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1 Executive Summary

The advent of digital technology threatens the traditiona photography industry. Kodak’s
current strategy broadens its speciaized scope on photography to include the “infoimaging”
indudtry in response to a dramaticaly changing industry environment. Infoimaging, which is
more fully described later in this report, represents the convergence of imaging and information
technologies beyond their traditiona boundaries. Redefining Kodak’ s industry as infoimaging
poses both opportunities and chalenges for Kodak that did not exit in the traditiona
phaotography indudtry.

Dan Carp, Kodak’s Chairman, Chief Executive Officer, President, and Chief Operating
Officer, defines Kodak's four growth dtrategies as.

1) Expand the benefits of film;

2) Driveoutput in dl forms;

3) Makedigitd easy; and _
4) Expand presence in new businesses and new markets!

Kodak’ s success depends on its ability to manage the traditiona photography to
infoimaging trangtion. This report focuses primarily on Kodak’ s photography business unit,
gnce it provides Kodak with over 70% of its revenues.

Our analysisidentified the following issues critical to Kodak's future:

?? Kodak has been reducing its investment in research and devel opment; thiswill resultin a
lack of innovetive competitivenessin the long-term.

?? TheKodak brand issngularly linked to film. We see this as recipe for disaster, as was the
case with Polaroid and ingtant cameras.

?? Kodak' s revenues are not diversified — the company is heavily dependent on film.

?? Kodak is il film-centered, has dready missed the opportunity to take the lead on the digital
camera, and appears satisfied as a number three or four player in this business at present.

Our short-term recommendations arethat K odak:
?? Continue its harvest srategy in the maturing photography industry by leveraging film
benefits and capturing emerging markets;
?? Continue to partner with industry leaders to gain experience and credibility in the digital
Space;



?? Continue to promote the Kodak brand with single use cameras, especialy in markets where
the multi use camera affordability is prohibitive; and

?? Reduce layers and iminate cogts within its organization, increasing shareholder vaue by a
least $1.4 hillion.

Our long-term recommendations for Kodak are:

?? Break the Kodak business units into separate companies. Our valuation work demonstrates
that another $0.9 hillion of shareholder value can be generated via a divestiture strategy;

?? If full divestiture does not gpped to management, Kodak should stop devel opment spending
in the film business, reduce its dividend, and divert earnings to development spending in
unitswhere the indudtry is growing - hedth imaging and digitd technologies; and

?? Pursuethe current infoimaging strategy but with increased focus on innovative products and
extensve marketing designed to reposition the Kodak brand.

Internationally, Kodak should:
?? Continue to pursue emerging markets with film products;
?? Aggressively promote Sngle use cameras in emerging markets, and

?? Continue to locate more manufacturing overseas to reduce costs.



2 External Analysis

George Eastman founded the Eastman Kodak Company in 1888 based on his patented dry
plate formula and a machine for preparing large numbers of photographic plates. His passon, to
smplify the complicated process of photography into an “every day affair’, ingoired his
innovations. George Eastman’s god, to provide convenience and qudlity to customers so
everyone could experience photography and “capture and re-live their more cherished moments,”
remains intact at the Eastman Kodak Company of today."

2.1 Industry Definition and Structure

Figurel. Infoimaging Industry Diagram

Thel nfoimaging I ndustry: 385 hillion dollars — more than four-and-

a-half times larger than the conventional photo market. It grows at 9 to 10 percent per
year. No one company has more than a 6 percent share.

Devices capture, digitize and print
images and information.

Services and media
allow images to be shared
and preserved.

This segment include digital
cameras, scanners, printers, PDAs
and wireless devices.

This segment includes photo
printing; document

preservation; and all kinds g
medialike inkjet
paper, CDs, film
and photo paper

50%

Infrastructure

This includes the back-end
14% hardware and software

that allows imagesto be
stored, edited and
distributed.

Information fromwww.K odak.com

2.2 Definition

Kodak competesin the “infoimaging” indudiry. “Infoimaging” isanew term thet
describes the convergence of image science (also known as, conventiona photography) and
information technology. Infoimaging is a$385 hillion-plus per year industry’. K odak was one
of the top two playersin the conventiona photography industry, which peaked in 2001. The



conventiona photography industry is undergoing amgjor trangition (and possible
cannibdization) from anaog technology to digita technology. The infoimaging indudtry, in

contrast, is now growing at 9% to 10% per year and iswide open — no company has more than a

6% market share. Kodak’s own industry definition isimportant to understand when evauating
Kodak’s current strategy.

Kodak has four Strategic Busness Units (SBUSs) to address the infoimaging industry
market: Photography, Commercial, Hedlth, and Other. Kodak’s SBUs address the following
market subsegments:”

Photogr aphy Health Commercial Other
Consumer FHIm Digitd Graphics OLED (Organic
Light Emitting
Diode)
Consumer Camera | Conventiona Document Sensors/Optics
Imaging
Consumer Paper Commercid and | Miscdlaneous
Government
Savices
Processng/Retall Wide Format
Inkjet
Kiosks/Labs/Other
ProPhoto
Entertainment
Digitd and
Applied Imaging

Thisanalyss focuses primarily on Kodak’ s Phatography SBU, which currently
comprises 70% (approximately $9 hillion) of Kodak revenues. Dedlinesin revenue and growth
over the past two yearsin the Photography SBU represent the greatest immediate threet to the
long-term hedlth of Kodak.



2.3 Structure

The worldwide photography market is an $36.4 billion market. The following figures
depict the market breakdown and the photography product subsegment overview.

Figure2. Worldwide Photography Market - 2001

Worldwide Photography
Market for 2001

Film 23%
Photofinishing
C\ 42%
Paper 500 __—

Cameras

Total = $86.4B
30%

Source: Salomon Smith Barney

Figure3. Photography Industry Product Overview

Photography Products Overview

5mm SLR camera
ompact fashion camera
EOS Auto-focus camera
Digital camera
Single use cameras

Connection styles
Sensors
Controls

View finders

Cost

Cost, and -
different

compression
. and
Photo only printers ensor capacit
Photo and text printers

Photo processing websites Special_ty Paper
Kiosks Film
Ink

Software,
sometimes bundled

) o with digital
Specialty photo finishers cameras
\_ Drug/Grocery stores
Quality
Speed

Convenience
Cost




2.3.1 Level | Structural Analysis

This section summarizes results from four level industry structura analyses of each of the
four key photography market subsegments: film, paper products, cameras, and photo-processing.
Each leve 1 factor has an assgned value. A vaue of “1” indicates that factor is unfavorable,
whileavdue of 5" indicates that the factor is very favorable to the industry, specificaly Kodak.
Appendix A tables contain analyss details and quantitative rankings of each Level 1 factor.

We combined the paper and photo- processing segments during andysis for reasons to be
discussed later. The following three diagrams summarize the first and second leve industry
gructural analyssfor the key market segments.

Figure4. Quantitative Analyssof the Film Industry
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Figure5. Quantitative Analysisof the Camera Industry
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FILM PRODUCTS
Appendix A contains discussion of the film segment structurd forces. Figure 4

graphicaly displays the vaues assigned to each factor.

ANALOG AND DIGITAL CAMERAS
Appendix A contains discussion of the structura forces for the digital and andog
cameras segment. Figure 5 graphicaly displays the vaues assigned to each factor.

PAPER AND PHOTO PROCESSING

Photographic paper and photo-processing go hand in hand. Retailers and photo-
processing centers are the buyers, while film manufactures are the suppliers. Typicdly, amateur
photographers purchase small amounts each photo paper type including those for digital output.
Therefore, these two Kodak photographic divison segments are andyzed under one umbrdla
during the gructurd andyss.

Photo finishing includes saverd technologies: photo finishing, online photography,
digital kiosks, and minilabs. Photo finishing is projected to grow by 1.4% per year over the next
5years.” The paper segment includes retail and commercia outlet print paper as well paper sold
for home use, such asinkjet printer photo paper. Paper usage is expected to decline by 0.3% per
year over then per from 2001 to 2005."!

Appendix A contains discussion of the structura forces for the paper and photo-
processing segment. Figure 6 graphicdly displays the value assgned to each factor.



2.3.2 Level Il Structural Analysis

Recondiliation of the six-force factor values gives an overdl rating for each force. The

reconciled ratings represent a Smple average of dl force components. The following tables

display the assigned factor values with the associated force.

Tablel. FilmProductsLeve Il Structural Analysis

Competitive Force

Competitive For ce Assessment

Reconciled
Rating

Rivary

FHIm indugtry rivary is characterized as an oligopoly
that competes on price. Therating for industry rivary
isneutra due to the dow growth and limited product
differentiation.

31

Buyer Power

FIm is not acommodity, yet it has some of the
characterigtics of one. Buyers are very price
conscious with switching costs very low. The only
saving factor is that buyers will not backward
integrate. Thisforceis rated mildly favorable.

22

Barrier to Entry for
Entrants

Many barriers make this force semi-favorable. The
incumbents have achieved economies of scae and
learning through years of producing high output. In
addition, channel access and the expectation of
retaliation make the industry undesirable.

4.0

Supplier Power

Thisforce is sami-favorable due to commaodity nature
of the raw materials used to produce film. The raw
materias represent asmal amount of the overal
volume supplied by vendors while thereis limited
threat of forward integration by vendors.

3.7

Threat of Substitutes

Digitd camera subgtitution cuts into film demand
growth. The substitute prices and performance are on
par with andog camerasfilm. Subdtitution likelihood
due to moderate switching costs makes this force
neutrd.

3.3

Effect of Complements

Thisforce is consdered semi-favorable because
sgnificant inertiaexigsin the film use to capture
pictures. Kodak and others have developed single-use
cameras and scanners to extend the film life cycle,
These will drive film sdesfar into the future,

4.5




Table2. Analogand Digital Camera Leve Il Structural Analysis

Competitive Force Competitive For ce Assessment Reconciled
Rating
Rivary Indugtry rivary is semi-favorable due to the high 39

product differentiation, incrementa capacity, and low
exit barriers. The stakes are high for film producers
and moderate for non-film based competitors. A few
highly competitive players dominate the indudtry.

Buyer Power Thisforce is sami-favorable with camera switching 3.6
costs and the smdll fraction of the buyers purchases
being the weskest factors. The strong factors include
high level of buyer informetion, differentiated
products, and low chance of backward integration.

Barrier to Entry for Product differentiation and intellectua property are 3.6
Entrants rated as moderate. The top five incumbents control
over 80% of the market due to the economies of scae
and the sgnificant camera production expertise
required. Thisforce has amoderate rating as a result.

Supplier Power Camera component suppliers have some power, which 2.7
crestes amoderately favorable rating. Semiconductor
and optics suppliers provide highly differentiated
devices. However, the importance of product quality
and the industry make the factor neutral.

Threat of Subgtitutes A video camera can subdtitute a till camera but cost 2.0
and difficulty in trandferring a captured image makes
thisapoor stand-in for adill camera. Therefore, this
factor israted a semi-unfavorable.

Effect of Complements PDAs and cdll phones are current digita camera 4.3
complements. Camera numberswill incresse as
multifunctional devices become more popular due to
the synergy created by providing images with voice or
text, making this factor semi-favorable,

10




Table 3.

Paper and Photo Processing Leve Il Structural Analysis

Competitive Force

Competitive For ce Assessment

Reconciled
Rating

Rivary

The photo-processing industry is an oligopoly with
two mgor vendors carving up the world regions.
Stakes are high for both Kodak and Fuji astheir film
sdesare highly dependant on the success of photo
processing.

3.7

Buyer Power

Thereislittle threst of back integration, Snce
switching cogts are high and buyer information is
limited. However the importance of the industry is
minor, differentiation is minima, and competition is
high. Thisforce, therefore, israted as neutral.

3.2

Barrier to Entry for
Entrants

There are sgnificant economies of scale and learning
for traditiond film processing. However, the advent
of digita cameras enables processing to be performed
at akiosk inamall. Thisreducesthe barrier to
accessng the digribution channdl. The forceis given
amoderately favorable rating because of capita
requirements, intellectud property requirements, and
the previoudy listed reasons.

3.8

Supplier Power

Some film processing materids are commodities
while others are specidized products. The most
important factor is product quaity because the
equipment carries the vendor’s name. Industry
importance to the supplier is moderate and forward
integration is unlikely. Supplier power is neutral.

2.7

Threat of Subgtitutes

Digitd camera use and the Internet reduced photo-
processing demand. Subgtitution is occurring among
the techno-savvy but switching costs are moderate due
to the required infrastructure. Thisforceis semi-
unfavorable.

2.0

Effect of Complements

Continued analog cameras use drives most photo-
processing demand. Single-use cameras availability
makes them an excellent choice for specia events.
However, the high cost of photo processing may lead
to the purchase of lower cost digita cameras. This

force is semi-favorable.

4.0

11




2.3.3 Level lll Structural Analysis

Table4. Film ProductsLevel 3 Analysis Summary
Competitive Force Effect on Industry Ranking
Rivdry Neutral 1st
Barrier to Entry for Entrants Moderately Favorable 2nd
Threat of Substitutes Neutral 3rd
Buyer Power Moderately Unfavorable 4th
Effect of Complements Highly Favorable 5th
Supplier Power Moderately Favorable 6th
Overdl: Neutral

The film industry rates neutral based on asix forcesweighting. Indudtry rivary isthe
mogt critica force. Four competitors control over 90% of the film market. Entry barriers are
high due to limited vendor product differentiation, vendor price focus, and economies of learning
and scae. Threat of subgtitutes is another critica factor. Digita cameras are on par with analog
cameras leading to anadlog camera sdes cannibdization. This effect reduces film demand, a
trend that will accelerate as more digital cameras represent a better vaue than analog cameras.
Product complementsimprove film demand and supplier power islimited, but these forces are of

secondary influence. Unfortunately, the positive effects of complements do not outweigh the

effects of digitd subdtitution.
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Table5. Analog and Digital CamerasLevel 3 Analysis Summary

Competitive Force Effect on Industry Ranking
Rivdry Moderately Favorable 1st
Effect of Complements Moderately Favorable 2nd
Threat of Subgtitutes Moderately Unfavorable 3rd
Buyer Power Moderately Favorable 4
Barrier to Entry for Entrants Moderately Favorable 5th
Supplier Power Neutral 6th
Overd!: Moderately Favorable

The cameraindustry is moderately favorable, based on the weighting of the Six forces.

Industry rivary isthe mogt critica force. Five competitors control over 80% of the world
cameramarket. Thisinfluencesthe effect of complements and threet of subgtitutes. Camera

vendors offer differentiated products with connectivity to complementary products such as

computers, printers, and the Internet. However, video cameras, a strong substitute, can take il

photos that are on par with the low-end digital cameras. Buyer power contributes a positive
affect to the rating because vendors have differentiated their products with avariety of features.

In addition, buyers and suppliers are unlikely to backward and forward integrate respectively due
to the high-leve of industry knowledge and intellectua property required.

Table6. Paper and Photo Finishing Level 3 Analysis Summary

Competitive Force Effect on Industry Ranking
Rivary Moderately Favorable 1st
Threat of Subgtitutes Moderately Unfavorable 2nd
Barrier to Entry for Entrants Moderately Favorable 3rd
Effect of Complements Moderately Favorable 4th
Buyer Power Neutral 5th
Supplier Power Neutral 6th
Overdl: Moderately Favorable
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The paper and photo finishing industry is moderately favorable, based on the weighting

of the six forces. Indudtry rivary isthe most critica force. Two players with the highest stakes
control the industry: Kodak and Fuji. Competitors want to displace these leaders from their
dominant pogitions as much as possible. Kiosk, inkjet printer development, and deployment give
new entrants an opportunity to compete on aleve playing field with Kodak and Fuji. Likewise,
consumers are able to subgtitute adigital cameraand computer for film processing and printing.
Kodak and Fuji hope to maintain their leading market pogitions by offering innovative products
such as single use cameras, SO consumers will continue to use photo-processing and printing
services. Supplier and buyer power represent secondary concerns due the lack of incentive to
integrate into the photo finishing market and the lack of importance represented by the industry.

2.3.4 Level IV Structural Analysis

FILM PRODUCTS

Thetop four film firms' drategic Sakes are very high. Kodak has a 120-year-old
prestigious reputation at risk if it cannot grow film sdes a least asfast asnomind GDP. FiIm
represents over 70% of Kodak saes, as previoudy stated. Photogragphy digitization isthe main
threat to Kodak, as well as to the other three market leaders. Kodak’s strengths are not in
developing innovative consumer eectronic products. It isthe leader in producing quaity
photographic products. The challenge for dl playersisto develop strategies to postpone the
declinein film revenues until they are able to diversfy into other markets with higher growth
prospects.
ANALOG AND DIGITAL CAMERAS

Kodak participates with four other firms to control 80% of the camera market. Kodak
has only a 10% share of worldwide camerasdes and is playing catch-up with the other firms.
All of the other firms are based in Japan, the technologica camera breeding ground. Japanese
consumers are demanding and well informed e ectronics product consumers. The trend towards
digitization has resulted in declining andog camera demand and has led to better digital camera
and video camcorder value. Kodak may find itsdf a niche player of digitd and andog cameras
if it does not quickly lead with innovative products and substantid marketing. Kodak’s strategy
of focusing on infoimaging may be the key to developing complementary products so thet it is
not pushed into a market niche.
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PAPER and PHOTO FINISHING

The photo finishing and paper consumption market Stuation is only dightly better than
that of film consumption. This market isinfluenced by long-term contracts negotiated mainly on
price. Maintaining these contracts with cussomersis crucia for Kodak and Fuji. However,
photo finishing kiosks and home photo finishing tools make the two leaders compete in areas
where the end consumer bases purchase decisions on vaue, quality, and price instead of on long-
term price contracts. Kodak and Fuji need to develop products to meet this demand. In addition,
they need to continue to make analog camera use atractive to consumers so that processing and
paper consumption revenues will continue to grow &t least as quickly as nomina GDP. Rapid
camera and photo finishing technologica changes mean that Kodak’ sintellectua property
callection haslittle vaue if a disruptive technology or a network externdity causes consumersto

shift away from photo- processing atogether.
2.4 Environmental Analysis

2.4.1 Global

The trend towards globdization requires business functions to become virtua processes
0 that where they occur isimmateria."!! Infoimaging product demand will grow as the real-time
nature of globa business transactions becomes increasingly important. For example, adigitd
photo of afabric in Japan e-mailed to adesigner in Italy provides the ingant visua information
necessary to make a purchase decison in the short business cycle fashion industry. Or, a
semiconductor equipment manufacturer corporate office views adigita photo of a broken part at
an overseas customer site and knows immediately the necessary design changes required for its
products currently in production. The ability to smultaneoudy view and evauate hedlth images
by medica experts on different continents and to share archived information in hospital
computer networks improves the level of hedth care' These examples only touch the surface
of the numerous ways that digital images improve the way people communicate and conduct
commerce globaly.

