expansion. As noted above,
the apportunity emerged largely due to the poor customer service provided by many US optics manufacturers. Products
were often delivered 1o customers later than promised and below performance specifications,

The JML business model had three interrefated components: 1.) impeccable customer service/satisfaction, 2.)
pitsourcing 1o overseas producers and the development of in-house optical design, 30) quality and moanufacturing
experiise.

The centerpicce of JML's suceess was @ commmilment o ¢ustomer service.  The company's philosophy from
inception was to provide timely deliveries and top-tier customer service that met and often exceeded performance
requirements;

IML’s supplier relationships represented the second critical component in the model. JML sold medium-volume
precision optics, which entailed moderate design and high manufacturing capabilitics. Precision optics technology,
particularly in manufacturing, was well diffused across the world, From the company’s inception, it developed strong
supplier refationships with top-tier Japanese and later South Korean and Chinese firms. These firms, while possessing
skills to compete with IML at the lower end of the market, lacked the marketing savvy and breadth. brand name; guality
contrel and reputation to penetrate the North American market.

IML s in-house expertise represented the third entical component in the business model, The company’s quality
capabilities and production expertise developed over time, Initially, IML invested in quality assurunce, oplical deésign
and testing expertise.  These capabilities ecnsbled the company (o oulsource optical prodiuction 10 overseas
manufacturers while performing the highest-margin aspects of the business in-house. Owver time, the company
developed high-guality, medium-volume manufacturing capabilities. By the early 19805 much of the highest value-
added production was performed internally in Rochester, NY, Still, IML continued to focus on the sales and service
aspect of the optics value cham. [t also provided higher-value-added services, such as optical design, and the maost
sophisticated optical production,

Its unique business model also enabled the company o stabilize its employment base ina sometimes-grratic markel.
When evelical fluctuations reduced demand, Joe would shift production from overseas contractors to IML's Rochesier-
based operations. In more than 30 years of operations, ML never laid off an employee,

6. Long-Term Strategic Threats and Market Changes

By the turn of the millennium, IML was firmly ensconced as a leader in the approximately $200 million US market for
medium-volume, moderate technology optical devices.” It possessed & wide array of opticul design, grinding, polishing,
coating, and ¢ementing expertise. JML plaved o dominant role in the original equipment manufacturer {OEM) market
segment, In this segment, the OEM would provide specifications o JML, which would then manage the design,
production, and quality assurance of the product. The company's ability to provide apitcal “bundled value™ to customers
enabled it to compete in a market that most US firms had éxited, Former regional competitors, such as llex, Ednalite,
Viaro and Wollensak, exited the market in the 1980s. By the wrn of the millennium, IML's US based competition was
indirect and fragmented. Iis primary direct competitor was Irvine, California based Melles-Griot which aggressively
sought market share in the OEM market, IML catimated that Melles-Griot and JML ranked first and second in the
market, (Mher US-based competition emerged in the form of various small manufacturers with oplical capabilities and
expertise;

During this period, however, the optical market was once again showing signs of restructuring and change. Joe
knew these changes, pnmarly related 1o advances m technology, could adversely impact IML's competitive success
over the next decade.

lmprovements in overseas production and the growth and use of the Internet posed the first threat. As Aswan optics
producers became more integrated into the global economy and therr skills improved, their ability to circumvent JML
increased. As noted above, JML's business model ¢xtracted value, in part, by allowing the company to contract with
foreign producers o manufacture lower-margin goods, JML guaranteed und provided the quality assurance and
customer satistaction, As the capabilities of foreign oplics producers advanced up the value chain and the Intemet gave
them greater aecess 1o the North American market, foe could see the potential for IML s direct competition with Asian
producers,



The widespread use of optical design software represented the second threat. The company earned its highest
margins from customers requesting products that required JML's expertise in optical design. This new technology,
however, provided off-the-shelf computer software that allowed generic engineers to design optical products. While
IML management believed then and continues to believe that this off-the-shelf software will never totally supplant the
need for the superior performance of products deésigned by skilled optical designers, its widespread availability could
potentially reduce the demand for IML's products.