Emerging markets such as China, Latin America, and Eastern Europe provide new globa
opportunities for photography product companies. Companies, whose core businessis based on
traditiona products, compete to establish dominance in new markets where they can expand the

remaining film benefits. World Trade Organization negotiations strengthen these potentia
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opportunities. Lasgt year Chinajoined the World Trade Organization, integrating it fully into the
globa economy, adding over one billion additional consumers.* However, developing markets
inherently pose challenges due to factors such as palitica and financid voldtility, potentia for
conflicts with other nations, and lack of established credit and account collection systems* U.S.
currency devauation is another variable that could adversely affect a corporation atempting to
do business within an emerging market.

The 9-11 aftermath impacts the infoimaging industry photogragphy subsegment in many
ways. War and terrorism threats increase the need for commercid and governmentd systems
photography products such as large format agrid films*' In contrast, the 9- 11 aftermath
negatively impacts the following indugtries that the infoimaging photography segment depends
on: travel, entertainment, advertising, lodging, and theme parks. X" Irrational price swingsin
arline fares, the security hasde factor, and the poor economy continue to keep travel numbers
down. " In 2001, for international arrivalsto the U.S. done, there was a decline by 10.9 percent
for atota of 45.7 million arrivals™  Although this number indludes businesstravel, it
demondtrates the magnitude of 9-11' s influence on travel.

The photographic sector is vulnerable to severe weether that influences picture taking and
processng activities. A Salmon Smith Barney analyst reports that 40% of picture taking is done
in the summer. The higher than normd precipitation in Europe during the summer of 2002
reduced tourism by 20%, which led to lower film sales*”

2.4.2 Social

Early adopters strongly influence the socia acceptance of digital photography. They
recommend digital cameras to others and purchase cameras as gifts for others. Research by
Future Image, Inc. finds that the top eight digital camera vendors believe that the mass consumer
market is ready for digital cameras. Early adopter sdes were previoudy based on increasing
resolution. Now that digital cameraresolution is gpproaching that of traditional cameras, the
overal experience and ease of use have become the most important factors to mass consumer
market adoption.X"!

Professona photography includes fields such as advertising and wedding photography.
Many professiona photographers embrace the benefits that digital imaging provides, which
positively affectstheindustry. A recent trend is digital wedding photography. A wedding
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professond photographer using adigita cameramay take as many as 2000 images during a
wedding. No cogt isincurred until an image is manipulated or processed in someway. In
contrast, analog film photographers typically take 200 to 300 images. Film and processing
expenses trandate to a per-image cost of over $1. Digita photography prevents image loss due
to cameraloading or film damage. Digita photography aso reduces the anxious wait time for
film processing and the uncertainty of whether or not a once-in-a -lifetime moment was
adequatdly recorded. Photographers who convert to digital say that dthough theinitia
investment is expendve; the increase in efficiency and credtivity, and the reduced film and
development costs more than offset theinitia investment*!' Photojournalistic wedding
photography trends benefit from digital technology. A photographer focuses on capturing candid
moments rather than limiting himself to planned photo opportunities due to numericd film roll
condraints.

Digital imaging is quickly replacing traditional photography in the advertisng fied.
According to Vertis Advertisng Production Services, the change to digital photography
dramaticaly improves advertisng workflow because images are dready in digita format and are
available for immediate examination and use "'

Introducing products into emerging markets requires in-depth knowledge of how these
markets work. For example, Chinese look to Japan for trends. Japanese products are seen as
“hat,” thus fuding Kodak’ s competition with Japanese infoimaging companies. E-commerceis
not a popular distribution channel in China, due to the lack of computer infrastructure, but
Chinese supermarkets offer shoppers awide sdection of ectronic products. Fortunately, for
Kodak, 27% of those surveyed in 21999 AC Nielsen China Millennium Report stated that the
Chinese often use or own Kodak products

Artigs differ on whether or not digital imaging is photography. The Photographic
Society of America, Inc. defines a photograph as “an image produced on a light- senstive surface
by the action of light.” If image components are assembled in a computer and no light is used
to form the new picture, some artists argue that the resulting picture is graphic art instead of a
photograph. Artists who participate in photography contests and exhibitions are concerned about
the blurring boundary between photographic and graphic art. The concern is based on the ability
to manipulate images that digital has crested.
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2.4.3 Technological

New technologies continue to redefine the photography subsegment of the infoimaging
industry. Photography players need flexibility and technological expertise to adapt as cdll phone,
persond digital assistant (PDA), digita camera, 1ap top computer, and fax capabilities converge.

Electronic sgnature technology and eectronic locks are necessary to ensure that digital
photos have the same security and credibility astraditiona photos. However, the technology
needs to be more user friendly to apped to those that are digitaly chalenged.

Thedigital photography focus is now on making images eader to take, print, and share.
The Internationd Imaging Industry Association (I13A) joins companies with the purpose of
creating a Common Picture Exchange Environment (CPXe). A CPXe enables consumersto use
any digital camera.and photo finisher combination to retrieve their prints**' Thus, industry
competitors must sometimes work together in order to capitalize on infoimaging opportunities.

Kodak and Fuji are driving the expansion of film with single use cameras (SUCs). These
products target low income and young consumers that could not otherwise afford an analog or
digita camera. Low cost and reusable materias enable Kodak and othersto produce a camera
with arall of film indaled a avery afordable price

FIm manufacturers are expanding film usage to collect hedth-imaging information for
digtribution among hedlth professonds. Information collected on film will be picked up by light

sengtive eectronic components, and then stored in computer memory.

2.4.4 Governmental/Political

Theinfoimaging industry has a symbiotic relationship with the Internet. The ease of
sharing images via the Internet promotes the trangtion to the use of digitd materids. The
growth of Internet sales has resulted in U.S. Congress debates on Internet salestaxation. Internet
taxation within the U.S. border is the sole responsibility of the Advisory Commission on
Electronic Commerce. For now, the Commission has postponed the tax issue and proposed: “a
5-year extenson of the federd moratorium on specid taxes on Internet sdes; the reped of a3-
percent federa telecommunications excise tax; and prohibition of taxes on any digitized goods,
including downloadable software or music.” " Taxation on Internet transactions could hinder
two desrable sdlling points of digital photography — the convenience of sharing information and
cost savings.
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2.45 Ethical

Digitd image manipulation and ease of modification add an ethicad eement of concern
for the infoimaging industry. For example, CBS was accused of “digita deception,” using
digita technology to midead (January 2000). CBS had replaced the NBC logo with a CBS eye
in Dan Rather’s reports from Times Square in the millennium coverage™ " The new technology
poses issues of image authenticity and image integrity. The Digital Custom Group, Inc. drafted
“Modd Guiddinesto Protect the Integrity of Journdistic Photographsin Digitd Editing,” in
February 2002. These guiddines provide “interna policiesfor technica, objective gpplication of
digital image editing procedures to journdistic photographs™ " The ease of ateration also
changes the credibility of photography as evidence in the court of law. Advancesin verification
technology play akey rolein digita imagery usein court.”*¥

Manufacturing in targeted emerging markets, such as China, provides photography
corporations advantages such as lower trangportation costs, more operationa control over
marketing, sales, and distribution, and aforeign exchange hedge*¥' However, thereis political
and ethica pressure for linking “Most Favored Nation Trading Status’ (MFN) to human rights
improvements in Chinaand Tibet. In opposition, corporations such as Kodak lobbied on behaf
of the Chinese government to keep trade and human rights issues separate!! Currently, China
dill has MFN trading statuswith U.S. In early 1995, the Clinton Administration encouraged
companies to respect a voluntary code of ethics, "Moded Business Principles’, issued for U.S.
corporations doing business overseas. Companies that publicly supported these principles
include Boeing, Honeywell Inc, Generd Electric, Eastman Kodak, the Rockwdl| Internationa
Corp., and Lord "1 These companies say they support the ethical treatment of workers
oversess, however, by desiring the separation of trade and human right issues, they dilute the
U.S.’ power to improve conditions for Chinese people.

2.4.6 Economic (Macroeconomic Trends)

The globa economy isin congtant flux with the potentid for war looming. The price of
oil roseto just under $30 per barrel with the talk of war. Oil prices may increase, and a
prolonged war could prolong the worldwide recession.™™  Recessions adversely affect numerous

indudtries, including the photography indusiry, as shown in the following examples
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Darryl Jenkins, in a presentation a the 2002 FAA Commercid Aviation Forecast
Conference, stated, “business travelers income eadticity is 1.35 when amua GDP growth is
between 2 and 3.5, and 2.0 when GDP growth isabove 3.5”. Hisresearch indicated that “income
eladticity of demand for lesure travel is aways higher than that for busness’, and demondirates
how business travel providesinsight on the effects of leisure travel on GDP.** A negdive
economic Stuation affects both vacation photo numbers and new product saes when consumers
are concerned about money. Businesses such as eBay heavily rely on digita imagesto assst
transactions. AOL, which has collaborated with Kodak, provides aforum to share digita
pictures called “You' ve got pictures.” The Photo Marketing Research Association found that

“sending photos by e-mail was the number one reason for using digital camerasin 2001.”!

2.4.7 Demographic trends

Currently, the aging baby boom generation, born between 1946 and 1964, dominates the
U.S. population as agroup of 83 million individuals™!" The baby-boomer aggregate income is
$4.1 trillion. " This large demographic segment provides important infoimaging industry
opportunities. Baby boomers are typicaly physcdly fit and financialy successful, enabling
them to have an active lifestyle that increases opportunities for photos.

On the horizon, an increase in the population of ages 20-34 islikely. "V Inexpensive
products such as the disposable cameras or stylish digita cameras target this younger segment.
In 2001, the share of households that used single use cameras (SUCSs) approached 9%6."*¥ This
market continues to grow, with digposable cameras making up 18% of the one-year processing
volume ending in June 2002. SUC customers are more likely to purchase higher cost fast
processing. In 2001, 39% chose fast processing of one-time-use cameras versus 33% for 35 mm
rolls. Below-average income households and those headed by <25-years-old persons are more

XXXV

likely to use one-time-use cameras. Capturing arelationship with this population improves
chances of increasing customer lifetime vaues.

Photo Marketing Association (PMA) research shows digital imaging gaining popularity
with femde consumers. Women wereinitidly dower adopters due to their interest in
maintaining traditiona photo abums. However, research shows that women are purchasing and
using digitd camerasin grester numbers and they are spending more on photo finishing. The

XXXVii

following table contains PMA research data.
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Table7. Digital Camera Use by Male and Female Consumers
Respondentswho owned a digital camera 3+ 70% mde 30% femde
years

Respondentswho owned a digital camera <1 57% mde 43% femde
year

Primary users of the cameras owned <1 year 43% mde 57% femde

Femde digital camera users print more images & retail locations than men do. Women
print 27% of their digital images versus 23% for men.**"'!! Therefore, women are becoming one
of the mogt profitable consumer groups.
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2.5 Competitor Analysis

The photography market conssts of four digtinct segments:. film, photo paper, photo-
processing, and digital cameras. SUCs are part of the film segment. Kodak is not amgor
andog camera market player with the exception of SUCs. The following sections analyze
Kodak’s mgjor competitorsin context of its market segments. The Film Segment, Photo Paper
Segment, Photo Processing Segment, and Digital Camera Segment sections each contain
illugretive tables of the industry segment breakdown, firm’s srategies, strengths, and
weaknesses in each segment.

2.5.1 Competitors

2.5.1.1 Fuji Photo Film Co. (“Fuji”)

Fuji isamgor photography market player with amarket capitalization of $14.5 hillion.
Its FY 2002 revenues were $19 billion, resulting in net income of $651 million. ™™ Fuji’s
Imaging Solutions photography business unit provided 32.7% of itstotd Fiscal 2002 revenue
and 29% of operating income. Japanese sales accounted for 56% of FY 2002 revenue and 83%
of operating income. Fuji has three business units: Imaging Solutions, Information Systems, and
Document Solutions. 1maging Solutions produces dl photography market inputs. Information
Systems consists of Fuji’s medica imaging products, graphic arts system products, industria
materias, and recording media. Document Solutionsis a new business unit, added in 2002, that
sdls copiers and printers produced by Fuji Xerox, ajoint venture of which Fuji owns 75%. Fuji
Xerox was a 50-50 joint venture prior to 2002. The revenues were not consolidated, so Fuji
Xerox revenue was not separately specified. Fuji Xerox earns 80% of its revenue sdlling office
products in Japan. Fuji recognizes that the shift to digitd is occurring. The company is
attempting to dign itsaf so that it can continue to compete in the photography market. Fuji’s
2002 annua report describesitstop level corporate strategy: “Fujifilm is cregting products and
services that enhance image communication in the broadband age by fusng our traditiona
grengths in slver-hdide technologies with digita high-quaity image processing and networking
technologies.”
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Film

Fuji holds the number two postion in the film market with gpproximately a 30%
worldwide film industry market share. Fuji is the dominant Japanese market player with over
70% market share. Fuji holds between 25% and 30% market share in each of the other
geographical regions, which include the U.S., Europe, AsaPecific, and the ROW (rest of the
world). Fuji’s generic strategy has been cost leadership within the film industry. Thisis
evidenced by the fact that dthough Fuji holds a 30% market share of the worldwide film volume,
its revenues account for only 18% of total worldwide film revenues, with Kodak capturing
approximately 76% of worldwide film revenue. In 1999, Fuji’ s discount to Kodak's average
sling price (ASP) was 25%, down from 29% in 1997. Fuji’ s film segment business strategy is
to focus on high value added films and single use cameras. This drategy is based on the
awareness of the film market maturity.
Digital Cameras

Fuji holds the number three worldwide digita camera market position in terms of units
shipped as of 2001. Fuji holdsthis postion everywhere except in the U.S. market, where it holds
the number five pogtion with a 9% market share. Sony, Olympus, and Fuji dominate the
Japanese digita camera market, holding 25%, 22% and 21% of the market respectively. Fuji has
undertaken a number of business sirategies designed to improve its overall pogtion in thishighly
comptitive growth market. Fuji expanded itsdigital camera offerings to include cameras from
entry levd to high-end modes, and it developed compact cameras with Internet compatibility.
Fuji is dearly focused on building its digital camera market share.
Paper Segment

Fuji solidly holds the number two worldwide photo paper market position with 31%
market sharein 1999. Fuji owns a53% Japanese market share. Fuji promotes output through its
digita minilab photo finishing equipment and paper products, asit focuses on the digital
trangtion.
Photo finishing

Fuji participatesin the worldwide photo finishing market with the mgority of its market
sharein Japan. Asof 1995 Kodak held more than 75% of the U.S. market for photo finishing
with its Qualex subsidiary.' Y ear 2000 data shows that Kodak holds more than 40% of the total
photo-processing market, which includes equipment, paper and chemicals, photo finishing and
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reprintsX"

Fuji developed severd photo-processing systems designed to capture digital output in
order to combat Kodak’s market dominance. Fuji found success with its all-digita minilab
systems and is trying to drive digital output to its systems. Wolf cameraiis a current user of

Fuji'sdigitd sysemshereinthe U.S.

2.5.1.2 Agfa-Gevaert

Agdfais aBelgian company with amarket capitalization of $2.5 billion based on shares
outstanding as of December 31% 2001. Its FY 2001 revenue was $4.4 billion, and it had a $495
million net loss. Restructuring cogts of approximately $403 million and maor write off
contributed to the loss. The consumer-imaging segment accounted for only 24% of sdesin 2001
and was down 20% from 2000. Agfa has embarked on a drategy it calls“Horizon” in an effort
to increase profitability and release funds for future growth. Horizon's god isto “diminish the
cost structure by 550 million Euros per year from 2004. Also, it ams to reduce working capital
by 500 million Eurosin order to free up resources to finance future growth.”™ " Agfa's strategy
is based on that fact that it sees over-capacity and price erasion in its analog imaging business.
With thisin mind, Agfa s strategy is to maximize anaog production efficiencies, participate
actively in the andog industry consolidation, and use the cash generated to invest heavily in
digitd imaging.
Film

xliii

Agfa holds the number three postion in film with a 10% world market share. Agfa's
film sdes are concentrated in Europe where it holds about 27% of the market. Agfaisaregiond
player with strong sdesin its European home market. Agfa's current film strategy is focused on
production efficienciesin what it views as a mature and declining industry.

Digital Cameras

Agfadiscontinued sdlling digita cameras and scannersin 2001. Management redlized
that the company was late to the game and decided to focus resources on digital solutions for the
Technica Imaging and Graphics Systems market segments. These segments showed strong
growth during 2001. Agfa's new digita solutions accounted for 28% of tota revenue in 2001,
up from 22% in 2000 and 12% in 1998.
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Paper Segment

Agfa holds the number three worldwide photo paper market position with 13% of its
market share concentrated in Europe, where it has 26% of that market. Inthe U.S. market, Agfa
isadistant 3% with 6% of the market.
Photo finishing

Agfaisan established player in the digitd minilab market. Agfalaunched itsdl-digitd
minilab offeringsin 2001 and reported that it was met with great success. A second offering
later in 2001, the Agfa d-1ab.2 isthe only digitd minilab on the world market that prints poster
formats. While still asmdl player, Agfa has an early lead with the latest generation of digitd
minilabs

2.5.1.3 Konica

Konica earned net income of $88 million on $4.3 hillion in sdles from March 31, 2001 to
March 31, 2002 (FY 2002). Net income increased 71% to $38 million, while total sales were
down from $4.9 hillion in fiscal year 2001. Konicaisastrong participant in the imaging
business. Konica seesitsalf as an imaging solutions provider and participates in four magor
business sectors. The consumer-imaging sector, which includes the sdes of film, paper, and
cameras, accounted for 35.5% of total salesin 2002. "Based on the watchwords “ Speed,”
“Alliance” and “Network,” the basic objectives of SAN Plan 2005 are to redllocate company
wide resources and promote a shift toward growth businesses.” Thisisaclear indication of the
Konicas corporate strategy in light of market declines and price erosion in its film business.
Film

Konica holds about 10% of the world film market. Its market share is the strongest in
Japan where it hold the number two position behind FujiFiIm and ahead of Kodak. Konicais
shifting its focus to growth businesses, which means that it will not be putting much R& D focus
on film going forward.
Digital Cameras

Konicaisaminority digita camera market player, dthough it has optics and eectronic
materias busnesses that could benefit from digita camera sales through supply agreementswith
others. Konicais shifting resources and dividing the company into four separate companies.
Digitd cameras are a part of the Consumer Imaging Company and are one of the few areas of the

25



company that could currently be considered a growth business. Konica stated that it would focus
resources on growing businesses.
Paper Segment

Konica holds the number four position with 8% of the worldwide photographic paper
market. Konica holds its strongest position in Japan with 20% of the market. Heavy
competition, in the mature Japanese, European, and U.S. markets, caused Konicato focusin
certain growth markets. Konica's annua report sated, “in such growth markets as Asa, Russig,
and Centrd and South America, where the advance of digitization hes lagged, we recorded firm
growth in sdes, supported by the high qudity of the Konica Photo Express minilab shops and
our strong network and brand power.” "
Photo finishing

Konica has developed minilabs to help with emerging market processing. Konica's
worldwide market share is small and concentrated in Japan. In September of 2002, Konica
introduced its R1 Super Digitd Minilab System for photo finishing. This system is an upgrade
to itsexigting minilab systems, 0 it is unknown whether thiswill increase Konica s market share
inthisarea

Strategy

Economic environment changes ORGANIZATION CHART (effective April 1, 2003)
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25.1.4 Sony

Sony is aworldwide powerhouse in the consumer eectronics industry. Itsreputetion as
an innovator and a quaity manufacturer are unparalded. It isno surprise that Sony captured the
number one digita camera market position with a 22% 2001 worldwide market share. Sony’s
electronics business had saes of $40 hillion accounting for 68% of 2001 sales and 85% of 2001
operating income ™! Sony incressed digital still camera shipments by 86% from 2000 to 2001
for atota of 2.6 million cameras shipped. Digital video camcorders and digitd sill cameras
earned the largest profits of any of its productsin the e ectronics business in 2001.