Jog saw new threals posed by structural shifts within the industry — shifts that created new forms of competition,
In order to suceeed in a changing and competitive environment, a number of optical’photonic compunies based in the
United States and Europe had implemented diversification strategtes. These new conglomerates, such as Melles-Griat,
CVI Laser of Albuquerque, NM, Newport Corporatian of Newpart Beach, CA and NYSE hsted Roper Industries bundle
photomes-related products and services to capture gredter value-added.  They provide not only optical design,
production, and value-added services such as coatings, but also general photonics refated products such as lasers and
precision measurement equipment. Additionally, many invested m Asian production factlities to improve their cost
competitiveness. Integrating these capabilities allowed the firms to provide significant valued-added to optical and
photomes end users.

7. The Changing Role of an Entrepreneur

Owver time, Joe's role evolved. During the early vears of the business, he closely oversaw day-to-day operations.
Revenues quickly grew from several thousand i 1972 1o over S10 million in 1984, As the company began to generate
significant cash flow and profitability, however, Joe’s priorities shifted. He focused less on growing the business and
more on service to his local community and national trade organizations. He became involved im chantable giving and
service W nationa] trade associations. He also redirected & sizable portion of corpurate earnings nto employee benefits,
Despite these additional activities, Joe elected 1o maintain most of his day-1o-day aetivities st IML.

Smee the mid-1980s, Joe had preferred slower growth —to keep the company manageable. By 2002, JML showed
sales of approximately $14 million, employed 85 people, and was both profitable and successful, Joe enjoyed managing
JML and often became involved in daily routines, 1 enjoy being involved with these tasks™. He was also aware that
tus hands-on style could be a hindranee to growth beyond the $20 million level, At times he considered hiring a new
president and moving 1o the role of chairman of the board, but was not sure if he could mamtain sufficient distance from
direet management were he 10 mave to the board,

By 2003, however, Joe had begun considening moving the company into snother high-growth stage: The next
growth phase would require Joe to place a greater emphasis on leading new strategic initatives and managing the
leadership team and less emphasis on daily operations, '

This move would require the company o shifl 10 the production of higher-value-added, more intricate optical
devices and the sub-assembly of optical devices for original equipment manufaclurérs, Potential opportunities for the
company were assoctated with a variety of optical products used by the telecom and bio-medical industries. One
specific high-tech product assoeiated with the telecom industry involved Dense Wave Division Multiplexing (DWDM),
This technology increased the bandwidih and efficiency of fiber optic networks, which allowed a cable 10 curry muny
conversations or datd connections by assigning each one a slightly different, but entirely discrete, wavelength. In 2003,
the market for DWDM systems was projected to grow at CAGR ol 28% over the nex| five yeius.m

Joe estimated that the company's entry into DWDM production could expand the annual sales 1o approximately $30
million within o 3 vear period, Production of these devices is complex, involving a process that places over 100 coatings
on w6 inch substrate. This substrate s then divided into millimeter sized pieces which in 2003 could sell for as much
as $1.400 per prece, Hence, one substrate, with a high manulactuning yield rate, could produce approximately $700,000
11 revenue,

IML's strong financial positon would enable 11 to enter DWDM like markets without the need of an owside cash
imfusion, The company wasalso fairly well posinoned for moving into advanced optical production - it currently owned
a number of sophisticated coating machines that could be utilized for DWDM manufacturing. Other equipment, such
a5 elchers and sophisticated glass cutting devices, could be purchased. Alternatively, 1if the company did not want to be
involved 1n this stage of production, the work could be farmed out o specialized firms primarily based in California.
IML estimuted thal, at & minimum, the necessary production equipment would require an investment of approximately
52 1o 3 million, The company did not ¢urrently possess the design, marketing, and some aspect of manufacturing
expertise required to enter the market, but skilled resources were available for hire. IML estunated that an additional 6
employees would be required to comperte in the DMDM market, and two of these would require PhDs like skill sets.