Sony isthe most horizontdly integrated digitd camera o gy
manufacturer with its Memory Stick™ storage solution holding 18% ¢ j\ ’ E.,L
of the world flash memory market. Most of Sony’sdigitd cameras o B L_
are desgned with the Memory Stick™ as the storage media (digital Ej : m
film). Sony’sdigita cameraremovable memory market share was [.'3& ";f?ﬁh
60% in Q2 2002 Sony offers complementary products to further Sony's 2001 Annual Report

enhanceitsdigita imaging products attractiveness. Sony recently
shipped tdevisons with built-in memory stick adapters. This feature enables Sony television
and Sony digital camera purchasersto directly display pictures on the televison screen from a
Memory Stick™.

Sony established itsdlf as a handheld computer market leader with its Clié line of PAm
OS persond digital assstants (PDAS). These products incorporate the Memory Stick as their
sorage mediaand alow digita imagesto display on their screens. Findly, Sony has built
Memory Stick adaptersinto its popular line of Vaio computers, which increasesits digita
camera complement value. Sony is strongly focused on many consumer e ectronics market
areas. Sony haes proven its ability to compete in dmost any areawith innovative design and
qudity products. In addition, Sony has repeatedly charged a premium for its products due to its
brand strength.  Sony's product offering breadth and its command of humerous technologies
position Sony to benefit from externdities that result from the prevalence of digital imaging and
users desireto share their images. Sony has recently released a camera and phone combination
that alows the user to take and immediately email pictures. Sony islikely to continue to be the
dominant digital camera company with itsreach firmly planted in al areas of consumer
electronics, especidly mobile devices.
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2.5.1.5 Olympus Optical Co. Ltd.

Olympus is the number two worldwide digita camera market player. Olympus holdsa
gtrong position in the anadlog cameramarket aswell. Since 1919, Olympus has led the industry
developing optically based technology products. Tota 2001 sdes were $3.9 billion with net
income of $98 million. Olympus Imaging Systems products include compact cameras, digita
cameras, and recorders. This market focused business unit saw growth of 11.5% from 2000 to
2001. “Driving this growth in revenues was opto-digital technologies, our strategic product
group that combines our fundamenta optical and precison technologies with the latest in digital
technologies. Digitad cameras are the best representative of this group: with overdl sales
expanding from U.S. $670 million to U.S.$916 miillion, digita cameras have risen to become a
core product that accounts for nearly one fourth of the Company’s overall sales’ XVi!' The group
recorded aloss $2 million for 2001, despite growth of 35% in the digita camera portion of this
group. Theloss resulted from compact camera and recorder sde declines aong with substantia
price competition. Olympusis clearly focused on the growing digital camera market.
Specificdly, it targets “ growth businesses in the opto-technology field.” Olympus has been
successful in growing the sdes of these products but it has fallen victim to price competition.
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2.5.1.6 Canon

Canon recorded net saes of $22 billion in 2001, an increase of 7.8% over 2000. Net
income grew 25% to $1.3 hillion in 2001. Canon holds the number four pogtion in the digitd
cameramarket in mogt of theworld. The exception isin the U.S. where it holds the number six
position. Canon isthe world leader in the digita multifunction device (MFD) market and holds
aggnificant share of the entire business machine market. Canon is number onein laser beam
printers and copy machines with substantial market share in scanners and bubble jet printers.
Canon leads in the imaging market with film and digita cameras, aswell as binoculars,
projectors, and video cameras. Canon is positioned, with its business verticdly integrated in
both photo and printing, to be aforce in the imaging market as the shift to digital occurs. In
2001, the Camera segment of Canons business grew 19.8% despite a decline in the sales of
conventiond film cameras. The introduction of eight new products helped to nearly double the
sdes of digita cameras. Canon isadso aleader inthe digital video cameras production market,
which is an important digital image market segment and complementsits digitd camera
offerings

Canon’'s god isto atain the number one position in dl of its busnesses with specid
emphasis on the digitd cameramarket. Canon has undertaken dramatic organizationa changes
designed to build its strength.  Since 1996, the company has been focused on cash management
and developing a lean, efficient company. These efforts resulted in an increase in sockholders
equity from 35.1% to 51.3% and a decrease in the loan dependency ratio from 33.6% to 10.4 %
over the 5-year period. Phasell of its"Excdlent Globa Corporation” began in 2001. Phasell is
focused on business expansion based on the foundation created with Phase 1 of the plan with the
god of achieving the number one market sharein dl of its busnesses. Canon has made
substantid progress in establishing its brand in the digitd cameramarket. A look at numerous
web sites shows that Canon digita cameras have the strongest reviews and customer
satisfactions of any cameras on the market. A look at www.Dpreview.com (Digital Photography
Review), adigitd camerareview and discusson site, shows that Canon cameras currently hold
the top four positions in terms of most searched camera moddls, and the Canon brand is
capturing 1/4 of the "dick-throughs' as defined by the Ste. We anticipate that Canon will gain
additional market share based on current customer reactions.
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2.5.1.7 Hewlett Packard

The Compaq and Hewlett Packard merger made HP/Compaq the world' s largest
computer manufacturer, pushing the previous leader, Dell, to the number two position. HPisa
powerful competitor in al of itsbusness areas. Its revenues were $45.2 billionin 2001. The
2001 revenue figures do not include the merger, which was not finalized until 2002. The
imaging and printing business segment contributed $19.45 billion to 2001 revenue. Net annua
imaging and printing earnings were $1.98 hillion, a 25% drop from 2000. In addition, segment
net earnings dropped from 13% of revenue in 2000 to 10% of revenue in 2001. The HP imaging
and printing segment includes printers (laser and inkjet), scanners, digital cameras, software,
computing infrastructure, and printing supplies (paper and ink). HP has along hitory in the
printer and scanner business that complemented its persona computer products from the very
beginning. HPisfarly new to the digital cameramarket. Its market share, while subgtantia in
the U.S. market, islimited in the worldwide market. HP currently holds the number three U.S.
market position with 15% while Kodak isin the number four market position with 14%. HP
holds the distant number seven position with a7% share in the worldwide market. HP printers
are complementsto HP s U.S. market digita camera offerings, however, itslack of brand name
recognition in photography makesit difficult for it to establish a dominant digita camera
position. HP sdigitd camera offerings have been poorly reviewed. Reviewson
www.CNET.com and www.Dpreview.com (Digital Photography Review) show alack of interest
in HP cameras. CNET reviews were below average or mediocre, with the exception of one
“good” review. HP hasthe technologica muscle to make a qudity camera, however its
chdlengeisto gain the reputation as adigital camera company.

HP and Kodak Joint Venture

HP and Kodak, through a joint venture, are developing Phogenix, an inkjet based digital
minilab with asmdl footprint and low equipment cost. Phogenix was launched inthe U.S. on
February 4, 2002 “In aresearch study conducted by Phogenix Imaging, 98% of customers
surveyed fdlt that the quality of DFX prints was comparable or better than what they are used to
getting at retail today”.! Since this product was just released, it is too early to assess itsimpact
on the revenues of each company. Both Kodak and HP expect to see revenue from this product
in 2002.
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2.5.2 Film Segment

Worldwide Film Market Share

Konica
10%
Agfa Fuiji
11% 34%

Kodak
45%

Figure7. Worldwide Film Market Share
Four mgor players dominate the film segment. Kodak leads with 65% of the U.S. film
market and 45% of the worldwide film market. Kodak commands a 20% price premium and has
the most recognized film brand in the world. In Japan, Kodak is the number three player behind
Fuji (#1) and Konica (#2). Agfaisstrongest in Europe where it holds the number three position
behind Kodak and Fuji.

31



Table8. Film Segment Competitors

Film Kodak FujiFIm Agfa-Gevaert Konica
Rank 1:1:3:1 2:2:1:2 3:3:4:3 4:4:2:4
World, U.S,, Japan, Europe
World Market Share 40% 30% 10% " 9%
Generic Strategy Differentiation Cost L eader ship Cost L eadership Cost L eader ship
Brand name allows premium Fuji's ASPis 75% of Kodak’s | Agfasinfluenceislimitedto | Konicasinfluenceis
pricing everywhere but in ASP. its home geography. limited to its home

Japan.

geography.

Competitive Strengths Kodak has 65% sharein U.S. FujiFilm has a strong Agfa-Geveertisadigital Konica has a Strong
(largest market). It hasa materials background and is minilab market |eader. brand namein Asian
strong leadership positionin | innovative in film products markets.
all markets but Japan. and processes.

Kodak isvertically integrated
in all areas of imaging.
W eaknesses Kodak has been and FujiFilm competeson pricein | Agfadiscontinued digital Konicaexperienced film

continuesto be the innovation
leader in the film segment.
One weakness for Kodak asa
company isits overwhelming
dependence on film revenues
for amajor portion of
company revenue

most of world. Itsdigital
strategy isundefined. It
seems more focused on
minilabs and output.

cameras and scanners sales
in 2001. Agraisundergoing
alarge and costly
reorganization. Itisnot clear
what itsdigital strategy will
be.

revenue erosion caused
by price competition.
Thisforced ashiftin
focus to emerging
markets to escape some
of the pricing pressure.
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2.5.3 Photo Paper Segment

Worldwide Photo Paper Market Share

Fuji
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Kodak
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Figure8. Worldwide Photo Paper Market Share

Four mgor players dominate the photo paper ssgment. This segment virtualy mirrors
the film segment competitor market share and market concentration. This segment isa part of
the andog film product family in that a developed andog photo includes printing an image on
photo paper. Kodak and Fuji offered complete film developing and image ddlivery servicesin
order to sl the film and cameras in the early industry days. The photo paper segment is a direct
result of the establishment of the photography market. The future chalenge for dl of these
compsetitorsisto drive digitd output and to ensure that their paper isthe paper of choicein

commercia aswdl as home environments.
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Table9. Photo Paper Segment Competitors
Photo Paper Kodak FujiFIm Agfa-Gevaert Konica
Rank
World, U.S., Japan, Europe 1:1:3:1 2:2:1:3 3:3:5:2 4:4:2:4

World Market Share 46% 31% 13% 8%

Generic Strategy Differentiation Low Cost L eader Low Cost L eader Low Cost L eader

Competitive Strengths -#1 BRAND- FujiFilm has strong brand Agfa-Gevaert only has Konicais building astrong
Kodak paper is synonymous | loyalty in Japan. Itisthelow | opportunitiesin the minilab presence in emerging
with quality reproductions cost leader. and OEM markets. markets.

Weaknesses Kodak is slow to enter into FujiFilm does not have a Agfa-Gevaertisasmall Small player outside of Japan

the home printing market.

presence in home image
printing market.

player outside of Europe

2.5.4 Photo Processing Segment

Kodak and FujiFilm dominate the Photo Processing segment. Film processing is closaly related to film design and

manufacturing, So it follows that the designers would have the most knowledge regarding the processing. Kodak isthe
overwhelming market leader in this segment both in the U.S. and European markets. In addition, Kodak has developed a

grong presence in the emerging markets, specificaly China.

Photo Processing Segment Competitors

Photo Processing Kodak FujiFilm Agfa-Gevaert Sony Olympus
World Rank 1 2 3 estimate 5 estimate 4 estimate
Generic Strategy Differentiation Differentiation Cost leader ship Cost leader ship Cost leader ship
Competitive Strengths Brand Technologically A leader inthedigital | Understands consumer | Technologically strong

Developed the technology
and therefore has an

powerful, second only
to Kodak. Strongin

minilab market. New
all-digital machines

involved with small

electronics. Has been

in Opto-electronics.
Understands imaging

enormous installed base. Japan and U.S. market. | have sold well. printersfor years.
Long term contractswith | Fuji dominatesthe Entering market in
all large discounters. digital minilab market. Kiosk business
Weaknesses Not known for strength in | Similar to Kodak, has Small worldwide Limited history in Limited U.S. presence

digital

not shown ability to
competein U.S. market

presence, brand ID
limited to European

consumer image
reproduction

in this market, known
more for electronics.
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| market.
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2.5.,5 Digital Camera Segment

The digital camera segment is characterized by acompletdly different set of competitors.
Companies with extraordinary experience in the development and manufacturing of optics and
consumer electronic devices dominate this segment. Kodak has lost significant market share
since 1998, as depicted in the Digitad Camera Market Share charts. Unless Kodak is ableto

reverse thistrend, it will cease to be amgor participant in the digital cameramarket in lessthan
Syears.
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Table 10. Digital Camera Segment Competitors

Cameras Sony Olympus FujiFiIm Canon K odak HP
Rank
World, U.S,, 1:1:1:2 2:2:2:1 3:5:3:3 4:6:4:4 5:4:6:5 7:3:?:7
Japan, Europe
World Market 1 ., 18% 15% 12% 10% 8%
Share
Generic Differentiation Differentiation Cost L eadership Differentiation Differentiation Differentiation
Strategy Renowned for Reputation for Influenceislimited | Provenstrengthin | Focused strategy on | Brand strength in
consumer electronic excellencein optics | sharply to Japan, thefilm SLR workflow and ease us, likely to appeal
design design and MFG known for market with EOS of picturetransfer, to beginners with
chemicals and brand. ELPH brand | Knowledge of simple solutions
meterials of compactsin both | image science
APS and Digita are
very popular.
Competitive High vertical Optics and Substantial Technology- Substantial Strong consumer
Strengths integration, Electronics experienceinimage | intensive experienceinimage | electronics
Manufactures many industry with film corporation. 2001 industry with film reputation with
complements. background. was the tenth background, computers.
Verticaly consecutive year Verticaly Verticaly
integrated. Canon wasin the integrated with the | integrated with
top three exception of printers, cameras,
organizations Memory. computers and
receiving U.S. software.
patents.
W eaknesses Limited to capital Limited to capital Not well recognized | Small playerin Camera experience Imaging strength

purchase part of value
chain, Although Sony
has proven its ability
to extract handsome
profits from consumer
electronics

purchase part of
valuechain,
Olympus has been
successful with
cameras but profits
suffered from price
competition in 2001

in US market. Has
the same issue as
Kodak inthat itis
known as an analog
film company.

output market,
trying to get into
higher resolution
ink jet home
market.

and reputation
limited to
inexpensive and
disposables cameras

not evident
although HP has a
long history in the
printer business
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2.6 Intra-Industry Analysis

Firms competing in the mature and consolidated photo industry face numerous threats
and opportunities. The top four or five players control at least 80% of the photography industry
market share Tight competition drives margins down and only those able to compete in the fast
paced market survive. Key success factors include differentiation with low cost operation and
the speed and flexibility to respond to the rapid technologica changes.

Digitd substitution threatens film dependent corporations such as Kodak and Fuji. The
only aterndtive for these corporations to offset the erasion of their film revenuesisto redefine
ther industry and product offerings as infoimaging. Consumer eectronic experts, Sony, Canon
and HP, view photography digitalization as an opportunity to gain market sharein the
photography industry.

Kodak’ s competitive position, prior to its strategic move into the infoimaging industry,
was based on its expertise in the traditiond film segment. Before 1997, Kodak controlled 80-
90% of the film industry." The advent of disruptive digital technology forced Kodak to expand
its capabilities into infoimaging.

The photography infoimaging subsegment has dements of a network externdlity; snce
the product value to individua customers depends on how the different products are competible
with one another" Setting the standard is a basis of competitive advantage" Kodak actively
participates in the International Imaging Industry Association (I3A). Kodak, becauseit is
verticdly integrated, gains significantly from influencing the industry’ s sandards.

2.7 Failure Analysis

The most ggnificant falure in the photography industry is Polaroid Corporation.
Polaroid failed because it coud not successfully implement any of the three competitive
drategies used by the industry leaders that are identified in the Competitor Analys's section
above: product differentiation, cost leadership, or branding. Eventually Polaroid' s sdes
declined, and its growing delot commitments outweighed its cash inflows: the firm filed for
bankruptcy protection in 2001. Its assets were sold off in the following year.
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2.7.1 Background

Edwin Land formed Polaroid in 1937 to develop synthetic polarizer technology products.
Polaroid enjoyed growth from a diversfied product base that included glasses, goggles, non
glare lamps, and motion picture viewers for many years' The company reached annual sales of
$2.3 hillionin 1994." However, Polaroid's primary product focus by the 1990s was the product
family for which its brand name is now synonymous - indant cameras. The mgority of
Polaroid's profits came from the ingant film saes, with the company sdlling over one billion
packages of film by 1991. Polaroid recognized and reacted too late to the industry shift from
andogto digitd. “They’ve amply not moved quickly enough to embrace digitd photography or
digital photo finishing.”V'" 1n 1999, Polaroid sold 9.7 million instant cameras, but only 400,000
digital camerasV'" Polaroid’s strategy at that time was to “capture a grester portion of the
market by...rguvenating the core businessin devel oped markets, growing commercid imaging
in areas such asidentification systems, bresking into emerging markets throughout the world;
and expanding its new imaging business including pre-press graphics and sunglasses...” .
Polaroid planned to rejuvenate the core business “ by introducing a number of new products or
product line extensions™ primarily associated with the instant imaging business. We now know
that Polaroid demondrated that thereislittle to gain in rguvenating amarket in decline— a
company must accept shiftsin the marketplace or lose the market atogether. Polaroid's sdes
declined throughout the 1990s, and the company took on large amounts of debt in order to
finance operations. Despite severa restructurings and asset sdles in the 1990s, the company was
unable to meet its bond obligations and filed for bankruptcy in October 2001. Mogt of the

company assets were sold in 2002 to Bank One for $255 million.™

2.7.2 Analysis

Polaroid differentiated itself from competitor products by focusing on the instant camera
market. However, this market was wholly displaced by digital technology, which aso produces
an indant image. Moreover, digita technology alows you to erase the image if you do not like
it and to redo the shot at no additiona cost. Polaroid tried to compensate for this by focusing on
commercid imaging for identification sysems, rationdizing that identification sysems require
an ingant image that is output. Digital images can now be quickly output onto paper or an
identification card with the advent of low cost computers and printers. In addition, the image can
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be stored in acomputer and dectronicaly transmitted to different locations. Polaroid’'s

technology was unable to compete with these superior festures. Thus, Polaroid’ s differentiation
strategy was useless. Polaroid also could not compete on cost as the cost of digital and computer
components decreased dramaticaly in the late 1990s. Findly, Polaroid's brand recognition

further undermined the company’ s trangtion to digital technology. While the Kodak brand is
associated with quality film, the Polaroid brand is associated with instant cameras. Polaroid was
trgpped by its own brand recognition because the brand failed to sufficiently encompass a

broader product vision.

2.7.3 Lessons Learned from Polaroid

Polaroid did not foresee its demise because it held the view that “ much of the company’s
imeging knowledge base is also transferable to the digital arena™™ " However, transferability of
knowledge base does not trandate into product differentiation between old and new technologies
— such differentiation needs to be explained to the consumer. Strong market place perceptions of
corporate brand can actudly trap a company into an association with an antiquated technology.
The lessons learned from Polaroid include: 1) react quickly when faced with an industry
trangtion, 2) ensure that the knowledge base is transferable, 3) examine the product base and
market perceptions of the brand, and 4) develop an action plan to modify current perceptionsto
encompass the new technology.

2.8 Threats and Opportunities Analysis

We identified the following additiond thrests that are not discussed above. A continued
economic downturn will pressure Kodak and others to cut prices or differentiate more to
compete. Thisisnot to Kodak’s advantage. Kodak has not been the low cost leader. However,
in a crunch the company has been able to reduce operating expenses to improve results. A
continued downturn will most likely aid Fuji or one of the other competitors described in the film
segmernt.

Disruptive technology development can put Kodak at a disadvantage if the company
focuses solely on growing film and photo-processing product sales. Kodak currently shows no
outward concern for such as possibility. However, we suspect digita subgtitution will continue
in the form of other products (i.e., multi- purpose telephones) in addition to digita cameras.

41



Another concern is the entry of competitive innovators in the camera sesgment. Sony has
only recently developed digital <till and video cameras. Sony has surpassed Kodak' s sales of

digital camerasin just afew years. Given Sony’s prowess in the consumer electronic industry,

Sony may out-innovate and undercut al other players.

There are till opportunities for Kodak to grow saes even when given the above thrests.
China s population and demographic trends suggest a great opportunity for nimble competitors
to establish market share over other players. As mentioned earlier, Kodak has aready
established significant market sharein China. Kodak, given its success with SUCs and its
avallable cash, should invest in dominating the Chinese market as soon as possible.

Kodak has some of the pieces to develop a network externdity for infoimaging: the
CPXe gandard, its Ofoto subsidiary, and its Phogenix minilabs. However, there is no unifying
force or significant advantage that keeps consumers within the Kodak network the same way that
branding its film and photo processng did. Kodak could regain a significant competitive
advantage if it leverages these aspects into a proprietary framework.

Kodak’ s main competitors are Fuji, Sony, Olympus, and Canon — al Japanese
companies. The Japanese government subsidizes al mgor Japanese owned indugtries, putting
Kodak at amgor disadvantage in raising capital. Kodak must borrow a market rates within the
U.S, which are Sgnificantly higher than market ratesin Japan. Also, Kodak currently pays a
dividend yet competes with these subsidized Japanese companies. Kodak should redirect the
dividend payments into development o that it can become more competitive globaly. Kodak
must show shareholders that reinvesting earnings back into the company improves shareholder
vaue long-term by a greater amount than paying a dividend.

2.9 Summary of External Analysis

Kodak isin amature industry. There are currently only four mgor competitorsin the
film segment and six in the camera segment. The company istrying to redefineitsdf by
redefining its industry asinfoimaging instead of photography. Kodak knows that the future for
filmislimited because of digital subdtitution. The worldwide industry comprises only afew
major players. Flm, paper and processing, which make up 70% of the photography market
revenues, are commodity products. End customers select manufacturers based primarily on
price.
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The most critical dements of the externd industry factors are technological change and
photography digitization. In the pat, film was the key to revenue and earnings growth for firms
such as Fuji and Kodak. However, filmisno longer a the center of the revenue equation.
Digitdl cameras come equipped with sufficient memory to store hundreds of high quality pictures
that can be stored or printed at the user’swhim.

Competitors have
taken market share away Digital Camera Market Share
from Kodak in the film and
digital camera segments.
Just five years ago, Kodak

é’
had 70% market share of the % S Kodak
filmsegment inthe U.S. It & ™ Sony
. O Olympus
is now down to 40%. Inthe T oHP

&

=

camera segment, Kodak isa
digant fifth behind very
grong, innovetive and well-

1998 1999 2000 2001

financed competitors.
1998 - 2000 Data from www.infotechtrendscom

Digita technology growth 2001 Data from Lehman Brothers Equity Researc
will be substantid in the
future, but will Kodak be able to keep pace with competitors?

The key disruptive technology isthe digita camera. Digita subgtitution isin itsinfancy,
yet many andysts believe that the market for film pesked in 2001. Kodak’sintellectua property
in film development and processing technology may quickly become obsolete because new
advancesin saving, viewing, printing and sending pictures rely very little on film or photo
chemicas.

We find that there are too many similarities between Polaroid and Kodak. Polaroid faled
becauseit let others take over its market when the disruptive digital technology arrived. Kodak
has embraced digita technology, but it accepts that it is not the market share leader in any digita
category. Kodak has definitely differentiated itself as the quality leeder in film, paper and
processing, but these are mature segments that are predicted to decline as future digita

subgtitution and price eroson occurs.
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3 Internal Analysis

3.1 Business Definition/Mission
Kodak’smissonis.

“We plan to grow more ragpidly than our competitors by providing customerswith
solutions they need to capture, store, process, output, and communicate images- anywhere,
anytime. Wewill derive our competitive advantage by ddivering differentiated, cost-€effective
solutions-induding consumables, hardware, software, systems and services-quickly and with
flamess quality” ™"

Kodak’ s god's and objectives flow smartly and logically from the misson statemen.
Ann Oates of Kodak’s Investor Relations Group summed up the long term and short-term
gods:lxiv

?? Expand use of film.

?? Driveoutput in ALL forms.

?? Making digital esser to use.

?? Make new businessesin new markets.

In class, Dr. Palmer quoted his former professor, Peter F. Drucker, asinssting that those
who vigt him state what business they were in before he would move to the next step in advising
them. For example, couch makersin the business of selling comfortable seating, not in the
couch business or furniture business.

Kodak is not in the business of sdling film, cameras, moviefilm, hedth imaging, and
developing (and all that goes with it: chemicalss, kiosks, paper, and so on). Kodak isinthe
business of sdling memories and/or records. Kodak is salling memories and/or records of
people, events, movies, symptoms of diseases, or memories of places. Weinterviewed Ann
Oates of investor relations at Kodak, and she agreed with our assessment, and added that K odak
isin the “infoimaging” business™

3.2 Management Style Defined
We interviewed two Kodak employees. One was from the corporate office in Rochester

New Y ork and the other was a manufacturing engineer who joined Kodak viaan acquigition in
Fremont, Cdifornia. The engineer summed up Kodak’ s management style as “cut throat and
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high pressure”™"! The corporate officer explained, "With a corporation as large as K odak, there
are many different management styles depending on where you go within the company”. She
explained that the company cares about its employees and that Kodak has many excellent benefit
programs.

3.3 Organizational Structure, Controls and Values

3.3.1 Organizational Structure.

The high level organizationa chart for Kodak is depicted below "!':

Daniel Carp
President, Chairman,
President, & COO

Carl Gustin James Stoffel .
9: officer Officer grapny P

Carl Marchetto Daniel Kerpelman Henri Petit Mlcné::ehizorley Yoshikazu Hori
C&‘)mmgrmal Health Imaging Greater Asia Dan Palumbo Administrative Kodak Japan
maging — Consumer Officer

Region

Imaging

Eric Rodli
Entertainment

Karen Smith-
— Pekington
Professional

Willy Shih
L— Digital & App.
Imag.

Figure9. Kodak Organizational Chart
The organizational structure for Kodak is divided into business segments. Four business
segmeents exist as of today: Photography, Hedlth Imaging, Commercia, and Other. Vi
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These segments contain the following sub-groupings.

Business Segment Sub-Groupings

Photography Consumer HIm
Consumer Paper

Consumer Cameras

Processing/Retal

Kiosks/L abs/Other

Pro Photo

Entertainment

D&AI (Digitd & Applied Imaging)
Health Imaging | Digitd

Conventiond

Commercial Graphics

Document Imaging

CG&S

Wide Format Inkjet

Other OLED

Sensors/Optics

Miscellaneous

Kodak is very decentralized and each division isresponsible for its own P&L.

3.3.2 Monitoring /Appraising Employee Behavior and Performance

Kodak uses physica and written devices to control employees. The physica controls
manifest themsealves in the form of badge readers and security cameras. The cameras are used to
protect employees from harm and to protect the intellectua property from uninvited eyes. In
addition, the cameras are used to observe employees, but “only if thereis a concern”.* Badge
readers act as a two-fold security device: 1. Badges act asakey and 2. badges track who is
entering abuilding. The problem with badge reading technology or anything where more than
one person can fit through the door a onetimeisthat people “talgate” Tailgating iswhere a
person fails to use hisgher badge because he/she is entering the facility while someone ese has
the building door open and therefore, hisher entry time information is not captured.
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The other device that Kodak uses for monitoring/appraising employee behavior and
performance is the annud performance review. The overview of the procedure that describesthe
performance eva uation processin detall is shown in appendix B.

3.3.3 Kodak’s values

Kodak's stated values are™™:

Respect: “We show respect for the dignity of the individud.”

I ntegrity: “We uphold uncompromising integrity.”

Trust: “We give and receive unquestionable trust.”

Credibility: “We prove and maintain congtant credibility.”

Continua improvement: “We support continua improvement and persona renewal.”
Recognize Achievement: “We recogni ze and cel ebrate achievement.”

3.3.4 Kodak’'s Stated Values versus Kodak’s Actual Behavior

Kodak’ s values are generdly aligned with its actua behavior. Kodak ratesits employees
on job performance in their annua reviews. Employees are rated on how well they carry out the
company vaues in addition to job performance. Sdary increases can be dependent on how
“credible’” or how much “integrity” an employee has or is percelved to have by the manager.

Kodak has unstated vaues aswel. Kodak, beginning with George Eastman, donated
large amounts of money to the immediate community, mainly Rochester, to many universities,
and to its employees™' That spirit of giving continues with the corporation and with the
employees. After the attacks on the World Trade Center and the Pentagon on 9-11, Kodak
donated $1 million to the relief fund and set up a chat and picture room on its public web site
K odak employees also participate in Habitat for Humanity Projects™"

The oneinconsistency that we found was with the stated value of “trust.” Kodak states
that they, “Give and Recalve Unquestionable Trugt” yet the engineer that we interviewed did not
describe such atrugting environment. The employee explained that in the past year, cameras and
computer software had been ingaled to monitor employee movement throughout the building
and on the computer desktop.*V It could be that the employee that we interviewed
misinterpreted these new security measures, but if thisis how he feds, then thisishisredity. In
addition, other employees may fed thisway aswell.
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"Continua improvement” and "persond renewa" istaken quite serioudy. Theseitems
are included in employee annud reviews. Employees have an Employee Development Plan
(EDP), for sdf-improvement. Employees are required to take courses to meet the requirements
of the EDP.*V

3.4 Strategy/Competitive Position Defined

3.4.1 Corporate Level Strategy

The 2001 Kodak Annual Report clearly satesthe corporate strategy. The Strategy is
described as a growth grateqy. Daniel Carp, Chairman, CEO, Presdent, & COO sates, “We
will leverage our unparalded reputation to ALL infoimaging processes and products, a category
with a$225 hillion tota market potentid. Kodak’ simaging technologies, products and services
position uswell for successin this growing category. In 2002, we are aigning the entire Kodak
organization to focus on four related growth paths to the future”™V!

IXXVII

Corporate Strategy

Expand the benefits of film ?? Trandtionto digitd

?? Leverage and extend the benefits of our
film-related businesses far into future

?7? Apply digita technology in wholesdle
and retall photo finishing

?? Expand presencein emerging film
markets

Driveimage output in dl forms ?? 35,000 Kodak picture maker kiosksisan
example

?? Introduction of the Kodak |.Lab System.
High-qudity, digitally enhanced output

Fadilitate ease of usein digitd imaging ?? EasyShare cameraline demonstrates we
are making digita one-button smple
?? Look for even better things from this
product line
Develop new businessesin new markets ?? Explore and develop new business

opportunities that may be higher risk, but
will position Kodak to capture broader
share of the infoimaging category

The reader may notice that the corporate strategy main € ements described above are the
same as the goals and objectives as relayed to us by Kodak’ s investor relations department.
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Usudly, as we know, strategy and goa's and objectives are not the same. Either confusion exists
within Kodak about these concepts or they are not at liberty to share the specific gods and
objectives, so we were given the strategic gods instead.

Grant states, “cor porate strategy defines the scope of the firm in terms of the industries
and markets in which it competes”™Vlll Grant goes on to say that, “ corporate strategy decisions
include investment in diversification, vertical integration, acquisitions, and new ventures. .."
Carp has done exactly that with the Kodak four prong strategy. He labels the Strategy asa
growth strategy and then shows how in each main area of operation the company plansto
achieve the desired growth. Carp keeps the strategy a an appropriate level of abstraction in
order to keep it interesting to Kodak Annua Report readers. Many acquisitions and partnerships
are taking place at Kodak to facilitate the growth strategy.

Kodak gates that “growth” means growth in dl its areas of business, not smply
increased market sharein one. Kodak does not accept that the world is going digital overnight
but it isinvesting heavily in digitd technology aong with continued invesment in traditiona
technology. We will describe the different moves being made to advance the overdl strategic
goasin each of the business segments.

The new Health SBU president, Dan Kerpelman, iswidely expected to begin pursuing
acquisitions to expand the reach of the Hedlth SBU.™* The Photography SBU acquired
processing locations in Europe and will digitally outfit them.™! This moveis seen to “expand
the bendfits of film” (refer to Kodak’ s stated strategy). Kodak partnered with AOL in 1999 to
form “You've Got Pictures’ to “drive output in dl forms’ (Kodak' s stated strategy), and in 2001,
K odak acquired Ofoto on-line digjtal development services™ ' Both the AOL and Ofoto moves
are anticipated to bolster Kodak’ s position in the digital space and to “facilitate ease of use of
digitd imaging” (Kodak’s stated strategy).

Phogenix is a partnership formed with HP to create an inkjet-based minilab. This minilab
has asmal footprint and alow cost, which isided for emerging markets™ " NexPressisa
joint venture that emerged from the Commercid SBU. It was formed with Heidelberg in 1997 to
create a high-end production printer to compete with Xerox.

All partnerships and acquisitions are tied to the four-pronged corporate strategy we
described earlier. The strategy is preserving and expanding the investment in conventiona film,
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making digita products easier to use, increasing Kodak’ s presence in digital photography,
developing new businesses, and increasing image output in dl forms.

Acquigtion/Partner ship Strategy Targeted Fit Strategic Plan?
AOL Ease of usein digitd imaging Yes
Ofoto Ease of uein digita imaging Yes
Phogenix Expand the bendfits of film(in Yes
emerging markets)
NexPress New businessin new markets Yes
Bell+Howell New business in new markets Yes
SK Display Corp.(OLED) New business in new markets Yes

3.4.2 Business Level Strategy

Salomon Smith Barney (SSB) conducted an andlysis of Kodak and itsindustry. Inits
commentary on Kodak’ s strategy, SSB said the following: “Kodak’ s businesses share four key
drategies, which appear to be film centric. These are: 1) boosting the qudity of its premium
film; 2) driving output for both conventiona and digital photography; 3) further inducing the
consumer to output from digital; and 4) expanding the company’s presence in the emerging
markets”'xxx“’

Interestingly, the business Strategies are essentialy the same as the corporate strategy,
however; as Grant dates, “Business srategy is concerned with how the firm competes within a
particular industry or market.”™*" Each of the business units has taken steps to move the
corporate strategy forward. Kodak hastightly linked their actions to the corporate strategy.
The Hedth Imaging SBU, headed by Dan Kerpelman, changed the way the sdlesforceis
compensated in order to motivate them to compete more fiercely againgt the compstition. In
addition, Kerpelman has reduced inventories and has offered professona servicesto customers.

The Photography SBU’s god isto increase film usage, and employs many tactics to get
usersto increase film consumption. It leads with its flagship films. Max HQ and Max
Versatility. Targeted advertisng campaigns are aso being used to increase the sales of SUCs
which have become common on guest tables at weddings and specia events. Single-use
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waterproof cameras are being marketed as a convenience for divers and swimmers when

traveling.

“Picture CD” product sales doubled in 2001 and are expected to increase as and the
product is expanded globdly. Emerging markets are a primary target for expanson and for the
additiona consumption of film and digita products. India, China, and Latin Americaare the
main targets. There are aready thousands of Express Storesin Chinaand India™>"! More

kiosks are planned for these areas and Picture Maker Kiosks are targeted for Latin America.

3.4.3 Functional Level Strategy

3.4.3.1 Resources and Capabilities Analysis

“Few market leaders have been successful in riding the wave of technologica change
when their core market has been transformed. A company currently facing this challengeis
Eastman Kodak.”™*V!! K odak has invested over a billion dollars developing digital technologies
and digital imaging products despite this fact V'

One of Kodak's key resources for competing in the digital realm isits brand. The Kodak
brand is one of the most recognized brandsin America. People know Kodak, they trust and are
comfortable with Kodak. Kodak has been around for more than 100 years and is considered a
part of Americana. Thisis a strength and resource for Kodak.

Kodak has a massive infrastructure of photo developing and processing stores and kiosks
in place. Every supermarket and drug store in the United States and many abroad alow a
customer to request devel oping with Kodak processing or at least with Kodak Paper. If Kodak
can cgpitaize on this infragtructure, and make it valuable to the digital camera customer, then the
infrastructureis an asset. If Kodak cannot capitdize on this asset, then this great infrastructure
will dowly erode, as digital overtakes traditiond film processing, and become alidhility.

One way to get competitor products to function synergiticaly with your own (i.e. to
develop complements) isto make available an open standard. Kodak announced in late October
of this year that is making available its Kodak Image Access Standard for digjtal printing.™*
America Online Inc., Phogenix Imaging, FotoWire Inc., Graphx, Inc., Open Graphics, Inc. and
Lifepics Inc., are all expected to take advantage of the sandard. This standard will dlow the
Kodak Digita Development Kiosks to be more vauable than they aready are.
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Kodak has the capability to partner and acquire when needed. As mentioned in the
“Corporate Strategy Section”, Kodak has partnered with AOL, HP, Xerox, and NexPress. Kodak
has the capability to creste channels for their development products. As mentioned earlier, it has

been able to gain a presence in practically every supermarket and drugstore in Americaand
thousands outside of the United States. Costco, Sam'’'s Club, Walgreen's, and Safeway arejust a
few of the places where one can get elther Kodak film developed or get digitd pictures printed in
35,000 kiosks now available. Kiosks are now available in unlikely places such as shopping

mdls.

Kodak has embraced the global market. Kodak has a presence in Europe, India, China,
and Latin America. Kodak wants to further extend its presencein India, China, and Latin
America, and intends to introduce Digital Kiosksin Latin America We can seethat Kodek is
not a U.S.-centric corporation.