Despite the significant potential returns, @ move to higher value added optics related producis was very nisky.
IML’s traditional markets were: diversified, consistent, and profitable.  Many new photomes-related products,
particularly those associated with the: volatile telecommunications industey, could be extremely cyclical and/or
unpredictable.

Such established companies as Corning, JDS Uniphase, Lucent, and Nortel invested heavily in the photonics driven
telecommunications market during the 19905 and carly 20005 and posted substantial losses dunng  the
lelecommunications decline of 2001-2003. Caorning, the technology pioneer and market leader in fiber optic cible,
expanded heavily into the downstream telecommunications photonics and optic products, The company’s telecom
sepment revenues (meluding fiber optics, cable, and downstream devices) declined from T0% of toral révenue in 2001
to 46% in 2003, Largely as & result of the telecommunications crash, the company’s total revenues declined from
$7.1 bitlion in 2000 to $3.1 billion in 200317 1S Uniphase, an optical networks company specializing in components
and products associated with fiber-optics and cable television nefworks, experienced even greater volatility, The
company’s revenues fell from $3.2 billion in 2001 o $676 million in 2003." In 2001 the company reported over $50
billion in losses. Telecommunication equipment giants, Lucent and Nortel Netwaorks, also posted large revenue
reductions and losses as a result of the telecommunications crash and large investments in photonics/optical components
and systems. Lucent's revenue fell from $21.3 billion in 2001 to $8.5 billion in 2003. '“ The company reported losses
of over $28 billion from 2001 10 2003."5 Nortel’s revenue fell from $30 billion in 2001 1o $9.8 billion in 2003.'® Losses
during the same time penod were approximately $30 billion."”

Given the recent dismal performance of the largest and financially able telecom and photonics companies, IML
viewed entry into the DWDM market as risky, with no certain payofl in the medium term due to market and production
uncertainties,’® Due to this unpredictability, Joe did not believe that sccurate short or medium lerm revenue projections
were possible.'”

8. Company Succession and Entreprencurial Exit Strategies

Joe realizes the time has come to evaluate entical company succession issues and possible exit strategies. Now in his
late-30s, his retirement is not imminent, but e recognizes that it is likely that he will retire within the next 10 years,
Growing the company would require strong leadership, considerable time and effort and an ability 10 manage nisk. The
effort would also ental the delegation of considerable responsibility to acquire and develop new market and
technological expertise. Joe could start the effort, but it 1s unlikely that he would see the project through to completion.
Someone else would have to be found.

Joe once hoped that one of his children would succeed him at JML, but his children do not:desire to run the:
company. At different times, Joe's wife and children have worked parl time for the company, but they have never
shown an mterest in running the business. Currently, hus eldest daughter, Jeanna, 31, works part-time for JIML in the
finance/accounting area. Despite this connection 10 the company, her primary career concerns center on her family and
children and she does not wish to run JML, Joe's other two children worked at JML in their college years during
academic breiks, but even then they possessed limited interest m optics or IML_ Jodi, 30, is 4 professional social worker
living in thearea, Joe, 29, is a social studies teacher based out of a Midwest suburb. They too are very happy with their
current careers and unlikely to become invelved m the business,

Moreover, there are no long-term succession candidates within the senior management team. Members of this
highly skilled group are Joe's contemporaries and have been with the company since the 1970s, Three of the four vice
presidents - Dick Bachelder of Manufactuning, Mike MeCusker of Quality and Engineering, and Mike Julian of Finance
and Operations — are also in their nud- to late-30s. Gerry Lynch, vice president of Optical Design, 15 1 her mid-Ths.
(See Fig | below)

Other options are available to him. Joe could hire a president and chief operating officer and become board chair,
He could hire a dynamic senior manager, whom he-could groom to-eventually lead the company.



He also considers an Employee Stock Option Program (ESOF) or an [PO, which would allow him and hss
employees (o cash out of the business over tune, but these options do not solve the succession problem. Additionally,
IML’s size makes (hese options relatively costly.