Kodak has the resources to acquire companies when it sees ripe opportunities such as
Ofoto and Bell+Howell. Kodak has resources to invest in technology development to make
digita easier to use and the capability to make other technologies better such as OLED.

Based on the above, Kodak clearly has enormous resources to cope with the trangition to
digitd. Butisit cgpable of making the trandtion? Jack Welch said of leadership, “...the best
way to play your hand isto face redlity - see the world the way it is - and act accordingly.”*
Only one prong of Kodak’ s the four-pronged corporate strategy directly addresses the coming
ondaught of digita photography — “make digital easy”. The other three strategy prongs are
smply the continuation of the company’ s traditiona strategy (athough their application to a
digitd world is mentioned). We do not believe that the current management is addressing the
indugtry trangtion to digital adequately or quickly enough, and as aresult, the company isin
danger of going theway of Polaroid. Our financid andysisin Section 3.5 shows thet digitdl
photography revenue is not being generated fast enough to offset the decrease in Kodak's
traditiond film revenues. Kodak is not taking dramatic enough steps to address this serious
gtuation. Thisis Kodak’s weakness,
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3.4.3.2 Value Chain Analysis
Figure 10. Value Chain
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Below are the discussions of the firm's strengths and weaknesses in its vaue chain and across
itsindividud infrastructure components. Thisincdudes information gathered from interviews

with Kodak employees and other research.
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3.4.3.2.1 Firm Infrastructure

As mentioned earlier, Kodak divided the corporation into four distinct “ strategic product
groups.” Thiswas donein November of 2001 — engbling a sharper focus on the customers and

markets we serve.”*°

3.4.3.2.2 Human Resource Management

Each employee is required to devote 40 hours a year to training and development '
George Eastman gtarted a culture of giving back to the community and respect for the basic
intelligence of the employees. Eastman bdlieved in paying employees not just what he could but
what they where worth to the organization. Over the past 100 years, Kodak has done well in
preserving the culture set fourth by Eastman.

3.4.3.23 Technology Development

Kodak’ s current technology isin line with its corporate and business dtrategies. Digita
technology development or enhancement is part of each one of the “four prongs’ of the corporate
growth strategy. Kodak has discipline within its organization with regards to keeping the
productsin-line with the god's and strategy. Only one prong addresses digital directly by making
digital products easier to use, which led Kodak to create the EasyShare line of camerasto
achieve that god.

3.4.3.24 Inbound Logidics

Kodak requires its vendors to meet globd industry requirements with regards to
packaging, 1S0, delivery, and other aspects related to logigtics, which is critical for aglobal
organization such as Kodak. It isnot possible to conduct businessin certain countriesif globa
logistics requirements are not met becalise some countries require al sub-assembly

manufacturers to adhere to the same standards as the main system manufacturer.



3.4.3.25 Operations

Kodak has a strong ability to partner and to acquire companies as needed. We saw that
Kodak was able to convert the strategies into partnerships and acquisitions in order to move
towards marketable products. For example, Kodak purchased Ofoto in order to offer on-line
digita photo development.

3.4.3.2.6 Outbound Logistics
Kodak adheres to the Motorolainspired program of “Six Sigma.”

3.4.3.2.7 Marketing & Saes

Kodak has outstanding brand recognition in the U.S. and it is growing elsewhere. Kodak
has a presence in dmost every U.S. supermarket, drugstore, and food club in America. Kodak
dedicates 4,000 employees to service and after sales support; such employeesinclude field
engineers dedicated to repairing, ingaling, and upgrading the higher-end systems and telephone
assigtance for customers.

3.4.4 Technology Strategy

Kodak is abranding and technology company. We have dready discussed Kodak's
various technologies and how they fit into the Corporate and Business Strategies. Ofoto,
EasyShare, OLED, and Digita Kiosks are examples of afew technol ogies being incorporated
into ether the Corporate or Business strategy —depending on the level of abstraction at which
they are examined.
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3.5 Financial Analysis

Sales and Gross Margin

Kodak has not been able to grow its revenues over the past several years. Overdl,

Photography SBU revenues are shrinking and Kodak has not been able to grow its other SBUsto

offsat the loss of activity in the photography segment. Asaresult, gross margins have suffered.

Table11. Sdect Kodak Financial Data

Dallarsin millions 2002 proj 2001 2000 1999 1998 1997

Photography SBU sales $8,801 $9,403 $10,231 | $10,265| $10,063 | $10,620
% change from prior year -6.4% -81%| -0.3% 20% | -52%
Total sales $12,533 | $13,234| $13,994 | $14,089| $13,406 | $14,538
% change from prior year -5.3% -54%| -0.7% 5.1% -7.8%
Grossmargin 36.2% 34.5% 40.2% | 42.6% 456% | 45.1%

Photography SBU sales as a percentage of total Kodak sales peaked in 1998 at 75.1% and
declined to 70.2% since that time. Absolute Photography SBU sales dollars have declined as
well, impacting overall Kodak sdlesdollars. Kodak has seen total sales decline each year (with
the exception of 1998) despite U.S. and world economy growth during 1997 to early 2000. Sales
are declining in both the U.S. and emerging markets. In addition, the decreased sdesin the
Photography SBU are the result of decreased sdesin dl of the SBU subsegments: consumer,
entertainment, and professiond film products, paper products, photo finishing services and
cameraproducts. The downward saes trend reflects the confluence of severa conditions. Firdt,
the macroeconomic weakness in both the U.S. and worldwide marketsis growing. Second, 9-11,
amajor non-recurring shock, reduced sales by delaying or postponing motion picture and
television rdeases and resulted in asignificant drop in worldwide tourism. Third, thereisan
ongoing industry shift as digital subgtitution replaces traditiona products. While Kodak's
traditiond film businessis il growing in emerging markets, digita subgtitution is occurring in
developed markets — more quickly in Japan and dowly in the U.S,, Europe and Canada.

Kodak has seen lower gross margins over the past five years, in addition to the downward sales

trend, due to severd factors. Increased sdes of lower margin products, such as sSingle use
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cameras and digita cameras, contributed to reduced gross margins. Emerging market sales for

traditiona film products have lower average sdlling prices than developed market sdes. Also,
price pressures in certain markets where Kodak competes head-on with conmpetitors that
differentiate based on cogt, such as Japan, negatively impact gross margins.
Kodak stated in its 2001 Annua Report that it expects 2002 to be another difficult year.

A review of Kodak’s September 30, 2002 results, projected to the end of the year, shows that
Kodak is realizing these expectations. Kodak does not expect any upturn until 2003 and then
Kodak expects consumer spending to increase only gradudly.
Operating Costs

Negative sdes and gross margin trends foretell the impact of the industry’ strangition from
andlog to digital and bodeill for the company. Kodak management has reacted by controlling
operating expenses. At the present time, Kodak has succeeded in maintaining key cost structure
ratios despite the overdl sales decline.

Table 12. Kodak Performance/Cost Ratios

2002 proj 2001 2000 1999 1998 1997
R&D as% of sales 6.0% 5.9% 5.6% 5.8% 6.6% 1.2%
SG& A as % of sales 19.5% 19.9% 18.0% | 19.2% 246% | 26.9%
Operating margin 10.7% 2.6% 158% | 141%| 141%| 0.9%
Net income margin 7.0% 0.6% 10.1% 9.9% 10.4% 0.0%

R&D as apercent of sdes has stayed flat a approximately 6% of sales, despite sde
declines over the past five years. The flat rate trandates into an approximate $300 million red
dollar decreasein R&D since 1997. SG& A (excluding restructuring and other specid charges
such as goodwill) declined from gpproximately 26% in 1997/1998 to under 20% in the past four
years. Thisreduction trandates into a$1.5 billion rea dollar decrease since 1997. Kodak has
implemented SAP to streamline and automate its G& A functions and has embarked on
restructuring activities in 1999 and 2001 that focused on reducing operating costs and shoring up
the balance shest.

In Europe, Kodak trangitioned from a country modd, where purchasing, billing, payables,
and other operationd activities were performed within each country of operation to aregiona
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hub-mode where dl European activities are now performed in Switzerland. Thus, management

has tried to regp maximum benefit from Europe' s converson to asingle currency, the Euro,
while diminating redundant pieces of infrastructure. Kodak has seen other operationd
performance improvements from its divesting of redl estate holdings, stopping the repurchase of
stock in favor of debt reduction, and reducing headcount. Kodak’s net income margin, asa
result, revived back to 7% in 2002 after dipping to 0.6% in 2001.

Cash Flows

Kodak’sgod isto maintain a strong cash flow position, and the company stated in its
2001 Annual Report that Kodak expects to generate $6 billion in cash flow after dividends over
the next Sx years. Kodak’s cash gods now focus on maintaining dividends, decreasing debt and
making strategic acquisitions that enhance profitability.

Economic Value Added
A key financid performance measure is Economic Vaue Added, or EVA. Please see

Appendix D for adetailed description of how this measureis caculated. Kodak’s EVA for 2001

is—508 (million dollars). Although Kodak posted net operating income and positive net earnings

in 2001, when the operating income is adjusted for the cost of capital and the return that Kodak
earns on its assets, anegative EVA reaults. Thisisared flag for management. When the EVA
caculaions arelooked at closdly, severd issues cometo light:

?? Kodak hasalot of debt. Itsdebt equity ratio at the end of 2001 was 3.6, as compared to the
industry average of 2.2.

?? Kodak has ahigher cost of debt than its competitors. Thisis because Kodak’ s primary
competitors are in Japan, where due to the Japanese recession and Japanese government
subsdies, the cost of debt is now quite low.

?? Kodak’s net working capital (current assets less current liabilities) is negetive.

?? Kodak's spending on R&D is decreasing over time. Kodak is not investing in the future;
rather, it is decreasing R& D as sdes decrease to maintain asteady “R&D as a percentage of
revenue’ metric.

?? Kodak’s net profit margin is gpproximately zero.
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Kodak continuesto pay out dividends despite the above issues. Our andysistdls us that

management has decided to use the Photography SBU as a*cash cow” to continue to attract
investors. Management has publicly indicated thet there will be sufficient cash flow generated
over the next five to Six years to ensure that dividends continue. We are concerned thet in the
long-term, Kodak will exhaust its assets and stop being able to generate new cash flows. The
lack of subgtantial R& D growth and the negative EVA cause our concern.
Kodak’s Financial Performance Compared to I ndustry Average

Kodak’s current financid performance compares reasonably well againgt its competition
and the industry average. Although gross margins are below average, operating margins are just
above the average and key balance sheet ratios reveal that Kodak is managing its receivables and
itsinventory better than its competitors. While this information makes Kodak look attractive in
the short-term, its negative EVA isaleading indicator of long-term problems.

Table 13. Key 2001 Performance and Operating Ratios

Industry | Kodak Fuji Konica Agfa
Grossmargin 38.8% 34.5% 41.6% 42.6% 36.5%
Operating margin 2.4% 2.6% 7.0% 5.5% -5.4%
Net profit margin (A) 0.0% 0.6% 3.4% 2.0% -5.9%
Days Sales Outstanding 79.1 64.5 80.6 87.5 83.6
Daysin Inventory 96.3 47.9 93.4 120.6 123.5
Quick ratio 16 0.9 19 12 2.4
Debt to Equity Ratio 2.2 3.6 0.7 2.1 2.6
Asset turnover (B) 97.8% 99.0% 81.5% 102.3% 108.5%
Financial leverage (C) 3.2 4.6 1.7 31 3.6
Return on net worth (AxBxC) -2.2% 2.6% 4.8% 6.4% -22.7%

Key I ncome Statement Ratios

Kodak’ s gross margins are lower than the industry average and are lower than its
competitors. In prior years, Kodak was the quality brand and did not compete on price.
However, as average sdling prices have fallen and Kodak’ s traditional film product base has
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eroded, margins have suffered. It isimportant to note that Kodak’ s prior year gross margin was
40.2% and thus more in line with the industry average. Thefal in 2001 was a result of many
factors discussed in the Sales and Gross Margin section above.

Key Balance Sheet Ratios and Return on Net Worth

Kodak’ s balance sheet ratios, day’ s sales outstanding, days in inventory, and the quick
ratio, al compare favorably to industry averages. Kodak’s day’ s sdes outstanding and daysin
inventory are lower than those of its competitors. This achievement is evidence of Kodak's
management focus on improving the balance sheet. However, a degper 100k reveds some
concerns. Kodak’s has the highest debot to equity ratio in the industry. Its return on net worth is
sgnificantly lower than that of Fuji. Thisindicates that while the smple “ street ratios’ gppear to
be managed well, Kodak is not redly getting the maximum return on assets and equity invested.

EVA

One interesting exercise isto look at Kodak’ s net income, operating income, and EVA,
which is operating income adjusted for the cost of capital on assets deployed, as compared to its
competitors.

Table 14. EVA (in millions of dollars)

Firm Netincome | Operatingincome| EVA
Kodak $76 $291| $-508
Fuji $650 $1,722 $371
Konica $88 $173 $61
Agfa $-496 $287| $541

Kodak’ s negative EVA is due to the factors discussed previoudy: a high debt load, negative
working capitd, and declining R&D expenditure. Fuji’s high operating incomeis due to adding
back its high tax provison and low interest expense. Were Fuji not paying such high taxesin
Japan, its net income would be much higher. The main reason that Fuji’s EVA is postiveis
because it hasincreased its R& D spending substantidly — a 64% increase since 2000. Konica's
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positive EVA islargdy dueto its positive net income and positive operating income. Agfa's
EVA is negative despite positive working capital and flat R& D spending because the company

had anet lossin 2001. Because working capita is positive, it appearsthat if Agfaisableto turn
around its net loss it will dso have a postive EVA.

The main concern for Kodak comes when the net income and operating income are
pogitive, but the EVA isnegative. Thistells usthat Kodak is not successful a generating
auffident income from its assets to offset the cost of capital used. Kodak is not creating wedlth
at the present time — rather it is consuming resources to generate net income.
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3.6 Product/Service Portfolio/ Business Position Analysis

3.6.1 Lifecycle Analysis

Kodak’ s Photography SBU’ s number one product isfilm. Kodak has a number of
consumer film sizes available today, however the number has been reduced significantly over the
years. Kodak has been ardentlessinnovator in the imaging business and its focus has been on
making the process easy. Currently, three mgor film typesexis. Thefirg is 35mm film, which
isthe mogt used film szein theworld. The 35mm film cartridges that we use today were
introduced in their firg form in 1934. Thisfilm 9zeisavalablein dide format aswel. While
packaging and film have changed over the years, focus has dways been on improving image
quaity while smultaneoudy making picture taking easier. Kodak clamsits Max products
improve 25% of the pictures over the same pictures taken with 100 or 200 speed standard 35mm
film. These and other incrementa improvements have been beneficid in sustaining market share
for Kodak, but they would not qualify as new products. For this reason, Kodak’ s 35mm-film life
gpan has reached 68 years and is unlikely to be replaced with another film size. Kodak
introduced the Advanced Photo System (Advantix) in 1996. The product contains a 24mm film
and isthefirg film from Kodak to incorporate traditiond slver haide technology and a
trangparent magnetic recording medium (1X - Information eXchange) dlowing information to be
recorded and exchanged with the photofinisher. Advantix’ s advantages are numerous but the
most important for the consumer market is the ease of loading. The film “tal” isno longer
present. The cartridge is sedled and Smply snapped into place in the camera. The film records
information about the pictures taken, and in some camerasiit dlows film remova in the middle
of therall. The film can be replaced later and its memory communicates the last position to the
camera, which windsthefilminto place. Thisnew format is now six years old and is growing in
popul arity.

In generd, Kodak’ sfilm lifecycle at this point is more likely to be determined by the
gpeed of the trangtion to digital photography than by another andog replacement. The film
indudtry lifecycle pesked in 2001. Andysts believe that the film market islikely to remain flat
or dightly decreasing at arate of about 3% per year as digitd subgtitution occurs. Kodak’s
management believes that digital subdtitution will occur dowly and islikdy to fal in the 0% to —
3% decline through 2006.
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Higtoricaly, Kodak's cameralifecycles arefairly short. For example, its disc cameras,
introduced from 1982 through 1990, had amode life cycle of about three years*“" Kodak’s
Advantix™ cameras have shown more longevity with alife span exceeding sSx years. Little
information is available regarding Kodak’ s digita cameras life cycle, but the market is changing
rgpidly. On the Digita Photography Review website, 15 current Kodak models are listed, as are
21 discontinued moddls. Kodak’ sfirst digital camerathe DC20 was released in 1996 and that
mode is not even on thelist. Thissuggeststhat in just Sx years Kodak has released at least 40
digitd cameras. This number includes four cameras listed in Kodak’ s camera history but not
listed on the Digita Photography Review site. Kodak released seven new modelsin 2001. Two
of its cameras released in 2000 have dready been discontinued. Digital cameralife cyclesarein
the one to three year ranges with the current speed of technologica change.

3.6.2 Marketing Mix

3.6.2.1 Product

Kodak offersavariety of products from the photography division:

225 HIlm

&5 Cameras

%5 Photo processing

%5 Photo paper

225 Minilabs and kiosks
The table below shows the revenue breakout by product type. The proportion of saesfrom each
product type is consistent with the proportion of sales by product type for the entire industry as

discussed in the Industry Structure section.

Table 15. 2001 Estimated Revenues for Photography Division*®"

Product Revenue Percent of Total
HIm $3B 32
Cameras $2.6B 28
Paper $750M 8
Processing/Kiosks/Minilabs $3B 32
Total $9.4B 100
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The Product Portfolio Matrix figure below depicts Kodak’ s photography products as they
relate to business unit competitiveness and industry attractiveness. Fim and andog cameras, on
the lower end of the diagram, represent Kodak’ s history. They do not provide a competitive
advantage and are unattractive due to declining revenues and profit margins. Photo finishing is
more promising because it includes revenues from both analog and digita camera processing.
Kodak professond digital cameras are the best on market. They have the most advanced
features and resolution and are the preferred choice of professiona photographers® The
downsdeisthat Kodak has sdlected a niche market that represents less than 5% of dl cameras
sold**"! Kodak digital consumer cameras are positioned in a high growth market. However,
given Kodak’ s tendency to follow the innovators, their competitive position is average.

Figure1l. Product Portfolio Matrix
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The best products in Kodak’ s arsend include paper products, single use cameras, digita
minilabs, and kiosks. Paper generates high margins for Kodak due to the excellent branding it
represents and the smdl purchase price it represents for consumers. Product growth will dow

somewhat as consumers trangition from anaog to digita cameras, but Kodak can expand paper
use with more kiosk placement. Kiosks and digital minilabs represent a high growth areafor
Kodak. Kodak’swell-known brand and global reach dlowsit be one of the first moversin key
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target markets to place kiosksin high traffic areas. Kodak leverages single use camerasto

extend the film industry’slife. Single use analog cameras are quickly replacing expensive

andog camearassdes. Thereishigh potentid growth with the expanson into foreign markets up
until the time digital cameras become more cost competitive. 1n our opinion, this gives Kodak a
five to ten year period to extend the benefits of film.

3.6.2.2 Price

Kodak film garners a price premium over competitors for its film and paper products due
to the investment it has made in branding its products as the highest quaity paper and film
avalable. Film sdIsa a 10% premium to the industry average and 35% premium to Fuji’sfilm
due to trust in the Kodak brand **"" Kodak has used this advantage to price the Picture-Makers
kiosks at about twice the price of Sony’s smdler, more feature-limited Picture Station kiosk,
which sells for about $10,000.X""

Entry-level digitd cameras (2 Megapixels) are currently priced at between $200 and
$300in the U.S,, which is a30% price decline from 2000X%* A current price spot check
indicates Kodak’ s EasyShare, 2.0 Mega pixel, camera sdlls a $150, while Sony’s competitive
offering sdllsfor $200.° Kodak is believed to be attaining negative margins on this product due
to market competitiveness® SUCs, which are priced from $10 to $20 based on a sampling of
local stores, appear to be generating profits for Kodak due to the bundling approach and
associated processing and paper usage after camerausage. Professona cameras from Kodak's
competitors have been announced and will be priced at around $2000.%" Kodak’s professional
digitd sngle lensreflex (SLR) camera sdlls for $5000.°"

Kodak currently sdlls Phogenix, adigita minilab developed with HP, at $40,000 to
$50,000inthe U.S. Itispriced a a steep discount to Fuji’s Frontier minilab that sells at
$139,000. The reason for this divergenceis not clear. ™ Pricing of film development chemicas
and paper isreadily available due to the nature of processng industry, which relies on long term
contractsto lock in prices. Kodak’s affiliate, Qualex, controls most of the market in the U.S. for
these products, so it islikely Kodak only faces competitive pricing pressures at contract
renegotiation time. Kodak photo paper is priced at a premium. Specific prices vary depending

on the timing of associated promotions.
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Film and paper represent the highest margin products for Kodak.” All other products are
extremdy sengitive to obsolescence from innovation, price cutting from competitors and market
entry by new firms. This appearsto explain Kodak’ s decreasing gross margins over the past five

years.

3.6.2.3 Distribution

Kodak usssits afiliate, Qualex, to off film processng and output. Mgor retail outlets,
discount stores, photo- processing centers, and specidty stores ditribute film and digitd photo
paper. Kiosksand digita minilabs use digital photo paper. Kodak’s subsidiary Ofoto manages
online photo finishing. Ofoto ships printed photos to customers after their on-line order has been
placed. Best Buy, OfficeMax, Staples, and many other retail and discount specidty stores offer
digital and analog cameras. Online shopping is popular due to ease of feature comparison.
SUCs are sold primarily as a convenience and device for specia events. Kodak’ s digital
minilabs are 0ld to the same outlets that offer film processng. Similarly, kiosks are usudly

located in mass-merchant retailers, photo-specialty outlets and drugstores.

3.6.2.4 Promotions

Promotions are not used to sdll film processing chemicas and paper products. These are
sold based on negotiated contracts that last for several years. Changesto pricing are reflected
during renegotiations. Digital photo paper is not promoted to retailers but does get discounted
when purchased in volume. Ofoto, Kodak’ s online initiative, offers its services through CVS,
Walgreen's and Wal-Mart, anong others®”" Film promotions vary from steep price discounts
when buying in volume to film bundling with SUCs and andog cameras. Camera promotions
tend to be price oriented or involve bundling with software, film or additiona accessories.
However, Kodak does not offer promations with their professond digital cameras, asthe buyers
arevery brand senstive. Kodak promotesits digital minilabs and kiosks by price discounting

and offering volume discounts as needed.

3.6.3 Implications for Strategy

Although Kodak is the market leader in film and photo paper, these markets are nearing
the end of their life cyde. Flm has enjoyed alife of over 100 years while the perfect
complement, paper, is no longer a necessity with digital technology. Kodak has built a strong
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brand that is recognized worldwide as number one in photography. However, it isin danger of
losing its number one position as the end of film draws near. Our concern isthat Kodak is il
too reliant on film for its revenues and profits. The company holds a number five position
worldwide in camerasales and is quite satisfied with attaining a3 or 4™ position. ™"

Kodak has chosen to broaden the definition of its market to infoimaging. Itis
disconcerting however, that the segments where they are number one will be harvested due to
digital substitution. Kodak’ s worldwide share of digital camerasdesisnow 10%. With this
segment in the early adoption stage there islikely to be significant innovation and price
competition to come. Eventudly, the maturing of digital photo technology will lead to just afew
remaining competitors. We believe Kodak is not poised to remain as a contender in this segment

dueto it'slack of innovation, cost disadvantages and contentment with being an aso ran.

4 Critical Issues

Theindustry leadersidentified several issues critical to Kodak’s strategy implementation:

?? Improvement of digital camera qudity and ease of use. A survey of more than seventy
leading, world renowned trade journaists and industry andysts indicated that 76% believe
current image management/transfer, image quaity enhancement, and archiving software are
too difficult to use™""

?? Adaptation Kodak’ s well-established retall film and phaoto finishing distribution strategy to
digita photography.

?? Providing services superior to what computer printer companies can provide and ensuring
that commercial photo processors will not be obsolete for consumers. %

?? Egablishing the necessary dliances to gain market share in the market defined by the
convergence of imaging with telecommunications™

The additiond critical issues we identified are discussed in the following sections,

4.1 Other Opportunities and Threats Facing Kodak

Kodak has an opportunity to leverage its presence with its kiosks. It now has 35,000
digital kiosks as we have mentioned, but thisis only asmal amount of what is possble. Kodak
has a massive number of drop-off points for sandard analog film developing. One can get film
developed at dmost any supermarket, drugstore, or discount food center in any placein the
United States. Kodak must leverage this presence.
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Digita photography, as we know, is eroding the andog (standard film developing)
revenue stream, and Kodak must find replacements for thislost revenue. One viable replacement
is Digital Kiosk Development Services. Kodak can and does receive revenue from the paper
sold at these kiosks. Kodak needs to aggressively partner with the channels to ensure that
wherever there is alegacy andog drop-off point that there isaso adigital kiosk. Kodak must
aso continue to place kiosks in new venues such asin coffee shops, mdls, and other tectical
places. Thedigita deveoping kiosk will eventudly supplant the analog drop-off point entirely
when andog disgppears in the future. Thisis an opportunity that cannot be missed to ensure the
surviva of the company. This opportunity is not restricted to the U.S. Latin American, Europe,
parts of Asia Pacific, and certain areas of the Middle East are dso candidates for this approach.

SUCs are an outstanding opportunity for Kodak, especidly in emerging markets such as
China. Customers are essentially renting cameras. Kodak announced, in the 2001 Annudl
Report, that is has just recycled its 500 millionth SUC. Thisisjust an indicator of the potential

™I gUCsarelow

of this channd to ddiver the true products: film and developing, not cameras.
cogt, relative to sandard cameras, and they are in reach of many people who could not afford a
standard camera. We fed these aspects of SUCs make them ideal for emerging markets. Kodak
would make up in volume for what would be lost in margins as lower price points would need to
be st in lower income geographies. This presents a high volume business opportunity.

An exciting breskthrough innovation for SUCs would be a digitd single use camera
(DSUC). Thesewould be sold through the traditional SUC channds. supermarkets, drug stores,
discount retailers. They would be sold at the digita kiosks aswell. DSUCswould alow the
consumer to print out the pictures, e-mail them somewhere, or burn a CD at the Kodak kiosk
only. Kodak would charge afee, of course, for any of the services and cameras would be viable
for only a certain number of photos or images. Kodak is, again, renting the camera at areatively
low price and offering services that many people in the U.S. and abroad, mainly Europe, cannot
do for themselves. DSUCs, of course, would have the Kodak brand name attached, which is
known the world over. The Kodak brand is expected to help sdll the camera.

Threats abound for Kodak. The andogy isthis. Kodak isworrying about eight track,
cassettes, reel-to-red, and vinyl records while the world is moving onto CDs. It does not even
matter what technology is better; the world is moving on. Kodak’s cash cow isfilm and film

developing, but every year more people are buying digital cameras. Thisis a problem because
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consumers are not printing out most of their digital photos. Digital photos are often stored, e-
mailed, or deleted. Only great shots are printed out, and then it islikely that most people use the
plain white printer paper adready in their printer rather than going out to buy specid paper. The
threst to Kodak, and the film developing indudtry, is that future sales of “output” (film grade
paper) products will not be at levels needed to maintain historical revenues.

Kodak needs to make film grade paper more easily available to customers. Kodak can
and does sl photo paper through digital kiosks and through the current channels such as
supermarkets and drugstores, but it needsto find ways to drive usage. Digita cameras make it
easer for people to take pictures because there is no “commitment.” Oneis not committed to
paying for ashot once the button is pushed. People are taking more pictures due to this lack of
commitment, yet they are not printing them out.

4.2 Critical Strengths and Weaknesses.

Kodak is one of the most recognized brands in photography®!. People have faith in Kodak
quality asaresult of this brand strength, and thus the brand alows Kodak to command a price
premium for itsfilm.

Kodak, however, has been a complacent leader. CEO Danid Carp has put in place a
drategy that accepts that digital is making “some’ inroads into Kodak’s main business -
photography. Heis not sounding the darm as he should be. A very serious Stuation faces
Kodak: within sx or seven years digital technology will destroy Kodak and its main income
sources - photography and photo finishing. Carp is not moving Kodak fast enough, his strategy
isnot sound, and he is not moving in the right directionsin other areas. We fed that heis
complacent and accepts the status quo. He clamsthat the current strategy is a growth strategy,
but it is not growing revenues for the company. Too much of Kodak’ s revenues are derived from
traditiona photography, which isamgor weakness as this segment is steedily shrinking and
being cannibaized by digital photography.

Kodak’ s own structure holds itself back. Each year Kodak pays a $500+ million tax - not
to the government but to its shareholders in the form of dividends. The $500+ million could be
better spent, at thistime, by Kodak in expanding its kiosks, R&D for digita technologies or by
paying down its debt. Shareholders have come to expect this yearly tribute so getting the board

69



of directors to authorize a cut back will be achdlenge. A cut back is needed in order to achieve
the godsfor the future.

The Kodak brand is closdly tied to traditiona photography. If Kodak doesn’t make some
dramatic and effective changes, such as the expansion of the kiosks, SUC expansion globaly,
and other digital innovations, the failure of the Photography SBU could cause dl other SBUsto
fall if they are not postioned strongly on their own. Polaroid had many products and interests
besides cameras and film, yet Polaroid' s failure to broaden itsdlf effectively led to its downfall.

4.3 Impact of Kodak’s Current Strategy

Kodak’straditional industry is shrinking. Kodak's sales are projected to decrease by
more than $1 billion over the next five years: from $13.2 billion in 2001 to $12.1 billion in 2006.
Both declinesin units sold and in average sdlling prices, due to increased consumer purchasing
power and lower prices wrought from emerging markets, are causing sales shrinkage. In
addition, gross margins are projected to decline. Kodak’s current strategy, to rein in operating
expenses to keep pace with the expected saes decline, will keep the company above water in the
short-term. However, we project losses by 2006. Kodak needs to make sgnificant changesinits
cogt structure in order to maintain long-term profitability. We think that current management is
trying to maintain the dividend leve to atract investors over its expected tenure — the next few
years. Management, a captive to the dividend, does not gppear to be willing to make significant
and difficult decisons necessary for it to outlast the trangtion to digital.

Current Strategy Resultsin Net L osses by 2006 (in millions of USdollars)

Actua Actual Projected  Projected Projected Projected  Projected

2000 2001 2002 2003 2004 2005 2006
Kodak totd sales $ 13994 $ 13234 $ 12692 $ 12808 $ 12641 $ 12325 $ 12128
% change in sales year to year -5% -4% 1% -1% -3% -2%
Grossprofit $ 5619 $ 4564 $ 4315 $ 4009 $ 379 $ 3328 $ 2971
Gross margin A0% 34% A% 32% 30% 2% 25%
R&D and SG&A $ 3298 $ 3406 $ 319 $ 3228 $ 318 $ 3107 $ 3057
R&D and SG&A and a % of sales 24% 26% 2% 25% 25% 25% 25%
Earnings before taxes $ 2170 $ 1,215 $ 1,116 $ 870 $ 43 % 21 % (85)
Earningsasa % of sales 16% 9% P 7% D% 2% -1%
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4.4 Effectiveness of Current Strategy or “Good is the Enemy of Great”

“Our discussions with Kodak management suggest the company is satisfied with atop-
three or top-four share position worldwide”™"" Kodak’s current strategy is ineffective - aDoom
Loop. Revenues have shrunk every year for the past five years. Daniel Carp explains that the
drategy isagrowth strategy, yet growth is nat, in fact, being achieved. “The drategic am of a
businessis to earn areturn on capitd...”*" said Alfred P. Sloan Jr. about business, and we see
that Kodak is not achieving its drategic am.

The firm's conduct does not address the photography industry conditions. Kodak isthe
film market share leader yet there have been no recent mgor deveopmentsin film. The current
drategy portion that addresses digita transformation is nothing new. Other companies are
pursuing sSimilar strategies and aso addressing the challenge of making digital photography
easer to use.

Kodak has resources today to implement the current strategy. Kodak aso has the
resources to implement a bold, new aggressive strategy. It would be very difficult to get the new
strategy approved within Kodak’ s current corporate culture. Kodak is a conservative, old world
company that offersitems such as a penson to its employees and an dmost guaranteed dividend
to its shareholders. Dividends could be used to paying down Kodak’ s debts, support R&D, or
increase digital expangon. It is hard to imagine that the Kodak board of directors and executive
gaff would take the needed risks today in order to achieve the longevity of the corporation.

Nothing in the current strategy creates a unique advantage. It appears at first thet the
only exception to this might be the digita kiosks, but kiosks have limited room for
differentiation since they are amply printers. Kodak's only hope isto obtain a“first mover
advantage’ with the kiosks and lockup market share as early as possible.
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5 Recommendations

5.1 Short Term

We recommend that Kodak execute the following strategies immediately:

1) Continueits harvest strategy in the maturing film subsegment of the photography
business unit by leveraging the benefits of film and capturing market sharein emerging
markets. This recommendation reinforces Kodak’ s world market leadership position in the
traditiona anaog photography business and maintains brand value internationaly. The
andog and digitd industry structures do not change with this action. The film industry,
which provides Kodak with 70% of its total revenues, has characteristics of decline: excess
capacity, lack of technologica change, few competitors, high average age of resources, and
aggressive price competition.”” We believe that Kodak's harvesting strategy, to expand the
bendfits of film, isa conventiona strategy for addressing this declining industry. As defined
by Grant, “A harvesting strategy seeks to boost margins wherever possible through raising
prices and cutting costs, the number of models, number of channds, and the number of
customers.” Kodak’sR&D and SG& A spending have dropped in the past four years (see
Financid Andyss section), while attempting to sall film to emerging markets. The company
has sufficient income to pay gpproximately 5-6 years of sustainable dividends, however, their
long-term financid future does not gppear to be strong. In the short-term, it makes sense for
Kodak to regp profits from the remaining demand in film.

2) Continueto partner with industry leadersto gain experience and credibility in the
digital space. Kodak’strangtion from a mature to a quickly declining industry is the result
of digital subgtitution. Kodak needs to quickly learn the new technology to survivein anew
industry. Kodak, leveraging its brand and imaging expertise, should continue to partner with
infoimaging/digital leadersto gain credibility and expertise in the new industry. Some
examplesinclude: the Phogenix product, NexPress, the Picture exchange PCXe, and the
AOL “You'vegot pictures’ program. The company should continue to partner with Nikon
to use the F5 body for professona cameras. This recommendation increases Kodak's brand
drength in the emerging digitd market and diverdfiesits product portfolio and revenue
stream, thus supporting its competitive position. The industry structure will change if Kodak
becomes a stronger player in the digitd space from this recommendation. The intent isto
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3)

4)

reestablish Kodak as a player in the digital space. In addition, Kodak needs to position itsalf
at least in the top three digital image capture market in order to replace logt film revenue.
Continueto promote Kodak brand with single use camer as, especially in emerging
mar ketswher e the affor dability of multiuse camerasis prohibitive. Kodak’s competitive
position strengthens if Kodak’ s brand recognition is established with the younger and low-
income population. Kodak would secure future revenues from these customers as their
income levels increase and they upgrade to more sophisticated products. In addition, added
SUC processing could replace the losses in traditiond film processing. This

recommendation alows Kodak to maintain its number one position in the industry structure

of emerging markets and prolong the life of traditiond film.

Review organization structure and look for waysto reduce layer s and eliminate costs.
Reduce structural layer sthat have accumulated over the yearswith acquisitions and
work in new product areas. Kodak’s corporate directory lists over 50 senior executives
within the corporate and business unit management. Companies often restructure their
organizetions in order to create an innovative environment and streamline operating codts. In
his article about the evolution of corporations as they grow, Larry Greiner suggests that
companies must go through organizationd changes asthey grow in order to move to the next
development phase. Companies reach phases at different times and can trangtion to and
from various phases many times during the life of the organization. Larry describesthe
process as one of evolution and revolution. Evolutionary phases are those in which the
company goes through a prolonged growth period. He aso describes thistime asaquiet
time between economic shocks. The revolutionary period is one of turbulence within the
organization. This turbulence can be caused by many things and is often caused by the
organization growing beyond its current organizetional structure. Greiner describes various
phases that are indicative of companies at certain organizational growth stages. 'Y oung
companies tend to go through phases like Crestivity and move into the Direction phase.

Each phase becomes necessary, as the organizationd challenges require different approaches.
We would suggest that Kodak is stuck in the Coordination phase that Greiner characterizes as
built around forma systems for achieving greater coordination in which top-level executives
take responghility for the initiation and adminigtration of the new systems. Kodak has

reached what Greiner describes as ared-tape crisis. In generd, the organization has become
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too large and complex to be managed through forma programs and rigid systems. In

addition, Kodak is experiencing an economic shock. First, the 9-11 tragedy and the

subsequent economic downturn have had a negetive effect on the tourism and entertainment

industries. Second, Kodak's bread and buitter, film, is and the declining phases of itslife.

Both of these circumstances suggest that Kodak needs to take dramatic stepsiif it intends to

aurvivethis current crisgs. Thisis when arevolution occurs and the next phase of growth,

Collaboration becomes crucia. Greiner describes the Collaboration phase as one where:

a) Thefocusis on solving problems quickly through team action.

b) Teams are combined across functions to handle specific tasks

c) Saff expertsat headquarters are reduced in number, reassigned, and combined into
interdisciplinary teams that consult with, not direct field units.

d) Economic rewards are geared more to team performance than to individual achievement.

e) Experimenting with new practicesis encouraged throughout the organization.®"

These characterigtics are the most relevant to Kodak's current situations. In his book on

organizationa theory and design, Richard Daft describes what he cdls Symptoms of

Sructural Deficiency. ®“''  When the organizationa structure is out of aignment with the

organizationa needs, one or more of the following symptoms appear: the organization does

not respond innovatively to a changing environment, decison making is deayed or lacking

in qudity or too much conflict is evident.