The sale of the company is also an option, but Joe would be very selective in his chotee of acquinng companies.
Finaneial return is important, but not the highest priority. Joe views JML employees as part of his family and is
committed to continuing stable employment, A number of compunies might find JML"s expertise, customer base, and
production facilities very attractive, A foreign opties manufaciurer might find JML's market presence and contacts very
vitluable. A US or European based firm seeking to create a diversified photonies conglomenite would wlso find
significant value in JML's assets and expertise.
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9, Decision Point

Joe hus made many sacrifices o establish IML as a leader in the photonics industry, For many years, the company has
consumed all his waking hours. Still, Joe expects that he will not be the dayv-to-day chief executive 1n 10 years, He
wonders what life would be like 1f he were to let go of the rems and allow someone else to take over.

Joe enjoys the company, his employees and his work. He could be perfectly content keeping the company as it is.
He could maintain the current level of revenue for quute a white without pursuing any new.opportunifies, But where
would that leave IML in the future? Would he be leaving the company vulnerable 1n markets with ncreasing
competition and shrinking margins’ Does the changing environment dictate a proactive move into higher-value-added
optical markets and technology? And what about all of the people who work for IML, loyal people who rely on their
waork to support families?

These guestions form a constellation of issues whose resolution will determine the future of the company. Right
now Joe wishes he were better at reading the stars; he might know where his company will be in 10 years, who will be
leading it and what shape his own life will take



JML Optical at the Crossroads: Exploring Growth and Exit
Strategies of a Family Business

Richard DeMartino’

Rochester faxtitute of Technology

TEACHING NOTE

The ML Optical case was developed to explore and promete diseyussion on the impaet of un entreprencur's motivations
on strategie change, firm growth, and the tming and shape of the entrepreneur’s exit strategies,

1. Course Fit and Learning/Academic Objectives

This case was developed for standard MBA entrepreneuwsship or small business management courses. In a standard
intreductory entrepreneurship course, the case may be used in discussions related to formation of exit stralegies by
entrepreneurs. In a small business management course; the case may be employed 1o diseuss the changing role of
entrepreneurial managers in dynamic industries,

Genenie topies explored melude:

1, The role of the entrepreneur (and the impact of founder preferences) in fostering firm growth.

2. Complexities and difficulties associated with strategie change in small, successful firms,

3, Entreprencur succession and exit stratégies during trapsitions between growth phases,

The JML case promotes discussion and review of a number of academic Iiteratures related to exit stralegies
developed by entrepreneurs and the difficulties associated with management succession in small, closely held (ofien
family-operated) busmesses. While a growing body of literature explores the rationale and importance of
entreprencurial exil strategies, their emphasis is on high-growth firms with venture capital and angel investors.© Few
studies specifically explore why the founding entrepreneurs of closely held (often family-operated) firms may elect 1o
sell their companies, Existing research notes such significant factors as a lack of willing heirs, boredom and burnout,
dearth of capital, illness. personal liquidity, and desire 1o pursue other interests,” What is widely established in the
Iiterature, however, 15 that an entrepreneur’s decision to sell his or her privately owned compuny 15 intensely personi|
in nature? The IML case reflects the personal chowes facing Joe Lobozzo, president and majority owner of JML
Optical, Joe 15 not constrained by investors or corporate/personal cash flow issues — although his awareness of the
changing optics competitive environment does represent a constramnt.  instead, his exit decision will be shaped by
balancing his attachment to the firm and its employees on the one hand. and lus age and shift in personal interests on
the other.

The case also fosters o discussion gboul managemenl succession in family businesses. As noted in the case, Joe
Lobozzo™s intention was 1o create i company that would be continued by his children, Absent this culcome, Jue has no
formal succeession or exil strategy, o common dilemma among entreprencurs. Both the strategy and entrepreneurship
literatures agree thal most management succession issues are not well understood.” The entreprencurship literiture
notes the relatively unsuccessful efforts of entrepreneurs Lo pass their businesses to the next generation. The average



life expectancy of a family-owned business 15 merely 24 vears;” only three in 10 family businesses survive into the
second generation and only [6% pass to the third generation.” The hikehhood of succession 15 closely linked 1o the
degree of long-teem mvolvement with the company on the part of the children.® Within the case, succession prospects
-are also reduced by the high-technology nature of the optics industry: family succession is less likely in dynamie, high-
technology-oriented businesses.”