We believe that these symptomsin part describe Kodak's current Situation. Therefore we
believe that Kodak must make some dramatic changesif it isto survive. In addition to
structurad changes, Kodak could improve its competitive position by relocating more of its
manufacturing plants to low cogt aress, increasing focus on the efficiency of dl levels of the
organization and identifying new areas for investment and divestment. There would be no
immediate effect on industry structure, but it could position Kodak as aleader in the digita
future. While these recommendations are severe in some respects, we believe they are
aigned with Kodak's currently stated strategy.
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5.2 Long Term

Kodak pardlds Polaroid not only in how its foundation is based on a declining film
indudtry, but in thet it holds the same view that “much of the company’simaging knowledge
baseis dso transferable to the digital arena”'!! |t is not apparent whether Kodak is able to
“confront the brutal facts”®™ Kodak’s publicly stated strategy has a positive flavor. However,
we do not fed that the stated Strategy will prevent Kodak from failure. Kodak is till too
dependent on film revenues.

We recommend that Kodak implement the following long-term Strategy to avoid
Polaroid sfate:

Break apart the Kodak business unitsinto separate companies. Thisrecommendation
enables each separate unit to focus on its core business and diminate diseconomies of scale, thus
grengthening Kodak’ s competitive pogtion. Divergfication is often responsible for the
destruction of shareholder wedlth (per Grant) and very few companies have been successful in
multiple, diverse markets Smultaneoudy.”*  Each separate business would become responsible
for its own success. The businesses would benefit from the sharing of Kodak’ s knowledge base
while dlowing each other to remain solely focused on its own market. Each business could then
market itself with new brand identities, making it attractive to partners, to new taent, or to
acquidtions. This strategy would have a dramétic effect on the industry structure in that each
bus ness becomes a much smdler player in separate markets.

While this strategy appears extreme at the outset, we projected the cash flows for each
business unit on its own and compared this to Kodak as a whole using different discount rates.
Even assuming that the exact same discount rate is gpplied in adl situations, we determined that
the sum of theindividual Kodak companies were worth more than the diversfied sngle
company. Our detaled anadyssin Appendix E, is summarized below:
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Kodak Strategy Summary: Net Discounted Cash Flows (in millions of USdollars)

Case 1: Kodak continuesits current strategy $ 5224

Case 2: Kodak takes short-term recommendation $ 6,632
(remove layers and restructure infrastructure)

Case 3: Kodak takes short-term recommendation $ 7,568
and long-term recommendation (divest and reorganize)

Case 3 Detail: Valuation of Kodak SBUs, divested

Photography $ 4324
Health Imaging $ 2,089
Commercial Imaging $ 955
Components $ 264
[Total Sum of Broken Up Parts $ 7568 |

Case 1listhe vduation of Kodak if it followsits current strategy. Case 2 isthe vauation
of Kodak if it implements our key short-term recommendation of removing layers and
restructuring. Over $1.4 billion of shareholder value is crested between these two cases.

Case 3isthe vauation of Kodak if it implements both the short-term Strategy of
removing layers AND our key long-term strategy of bresking up the SBUs into smdler, more
focused companies. We estimate that another $0.9 billion of shareholder vaueis crested by
bresking up the SBUs. Thisis primarily because the Hedlth Imaging unit is freed from the onus
of dividend participation and corporate downsizing and can invest heavily in agrowing and
lucrative market. In addition, we fed that Kodak has certain diseconomies associated with being
alarge diversfied, older company. We have dready noted that severd layers of management
exist and we fed that due to legacy consderations, Kodak has not cut deeply enough into its
R&D areato fully diminate projects which do not embrace digitd technology. The divetiture
srategy will present management with an excellent opportunity to re-think the Photography
SBU’sresearch activities as well asto build new infrastructure.

We used the existing SBU structure as the basis to perform our vauations. However, we
recognize that there are advantages and disadvantages to how these SBUs are currently
structured. Therefore we have proposed a new strategic alignment based on divestiture, as noted
in the Table below.
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Table 16. Proposed Restructuring Advantages and Disadvantages

Division Markets Advantages Disadvantages

Film Hlm, HIm %< Continue to pay dividend 25 Company may be
Processing, gonein 10 years
Paper

Electronics | Professond and %5 Can be more innovative 25 \Won't have the scale
consumer elec. and invest morein R&D to be avolume player
products, Kiosks, %5 Can out source many in dectronicsinitidly
Labs functiond aress

Health Hedthimaging 2% Same as Electronics %5 Same as Electronics
sysems

Component | OLEDs, Sensors, %5 Same as Electronics %5 Same as Electronics

S Optics

Management should re-think and redlign subsegments within the SBUs to seeif more

synergy across the various types of technologies can be created. For example, greater synergy

can be achieved by combining product categories as shown in Table 17 below. We recognize

that management may not have the courage to implement this long-term recommendation;

therefore we propose two aternatives.

Table 17. Proposed Restructuring Based on Product Synergies

Distinct K odak Businesses

Kodak Electronics Kodak Film and Paper Kodak Medical Kodak Components
Digital Cameras FHim Specialized imaging OLED (displays)
Analog Cameras Film Processing equipment Imaging Sensors
UCs Paper Optics
Digital Minilabs Microfiche/film
Kiosks
Scanners
Printers
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Alternativesto Long-Term Recommendation #1.
1) Harvest film business (siop spending R&D in thisareq). Reduce dividend and divert
earningsto R&D in emerging product areas such as hedth imaging and digita technologies.
a) Competitive Position
Strengthens the emerging product divisons and focuses earnings on profitable growth
busnesses Sincefilmisin decline, Kodak’ s competitive pogtion in film isno longer
relevant. Despite its current srong competitive position, due to the maturation of the film
industry, film will contribute less and less to Kodak as a company over time.
b) Industry Structure
The inevitable shift from analog to digital continues to occur and Kodak isinvedting a a
higher levd in the future than it istoday. Kodak will see and must accept erosonin its
core market space and harvest R& D dollars from its cash cow before the cow dries up.
2) Aggressvely pursue the current infoimaging strategy but with increased focus on innovative
product and extensive marketing designed to refocus consumer impression of its brand.
a) Competitive Pogtion
This recommendation will improve Kodak’ s compstitive postion if it successfully innovates and
marketsin the digita redm.
b) Industry Structure

This recommendation does not change the current industry structure.

5.3 International Recommendations:

?? Focus harvesting strategy in emerging markets oversess.
?? Aggressvely promote single use cameras to emerging markets.

?? Continue to locate manufacturing overseas to save codts.
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5.4 Strategy Implementation
The short-term harvest strategy implementation may include the following ideas:

22 Become hyper-focused on film market share to preserve brand name and relationship to
imaging in dl forms.

2 Restructure and delayer the organization to increase shareholder vaue by $1 billion.

7 Deveop incentives that increase Ofoto’s vaue and motivate users to place digital photos
online to dlow purchase by friends and relatives. For example, provide afree archive
CD after the purchase of a specific number of prints. Thiswould motivate customersto
put their photos on the site and make them available to rdatives and friends, increasing
the network vaue of digita photography. It could aso be a method of converting digita
images to output. Customers, by posting digita pictures to the site, entice friends and
relaives to purchase picture prints.

2 Build association of the Kodak brand with high quality digital cameras & imaging. This
could increase Kodak's market share positions. Kodak is only 1% market share point
behind HP and it has a more established brand in the photography market. Success of

professond products could help to build the brand recommendation.

Thelong-term divestiture strategy implementation involves the following activities:

2 Each current SBUs should become a separate lega entity. We recommend that Kodak
spin off the Hedlth Imaging, Commercia Imaging, and Components business units from
the largest entity, the Photography business unit, usng our product focused divestment
grategy outlined in Table 16 and Table 17.

22 The Photography business unit will continue to function as the current public company,
retain the Kodak name and brand, pay out dividends, and make minimd investmentsin
R&D. It would offer the products listed in the Kodak Film and Paper company shown in
table 13. We see this business unit ultimately perishing, as Polaroid did. However the
other businesses should grow at their respective market rates.

2 The Hedth Imaging business unit isin agrowing industry where margins are il quite
hedthy in the low to mid 40% range. Kodak’s Hedlth Imaging has not been getting the
focus or the R& D investment needed to fully reach its potentia. Even though revenues
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are currently 20% of the Photography business unit, our discounted cash flows andysis
revedsthat it isworth approximately 50% of the Photography business unit. We
recommend thet this unit raise new fundsto invest in R& D through an initid public
offering and grow to be amgor player in the hedth imaging market. This business
would offer the health imaging products listed under Kodak Medicd in Table 17.

The Commercid Imaging business unit participates in aduggish industry. However,
margins remain consistent at 30% to 35% because there is less competition and due to
Kodak’ s reputation for high qudity. We recommend that this business unit invest in
R&D inthe next few yearsto develop its digital technology for consumer ectronics.
This busness would offer the e ectronics products listed under Kodak Electronicsin table
17. The new investment will be funded from existing operations.

The Components business unit will be a pure intellectud property company, licensng its
technology to the Kodak companies as well as other companies and collecting royaties
from these license agreements. This business unit’s high margins and the growing
importance of intellectud property in this new century may cause this business unit to be
atractive to outsde investors and an initia public offering should be considered. This
business would offer the sensors and optics products listed under Kodak Componentsin
Table 17.
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6 Conclusions

Kodak’s current gtrategy will only be effective for afew more years. Our financid
andysis shows that the company will experience recurring losses by 2006. We estimate that
each year Kodak’ s cash cow is trimmed by about 2% in terms of revenues as digita photography
popularity steadily increases.

Digital photography is robbing Kodak of film and processing revenues, its main source of
profit. Kodak has developed afour pronged strategy to combat this steady erosion of its most
important market, but it is has not worked so far and it does not address core issues. Kodak has
existed for over 100 years, but that does not guarantee that it will be around for another 100, let
aone another 20 years. Itistime for Kodak to take some bold aggressive movesto ensure the
continued success of the corporation well into the future. Our recommendations will be difficult
for Kodak's conservative culture to adopt and implement. Shareholders are used to receiving
dividends, and film has aways been and il is profitable. However, Kodak will not have the
resources to risk a move that will pogition it asadigital photography market leeder if amoveis
not made now.

Our proposal cdlsfor Kodak to harvest, hold, and build their products based upon the
product portfolio matrix discussed earlier. Kodak should harvest the current film and analog
camera business, hold onto the photo-processing and professond digita camera business, and
build the digital camera, kiosk and minilab businesses dramétically. We proposed bresking the
company into four new businesses: dectronics, film/paper/materids, heath and components.
Implementation of this recommendation ensures a maximum amount of focusis gpplied to
growth areas. Thisis more of an operations based approach than a market based approach. The
shared resources and narrower market focus within each new company will force each to be
more innovetive in order to survive.

Digitd technology will be Kodak’s link to the future, and Kodak will take cusomersto a
digital future. Kodak should consder developing asingle-use digital cameraiin additionto the
restructuring we have proposed. Customers would be able to choose the format of the pictures
they receive: email, CD, or prints. In any case, Kodak obtains both camera and processing

revenues when the camerais used and returned. This may lead some consumers to permanently
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shift their purchase dollars from a reusable digita camerato adigita SUC from which Kodak

will receive “rental” fees and processing fees.

Kiosks, which are part of its current strategy, need to be placed into service much more
quickly than the current rate and promoted through traditiona media. Asof 2002, Kodak has
placed into service 35,000 kiosks. This seemslike alarge number but none of the members of
our group was even aware these kiosks exist. They need to be ubiquitous just like sandard film
processing outlets or ATM machines. Many people are comfortable with e-mailing and storing
digitd pictures, but as digital technology reaches the early mgority, there will be sgnificant
demand to print digital photos quickly and eadily without purchasing an inkjet printer. In
addition, not everyone household can afford a high-end printer and glossy paper. Kodak may
redize this, but technology may passit by before it has a chance to establish aleadership
presence with digita technology.

Findly, our andyssindicates that Kodak is currently not agood invesment. The
company is struggling to meet its commitment of paying a consstent dividend yet they have cut
operating expenses dramatically leaving only minor room for improvement in amarket that isin
decline. Significant improvementsin the performance of the company, in our opinion, will only
come with some of the drastic changes we have outlined included ddayering in the levels of
management and divedtiture of the company into four separate legd entities,
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8 Appendix A: Industry Analysis Tables

8.1 Industry Analysis Tables - FILM

Table 18. Film Industry Competitor Analysis— Rivalry Intensity

Kodak wasthe first company to manufacture and massdistribute film. Other competitors
entered the market over theyears. Four competitors currently serve over 90% of the
mar ket.

Factor: Condition: Vdue
(1to5)
Number / Bdance | A few, big competitors control the film segment. Theligtis 4
of competitors limited to Kodak, Fui, Konicaand Agfa. However, Kodak is the
leader with over 40% market share.”"
Industry growth Growth of the film segment pesked in 2001 athough thereis 1
potentid for growth in areas such as China.®*"
Differentiation / Thereislittle differentiation between vendors. Kodak tends to 2
Switching costs focus more on quadity and professiona products. Fuji driven by
price.
Exit Barriers Exit barriers are moderate. Although the equipment used to 3

produce film is speciaized there has not been over invesment in
capitd. Mot likely, as demand drops the players will respond by
investing lessin new equipment.

Strategic Stakes The stakesfor dl four mgor vendors are very high. Branding is 5
important to each player. While Kodak is the marker share
leader, the others have strengths in specific geographic regions
that dlow them to be successful.

Incrementd Incrementa capacity isnot amgor concern. Thereisno 2
Capacity expectation for higher overal demand with the industry in the
late stages of maturity. FIm manufacturing equipment can be
added or removed incrementally.

Competitor The four mgor competitors in this space focus on producing 4
Diverdty products for sharing images. All appear to have dightly different

mindsets in terms of their objectives and target markets.
Capacity Annud film demand and competitor capacity are rdatively easy 5
Unknown to determine due to the industry maturity. Thereis sufficient

higtorical datathat can be used to anticipate the relative demand

during boom and bust periods.
Product All competitorsin this space are focused on the average retail 2
Differentiation consumer, who is mainly driven by price. Although Kodak has

been successful in focusng more on qudity, al players have
reduced prices consstent with the overdl reduction in industry
average.
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Table 19. Film Buyer Power

Industry buyersareretail, wholesale, discount outlet, and specialty stores. Theend
consumer buysfilm from all channelslisted above.

Factor: Condition: Vdue
(1to5)
Price Sengitivity:
Differentiation Products sold through retail, discount and warehouse outlets are 1
undifferentiated. End buyers are more willing to switch between
suppliers based on price. In contrast, professiona photographers
are more brand loya.
Fraction of The percentage of retall shelf spacefor filmissmall. Typicd U.S. 2
Buyer's Purchases | film consumers spend less than one hundred dollars on film per
year. Overdl, thisrepresents a smdl purchase rdlative to the
buyer’s annua budget.
Buyer Profit Retail stores and other outlets tend to get afixed profit based on 2
film sdles but profits are samdl due to the commodity nature of the
product.
Compstition Some buyers can negotiate better prices from suppliersif they 2
agree to large enough purchases. There are only afew buyers that
can dictate these terms, one being Wa-Mart.
I mportance of Quadlity concerns end users more than retailers. Qudity varies 2
Qudity among suppliers, however most consumers cannot distinguish
between pictures taken with film by one manufacturer versus
another.
Bargaining
Power :
Switch Costs Film switching costs are very low. Eachroll isaseparate sdle, 1
since once the film has been exposed it is easy to use aroll from
another vendor for the next set of shots.
Buyer Buyer information is very abundant. Most buyers are aware that 2
Information quality varies and that film has improved over time but
improvements have not been dramatic from the consumer
pergpective. Also, film manufacturer financid reportsgive an
indication of product costs.
Volume/Concentr | Retall and discount outlets have the strongest buying power. 3
aion of Buyers They pass price advantages on to consumers to drive saes.
Buyers may have limited influence in contralling price snce there
are many more outlets that sdll film than there are film
manufacturers.
Importance FIm has limited importance to resdllers. Every camera shop 2
caries only alimited supply of film snce most people purchase
film & retall and discount stores.
Backward Backward integration by resdlersis not likdy given the fixed 5
Integrate costs associated with film manufacturing.
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Table 20. Power of Film Suppliers

Suppliersin thefilm industry include chemical manufacturersand equipment suppliers.
Chemicals, plastic and metal used in film manufacturing are commodities than can be
purchased from a number of suppliers. Equipment used to produce unexposed film is

mor e specialized.

Factor: Condition: Vdue
(1to5)
Price Sengitivity:
Fraction of Supplie’'s ~ Chemicas and resins used to make film are supplied by a 5
Sales variety of manufacturers. These inputstend to be
commodities and are supplied by large, diversfied chemica
and raw materia companies.
Differentiation The film manufacturing process requires specific commodity 5
products that must meet certain pecifications. It isunlikely
that afilm manufacturer could easily switch raw materias
but they could switch materia vendors.
Supplier Profit Supplier profit islimited to the prevailing market conditions 5
due to the commodity nature of the chemicals.
Competition between As mentioned above, the commodity nature of the products 5
suppliers means that competitors compete mainly on price.
Importance of Qudity Qudlity is of importance, but it is not as criticd as other 3
factors such as price.
Bar gaining Power :
Number/Concentration ~ The suppliers compete based on economies of scale due to 2
of Suppliers the nature of the chemical and metdsindudtries. Therefore,
Kodak's suppliers are large but few.
Supplier sswitching Switching cogts are high for the suppliers. There are only 5
costs four mgor cusomersin the film industry for the products
they offer.
Avallable subdtitutes There are no subgtitutes for the raw materials used to produce 1
film. Changes to the manufacturing process, which would
utilize new materids, take months or years to complete.
Supplier’sinformation  Supplier information about film manufacturing is probably 3
moderate consdering the limited important it has to suppliers
and the fact thet film manufacturing has evolved dowly.
Threat of forward Forward integration is not likely due to the smal amount of 5
integration sdles and profit from the production of raw materids for film.
Industry importanceto  Raw materid providers are diversfied in providing many 2

supplier

types of chemicas and raw goods. Petrochemicals used to
make film are al'so used to make many other consumer
plagtics.
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Table21. Potential Film Industry Entrants— Entry Barriers

It isdifficult to imagine a company entering the film market at thistime. With the volume

of film usage expected to decline, potential entrants would have to have sufficient

resour ces. The market isin decline and the opportunitiesfor profit are limited.