2. Case Synopsis

The case beging in 2003 with Joe Lobozzo®s debating the future direetion of both IML Opucal and his role as chief
execulive officer, Joe founded the company in 1972 and his since served as the company's majority owner and
president. JML compeles an the rapidly growang, yet ditficult to guantity, photenics and oplics mdustry. Specifically.
the compiny designs, manutactures, and sells preciston optics — i relatively old industry that has been invigorated by
recent advances o laser and light-¢mitting diode lechnology,  Brand new ndustries and markets such as those
swrrounding fiber optic telecommunications; hiomedical equipment, and automation sensors ete. have emerged us
enabling technologies.

The case begins by outlining Joe's motivations for starting JIML Optical. Growing up, Joe was fascinated with the
idea of starting and running a business, As a child he shined shoes; worked as a vendor in Yankee Stadium; and worked
for hus uncles” small fuel o1] business. Joe's uncles played a particularly important role in shaping his aspirations. He
saw their relative wealth and independence and soon equated success with entrepreneurship. Afler obtaining academme
und professional experience n the (Teld of opties, Joe wentified an opportunity 10 start o business in the early 1970s,
His employer at the time. optics praducer llex, appeared to poorly mandge the customer/production interfuce, The
opportunity emerged as existing lex customers sought other suppliers that could provide quility customer service.

Jue founded IML m 1972 and poured most of Iis time and energy into the business. As a result of his efforts, IML
grew o over S10 million in sales within 10 vears, Additionally, the company enjoyed both strong profits and margins,
However, IML’s growth over the next 15 vears stalled. While remaining very profitable, the company’s sales showed
only modest growth - 1o 814 million i 2003, Joe, now in s late 50s, was no longer focused on achieving high growth
rates. He placed a significant emphasis on service to community and chantable organizations and chose o make
employee job benefits a priority,

IML Optical competes n the precision opties industry.  Traditional optical devices were used to magnity visual
objects using natural sunlight i devices such as telescopes, eveglasses, artillery sites, ete. New mnovations in light
emitting devices such as fasers, however, have enabled the creation of entirely new mdustnes and markets such as fiber
optic cables, scanners, und sensors. Advances in mingaturization and the production of precision mstruments have also
strongly impacted the industry. A the photonics industry advaneed. lower-valued-added optics manufaeturing shifted
to lower-cost Asian countries, Many compantes based in North America escaped the onslaught of cheaper Asian optics
by shifting tp production of more complex and sophisticated products. As evidenced by the telecommunications crash
of 2000, there was significant risk inherent o these strategics. JML's unigue business model, however, protected the
company from these trends.

The case ends where it began with Joe's debating both the company s strategic direetion and his own future plans,

3. Case Analysis

Suggested study questions could inelude;

I Describe Joe Lobozzo's monivarions for staraing JME How have they changed?

As noted above, Jue's motives concerning the growth of IML Optical have changed significantly over the past 3 years.
During the company's first decade, Joe placed most of his time and energy mto growing the business. Subsequently,

however, Joe's prioriues shifted and he now emphasizes managing a profitable, slow-growth company; providing
stability to his emplovess, and serving the community.



2. Assess the viability of SML Optical 'y business model

IML competes primarily with Asian optics manufacturers, which have significant cost advantages. The company's
unique busimess model has enabled JML to compete effectively and become very profitable. A number of curremt
trends, however, suggest that the company’s success may be challenged mn the future. The diffusion of optical design
and production technology, the use of the Internet as 2 marketing plattorm, and advances in optical design software
represent lopming competitive challenges. The issue for IML 15 not i a strategic shift will be necessary but wien and
what forar it will take.

3 What shauld Joe da?

There are two related issues [nvolved in this question: What strategy should IML pursue and who should lead the
company during this shift? The first issue is-discussed above. The second and more germane issue relates o the shape
and tming of Joe's succession and exit strategy, While Joe had hoped that his children would eventually manage IML.
this oulcome appears unlikely, Absent this outcome, very little succession planning has been done. Given that IML's
talented existing leadership team are Joe's contemperaries, individual members of the group appear likely 1o advance
and contribute to a strategic shift to newer technology markets, but not to serve us chief executive officer. With few
family or internal options, there are a number of non-mutually exclusive successton options. Joe could hire a senior
manager to run the company and he could move to the board. Alse, he could hire a senior manager 1o groom over a
period of vears. These options, however. appear unlikely because Joe s not interested in overseeing a chief executive
office and he retains & deep emotional atlachment to the firm and its employvees. These conditions seem 1o rule out an
IPO and ESOP because these options would require exisling management o stay m place. The succession problem
would not be solvéd.

Another gption remains; Joe cawdd sell the company? From the information available in the case, the company
would provide the greatest valug to newly developing diversified opticsiphotonics firms or perhaps 10 a foreign
producer desinng o purchase North American market share. Toming is also a significant issue. Joe could leud the
company into the production and supply of higher-valued-sdded products and exit after several years, He could also
exit immediately. Joe's level of mtensity in growing IML is central to this discussion,

Faculty may also require students to explore the market dynamics associated with the photonics/optics industry, (1
have found this particularly helptul.)

4. Using online library and Inerner vesowrces, please research the photonics and oplics indusivies, What markets
employ photonics technology and systems? What is the growth potential of the marker? s the market volatile? How
have compares sucl ay Corning. Lucent, Norel, and JD Uniphase jaired in the market?

As will be demonstrated though class participation, estimates of the size and growth of the photonics industry fluctuate
drumutically, Most students identfy the market size in a range of $250 million to $75 billion. What most students do
agree on Is that the telecommunications markets (including fiber optics hne, fiber optics cables, photonics-based
telecommunications equipment, oplical devices, ele,) represent a significant segment. This market, however, hag been
hughly volatile. The market grew robustly in the 1990s, only to crash in 2000. Other segments, such as consumer goods
(scanners), and automation sensors also represent important markeds, The purpose of this section is to demonstrate both
the financial opportunities and sigrificant risks associated with the photonics industries. Major technology companies
such as Corning, Lucent, and Nortel were significantly harmed by their effort in photonics and telecom during the crash
in 2000, The research should down play compelition and focus on growth opportunities and volatility,

4. Lesson Plan

The teaching plan is designed to explore issues related to the impact of an entreprencur’s personal motivations on
strategic change, firm growth, and the timing and shape of exit strategies: The broad questions asked during cluss
discussion typicaily focus on: (1) the nawre of the photonics/optics mdustry (to provide background information), (2)
entreprencurial motivations for growth, (3) IML Opucal’s strategic positioning, and {4) potential founder exit and
succession strategies.

The suggested flow of questions 1s us follows:



1. Describe the photonics and optics market. What exactly s 1n?

The class typically begins with a variety of perspectives on the photonics industry and market, Most students note that
the market is potentially huge. Other students mention that a comprehensive market analysis is difficult to find and
market estimates range dramatically. From this discussion the conversation typically shifts to existing markets that
employ photonics technology. The telecommunications industry is typically the first one mentioned, The emergence of
fiber optic cable and supporting photonics systems represent a billion dollar market including cable, photonic devices,
and manufacturing equipment, To explore the natuee of the photonics/optics market, the instructor may ask questions
related to the stability of the telecommunications market,

* How has the telecommunications market fared over the past few yeurs?
*  How have companies such as Corming, Lucent, and Nortel fared in the photonics market?

These question tlesh out the huge uncertainty associated with the newly emerging photonics industry. Next, the
instructor may focus on the nature of the traditional optics industry.

+ Whal are optical devices?

Maost students use the case-provided definition of optics: They are primarily glass or plastic devices that divert to
alter the properties of light. Next, a follow-up question is asked regarding the technological nature of optical devices,

+  Are optics high- or low-technology products?

Most students typically agree that optics can be either high- or medium-technology. Using the case material,
students nofe that stundard optics production largely shifted 10 lower-cost overseas production. At this pomlinstructors
may ask a brief question about JIML Optical,

* In what segment of the photonics market does JIML compete?

Most of the students desenibe JIML Optical as competing, at least in part, in the segments that migrated to lower-
cost overseas producers. JML Optical is a basic optical manufacturer that creates value by offering superb customer
service and high guality, medium-technology products. Once the photonies and opuies markets are discussed, the
questions progress to the motivations of IML founder Joe Lobozzo.

2 What motivated Joe Lobozzo to found and grow JML Optical?

Most students typically mention influences consistent with the entreprenevrship literature. These answérs range from
early role models, equating entrepreneurship with financial and personal success, a desire for independence, etc,
Inevitably, students focus on Joe's change in professional prionties. They note that Joe's priarities changed from
promating rapid growth Lo managing a very profitable company with limited growth. To emphasize this change in
focus, mstructors might ask a number of questions that demonstrate the personal nature of these decisions. For example:

* Why did Joe's professional priorities change?

+  What factors might have influenced Joe's changing pniorities?

The next series of questions focus on Joe’s personal management style. Instructors might ask questions such as:

* How does Joe manage IML?

»  How would you desertbe Joe as a manager?

Students generally note that Joe is a hands-on type of manager and there are only u few other members of the
management team described in the case, After some prompting, students mention that these other muanagers hud

functional (engineering or manufacturing) expertise. The next follow-up question seeks (o link Joe's management role
and motivation together.



+ Are nny internal or external stakeholders encouraging IML to grow?

Students typically mention that Joe is the primary owner and his management team appears functionally focused.
Some students note that the decision is ultimately the owner’s and Joe has chosen 1o favor profitability over growth.
These answers lead Lo the next senes of questions, which focus on JIML Opucal’s market position and business moded.

3 What is IML s busincss model? And hus it been sticcessful?

After asking this question. instructors might preface it by first asking for the components of JML's business model
Afler defining the model. students typically describe it as successfully co-opting fierce Asian competition, Instructors
might want to follow up these answers by asking students:

= How does ML extract value from the market?

Students typically note that JML extracts value based primanly on excellent customer service. Value is also
extructed from higher-value-added services such as providing optical design or coatmg. Instructors may want to follow
up these answers by asking siudents:

* How do you assess the future viability of JML’s model”

This question typically begins a robust discussion about the changing technology environment and JML's current
strategy and business model. Some students propose that JML should rapidly shift higher-valued-added optical
componeniry, Other students are more cautious about the timing of the shift. They note that a move into higher-valued-
added photonics is risky, as demonstrated by the recent telecom crash.  They also note that JML, in the short term, lacks
the cupabilities 1o enter these fields, Sometimes, o smaller number of students suggest that IML should discontinue
manuficturing and focus on its core “customer relationship function”.

Adter this discussion, the instructor should ask questions linking strategic change to the desires of the owner,

4 What should Joe da?

Since potential strategic options were previously discussed, this conversation focuses on the exil stralegies, timing, and
personal preferences of the entrepreneur. Instructors should lead the discussion 1o note that the nisk/return choices are
based on both personal and professional factors. Some students suggest that Joe should sell the company to a
technology savvy photonics firm. Others believe that, given Joe's mterest in the company, he should hire a new chiel
operating officer. This discussion typically also integrates Joe's exit strategy tmng. Students actively discuss whether
Joe should retire now or 1n the next five years.

The case may be concluded by asking students:

* In this case, what role does the entreprencur play i the strategic growth of a company?
*  How might this case be different if Joe were not JML's pnmary owner?

* How important s succession planning?
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