Factor: Condition: Vaue
(1to5)

Economies of Economies of scde are very important in film manufacturing. 5
scde R& D, process development, capital equipment, and branding

present high barriers for entry.
Product Low levd of differentiation among existing players, thisis not 2
Differentiation much of an issue for new entrants.
Capita Pant and equipment required to manufacture film can cost 5
Requirements millions of dollars due to the significant number of steps

necessary produce film and insert it into canisiers.
Switching Codts Switching costs would be low if a new entrant entered the film 2

market. Most amateur photographers have low brand loyaty due

to the commodity nature of film.
Didribution New entrants would have a difficult time entering the distribution 5
Channd Access channel given Kodak’ s large market share and the tota market

congsting of four top players.
Expected There would be a high degree of retdiation if new entrants tried 5
Retdiation to complete against Kodak or Fuji in their base markets. Dueto

the focus on price, incumbents would drop prices to compete

fiercely wherever new entrants appeared.
Absolute cost There are dgnificant economies of learning with developing film. 5
advantage Kodak and Fuji have invested millions of dollars ininnovation

and in the improvement of thair films.
Proprietary Although film manufacturing is not patented, each manufacturer 4
Technology owns patents relating to its method of production or process.
Industry Industry experienceis key in deveoping film. All top 5
Experience manufacturers understand photography and cameras very well. It

isnot likely that a chemica company would decide to

meanufacture film given the type of industry knowledge that is

required.
Legd Bariers Thereareno lega bariersto developing afilm manufacturing 3

business, however each of the top vendors has a number of

patents protecting their development and manufacturing process.
Government Government control over film manufacturing is limited to 3
Policy Effects pollution control and safety standards for manufacturing.
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Table22. Threat from Film Substitutes

Semiconductor memories arethe substitute for film. Camera digitization makes analog
cameras and film lessdesirable.

Factor: Condition: Vdue
(1to5)
Rdative prices Digital cameras reached the point of price parity with analog 4
and performance cameras and yield output indistinguishable from that of film to
the untrained eye.
Switching costs The money required to switch from andog to digitd is significant 3
relative to the cost of aroll of film plus processng. Thosewho
take severd rolls of film per year may be better served by buying
adigitd camera.
Propendity to Digitd cameras have started to displace anadog ones leading to a 3
subgtitute recent, dow declinein film usage. In some cases, photographers
are using both digital and analog cameras for their needs.
Table 23. Effect of Film Complements
Complementsinclude single-use camer as, film scannersand traditional camer as.
Factor: Condition: Vdue
(1to5)
Availability Sngle-use cameras (SUC) have grown in popularity among the 5
low-income households. They represent a method of capturing
memories a medium qudity for avery low fee.
More competition ~ These complements will not increase competition. Increased 5
competition will result from other factors.
Greater Number Flm useswill likely increase even though the overdl demand for 4
film will drop, due to low cost consumer device ubiquity.
Rdationship Traditiona and 9ngle-use cameras represent driversfor film 4
closeness while film scanners extend andog camera life due to the ability to

convert and store images easily.
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8.2 Industry Analysis Tables - CAMERAS

Table24. Cameralndustry Competitor Analysis— Rivalry Intensity

Kodak hastraditionally focused on the amateur camera-manufacturing segment. Sony

and others stronger in manufacturing and innovation have taken digital market share
away from Kodak. Thisleft Kodak to focus on digital output production ease and the

professional digital camera segment. Thedigital camera market is highly consolidated
with the top five vendors comprising 80% of market share®™*"" A few players dominate the
analog camera market: Nikon, Olympus, Minolta and Canon.

Factor: Condition: Vdue
(1to5)
Number / Bdance A few big competitors control the camera segment. Kodak has 3
of competitors only 10% worldwide digital camera market share and an even
lesser amount of analog cameras.”"Y
Industry growth Andog camerasdes are declining while digitd camerasdesare 3
projected to grow by 17% through 2006. The future is somewhat
uncertain given the extent to which cdl phones, PDAS, and
cameras will functiondly overlap.
Differentiation / Digital camerastypicaly do not have festures that incresse 3
Switching costs switching costs, however Kodak has created EasyShare system
that can only be used with Kodak cameras. Higtoricaly, anaog
cameras have required vendor specific lenses, which increased
switching cogs.
Exit Barriers Exit barriersare low. Most products are assembled by eectronic 5
contract manufacturers (ECMs) using marginad capacity. Product
designs have built in obsolescence to avoid lock-in to a particular
standard.
Strategic Stakes Major vendor stakes are moderate. Branding isimportant to each 3
player. Kodak has the most at stake due to its reliance on the
and og segment.
Incrementd Incrementa capacity is not aconcern. Digitd cameras are 5
Capacity typicaly manufactured in Asa due to plentiful low cost labor and
incremental capacity.
Compstitor Sony isthe only top competitor focused on producing various 4
Diversity consumer-related products. The others rely on camerasaes as
revenue drivers. In addition, the top four companies are
Japanese, 0 it is avery demanding marketplace.
Capacity It isfairly easy to determine the capacity level among the top five 4
Unknown firms from the higtoricd levels of demand for andog and digitd
cameras.
Product Thereis significant room for differentiation and price ranges 5
Differentiation given the various possible digital camera capabilities. For

example, it ispossble for adigital video camerato take il
photos.
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Table25. CameraBuyer Power

Thebuyersin thisindustry areretail, wholesale and discount outlets, and specialty and on-
linestores. Theend consumer buys cameras from the channelslisted above.

Factor: Condition: Vdue
(1to5)
Price Sensitivity:
Differentiation Products sold through retail, discount, and warehouse outlets are 4
highly differentiated and cover severd price ranges. Therefore,
the end buyers focus on functiondity, quaity, and cost when
sdlecting aproduct. Professiona photographers are more brand
loyd.
Fraction of Typica U.S. consumers spend afew hundred dollars on an entry- 2
Buyer'sPurchases  levd digitd or andog camera. Single-use cameras can be
purchased for about $20. Overdl, this represents a small
purchase relative to the buyer’ s annua budget.
Buyer Profit Retall stores and other outlets get a profit consistent with other 4
consumer eectronics products.
Compstition Some retail buyers can negotiate better pricesif they agreeto a 4
large enough purchase. Only afew buyers can command this
attention, one being Wal-Mart.
Importance of Quadlity is of some concern. Consumer expectations are that 4
Qudlity cameraswill last afew years with few or no defects, soitis
important that the manufacturers meet these expectations.
Bargaining
Power :
Switching Costs Switching costs are low to moderate between camera models and 2
manufacturers. Whenit istime to purchase a new model, the
consumer typicaly looks at al vendors regardless of what brand
he currently has. Professionals are more brand loyd.
Buyer Most buyers, even first time buyers, will research dl choices 5
Informeation available before sdlecting a camera. Vendors tend to help the
consumer by advertising to target markets. Thefinancid reports
of the camera manufacturers give an indication of product costs.
Volume/ Retall and discount outlets have the strongest buying power in the 4
Concentration of supply chain. Price advantages gained are passed to end
Buyers consumersin order to drive sales. Buyers have limited influence
in controlling price congdering there are many more outlets that
sd| cameras than there are camera suppliers.
Importance Cameras are of moderate importance to discount stores but are 3
extremely important to camera shops. End consumerstend to
treat cameras astoys. Most photos are shot on specia occasions
or holidays. Cameras are critical for professonds.
Backward Backward integration by resdlersis not likely given the cogts 4
Integrate associated in developing qudity cameras. Thisiswhy only five

firms control over 80% of the world market.
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Table 26. Camera Supplier Power

Subcontractors make cameras for camera companies. Process materia inputs include plastics,
metals, fine glass, and semiconductors. Camera manufacturing process plagtics and metas are

commodities. Lenses and semiconductors are specidized.

Factor: Condition: Vdue
(1to5)
Price Sensitivity:
Fraction of Supplie’'s ~ Camera components come from a variety of vendors. Lens 3
Sdes and semiconductors are the most expensive components and
are available from alimited supplier set. However, these
suppliers have diversified sdes.
Differentiation Semiconductors, lenses, and software are the most costly 2
camera components. Another supplier cannot easily replace
them these components because cameras are designed around
them.
Supplier Profit Supplier profit islimited by prevailing market conditions, 2
due to the commodity nature of metals and plastics.
However, a semiconductor or software vendor can lock in
grest profits by winning the business from the buyer.
Competition between Competition is strongest among metd and plastic suppliers, 3
suppliers while lens and semiconductor vendors have less competition
because of value added in manufacturing.
Importance of Qudity Qudlity is of importance because components and finished 4
products carry the vendor’ s name and reputation. Priceis
usually a secondary concern.
Bargaining Power :
Number/Concentration  Suppliers are price competitive based on economies of scae 2
of Suppliers due to nature of the plagtics, metds, lens and semiconductor
industries. Kodak's suppliers are large but few in numbers
Supplier’ sswitching Suppliers switching costs are low. They have adiversfied 3
costs customer base of consumer eectronics vendors. Thefive
major manufacturers represent 80% of the digital camera
market.
Avallable subdtitutes There are limited subgtitutes. Manufacturing process 2
changes that utilize new components take months and years
to complete.
Supplier'sinformation  Supplier camera manufacturing information is semi strong 2
because of the suppliers involvement with many consumer
electronic products.
Threat of forward Forward integration is possible, if for instance, 3
integration semiconductor manufactures become dominant the same way
Intel dominates PC architecture.
Industry importanceto  Camera component providers are diversfied, providing many 4

supplier

component types for various eectronic consumer products.
Consumer dectronic success is crucid for them.
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Table 27. Potential Camera Industry Entrants— Entry Barriers

A new camera market entrant would have to over come the 80% market share held by the
top five vendors. In addition, it would require a significant branding effort since thetop

five brands are very well known in the camera and consumer electronics mar kets.

Factor: Condition: Vdue
(1to5)

Economies of Economies of scae are very important in camera manufacturing. 5
scde R& D, process development, capital equipment, and branding

present high barriers for entry.
Product Product differentiation is moderate among vendors causing some 3
Differentiation degree of brand recognition and brand loyaty. A new entrant

might have a better chance in entering with a disposable camera

dueto lack of differentiation.
Capita Camera manufacturing plants and equipment can cost millions of 4
Requirements dollars. However, the burden of these costsis usudly born by the

ECM company. A new entrant would have to negotiate terms

with the ECM company for production. This may put it & a cost

disadvantage.
Switching Costs Switching cogts are high, meking it difficult for a new entrant. 4

There are higher capitd codts, investmentsin R&D, and cost of

branding and economies of scale associated with being a new

entrant.
Didribution The top five players control 80% of the digital market. In 4
Channd Access addition, Sony has dgnificant drength in the channd given its

broad range of consumer products. A new entrant might have a

better chance in entering with a disposable camera since they tend

to be sold over the counter.
Expected There would be ahigh degree of retdiation if new entrants tried 2
Retdiation to complete against Sony or one of the other mgjors, especidly in

their base markets. Instead of competing on price, incumbents

may add new features to differentiate themsalves even more.
Absolute cost There are Some economies of learning with manufacturing 2
advantage cameras. However, the transent nature of technology makesiit

difficult to rule out anew entrant in the market.
Proprietary The top five manufactures patent their products, but these patents 3
Technology just provide an incentive for a new entrant to be more innovative.
Industry Industry experience does play an important role in whether a 5
Experience company is successful. Of thetop five digita cameramakers,

four aso make andog cameras. Sony isthe world' stop

innovator in digitd consumer eectronics.
Legd Bariers There are no legd barriersto producing cameras, however, each 3

top vendor has a number of patents protecting their development

and manufacturing process.
Governmert The government control over camera production is mainly limited 4
Policy Effects to safety standards for manufacturing.
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Table 28. Camera Substitute Threat

Video cameras are a substitute for till cameras. Still and video camera digitization is
leading to a conver gence of the two products.

Factor: Condition: Vdue
(1to5)
Redative prices Video cameras are Sgnificantly more expensve than digita 3

and performance

cameras due to the higher level of sophidtication required in
desgning and manufacturing avideo camera. However, atill
image from adigitd video camerais on par with lower end
digitd till cameras currently on the market.

Switching costs The money required to switch from an andog gill camerato a 2
digitd video camerais sgnificantly higher than the money
required to switch from adigitd gill camerato avideo camera
Propensity to Asthe two converge into one product, consumers are more likely 1
ubdtitute to purchase a product that can complete both tasks. Still image

qudlity is currently the only barrier.

Table 29. Effect of Camera Complements

In somerespects, cell phones and PDAs complement digital cameras and camcorders. Cell
phones, digital cameras, and PDAs are starting to conver ge into one device. Computers
and cheap printers make digital cameras very accessible.

Factor: Condition: Vdue
(1to5)

Availability Céll phones with embedded video screens and cameras are being 3
sold in Jgpan; avalability in the U.S. market isjust beginning.

More competition  Expect lower sales growth of dedicated andog/digital cameras 3
due to the growth of multifunction devices. Thiswill be offsat by
the growth of home computers.

Greater Number Thereis no doubt the number of devices with embedded cameras 5
and the number of dedicated cameras will increase over time.

Redaionship Cdl phones and PDAs with built in cameras are a naturd 5

closeness evolutionary step. The cameradlowsfor better communication

and richer information transfer.
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8.3 Industry Analysis Tables - PAPER AND PHOTO FINISHING

Table 30. Paper and Photo Finishing Industry Competitor Analysis

Kodak hasalmost half of the market share for paper, based on 1999 figures®*’ Kodak,
through the Qualex subsidiary, commandsthe ‘vast share®*"' of traditional film

processing in the U.S. and Europe. Fuji controls most of the market in Japan. Their

aggressiveness and being first to market have allowed them to fend off competitors quite

well.
Factor: Condition: Vdue
(1to5)
Number / Bdance  There are only two mgor competitorsin film processng and 5
of competitors paper for traditiona film: Kodak and Fuji. Kodak commands the
U.S. and Europe while Fuji controls Japan
Industry growth The combined saes of paper and photo- processing will grow less 2
than the world GDP rate due to the advancementsin cregting
digitd prints from either traditiond film or digitd files.
Differentiation / This segment is marked by limited product differentiation and 5
Switching costs high switching cogs. The vendors sdll directly to their cusomers
by negotiating long term, volume contracts to contain costs.
Exit Barriers The exit barriers are moderate. The chemicals, paper and 3
equipment tend to be manufactured based on long-term contracts,
which drive capitd invesment in plants and eguipment.
Strategic Stakes Magor vendor stakes are extremey high. Branding isimportant to 5
each player. Kodak has the most to lose since a large portion of
its revenues is from these two segments.
Incrementd Incrementa capacity isnot a concern. Due to the maturity of 1
Capacity market, globa economic conditions dictate how much capacity is
added or retired.
Competitor Thereisno diversity. Kodak and Fuji, the market controllers, are 4
Diversity both attempting to gain monopoly share. Both rely on film
processing and output as the main driversfor their revenues.
Capacity It is easy to determine the leve of capacity provided by Kodak 5
Unknown and Fuji from the higtoricd levels of photo-processing and output
demand.
Product There is some differentiation among the model's of minilabs and 3
Differentiation the types of online services available to consumers. However,

thereislittle or no differentiation for processng chemicas and
paper used for amateur photography.
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Table 31. Paper and Photo Finishing Buyer Power

Buyersin thisindustry are mainly retail, wholesale and discount outlets, and specialty
stores. End consumer s buy value-added productsfrom theretailer. Online photo finishing
products and services are sold directly to the end consumer .

Factor: Condition: Vdue
(1to5)
Price Sengitivity:
Differentiation Paper and photo finishing products are not highly differentiated. 2
Whenever long-term contracts are up, retailers play each vendor
againg the other to get the best price.
Fraction of Photo finishing equipment can cost severd thousand dollars, and 3
Buyer’'s Purchases it may take severd machinesto satisfy demand at atypicd store.
This represents a modest investment for retallers.
Buyer Profit Retail stores and other outlets tend to offer photo finishing asa 2
loss leader to get people into the store.
Compstition Demand for the vendor services and products tends to be muted 2
due to the staggered nature of contract renewa with retalers.
Importance of Qudlity isof aminor concern. The end consumer ismainly 2
Qudity concerned with price, which drives the buyer to select equipment,
and processes that minimize the end product cost.
Bargaining
Power :
Switch Costs Switching costs are high once aretailer hasinvested in ether the 5
Kodak of Fuji process. Switching occurs only during contract
renewa periods.
Buyer Buyer information is limited due to the sophigticated process used 5
Information to process film and produce photos vs. the lack of retailer
expertise about photography.
Volume/Concentr  Retail and discount outlets have wesk influence in the supply 4
aion of Buyers chain. Any price advantages they gain are passed on to end
consumersin order to drive sdes. Retallers have only limited
influence in contralling price due to their limited purchasing
power vs. the two vendors.
Importance Photo finishing services and prints are of moderate importance to 2
the retailers because they represent aloss leader product for the
stores. Average end consumers treat photography as a hobby.
Backward Backward integration by resdlers will not happen due to market 5
Integrate maturity, high startup costs in developing photo- processing

solutions and the strength of the market leaders.
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Table 32. Paper and Photo Finishing Supplier Power

Photo-processing equipment, chemicals, and paper raw materialsinclude silver halide
reactants, paper, metals, electronic components, software and plastics. Subcontractors
with flexible manufacturing facilities make minilabs and processing equipment.

Factor: Condition: Vdue
(1to5)
Price Sengitivity:
Fraction of Supplier’'s A variety of firmsthat rely on photography for asmal 2
Sdes portion of their sales supply photo-processing equipment
materids and chemicas.
Differentiation Photo- processing components, chemicals, and paper come 2
from wel-diversfied subcontractors and raw materia
suppliers. Vendors providing specidized materids, such as
the slver haide reactants, are more dependent on the
industry for revenues.
Supplier Profit The commodity nature of the metds, plagtics, chemicds and 2
some e ectronic components limits supplier profit. However,
a semiconductor or software vendor with aunique
component can command a handsome profit.
Competition between Competition is strongest among metal and plastic suppliers. 3
suppliers Software and semiconductor vendors have less competition
because of the intellectud property (IP) they add to inputs.
Importance of Qudity Qudity isimportant to buyers because components and 4
finished products carry the vendor’s brand.
Bargaining Power :
Number/Concentration  Suppliers compete based on economies of scale due to the 2
of Suppliers nature of the chemical, plagtic, semiconductor and metals
industries. Kodak's suppliers are large but few in numbers.
Supplier’ sswitching Switching costs are low for most suppliers. They have a 3
costs diversfied customer base of consumers for paper, chemica
and electronic products. However, the two largest
manufacturers represent the mgority of the photo-processing
market.
Avallable subdtitutes Some photo finishing component subdtitutes exist. Chemica 2
processes have evolved dowly with only minor changes.
Photo devel opment process changes with new components
take months or years to complete.
Supplier’sinformation  Supplier information is moderate because P is guarded. 3
Threet of forward Forward integration is possible but unlikely since the 4
integration suppliers are raw materia and product oriented rather than
system or process oriented.
Industry importanceto  Component and raw materia providers provide severd 3

supplier

electronic consumer product and chemical process
components. Thisis amoderate influence factor.
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Table 33. Paper and Photo Finishing Industry Entry Barriers

New entrantswould have to overcomethevast market share held by Kodak and Fuji. In
addition, a significant branding effort is necessary because these two companiesarevery
well known in the paper and photo-processing mar kets.

Factor: Condition: Vdue
(1to5)

Economies of Economies of scale are very important in the photo-processing 5
scde market. R&D, process development, intellectua property, and

branding present high barriersfor entry.
Product Thereislittle product differentiation between Fuji and Kodak 3
Differentiation causing consumers to focus on price a negotiation time. A new

entrant would have a better chance in entering with a product that

can be purchased by the end user to print photos.
Capita Plant and equipment required to manufacture minilabs and kiosks 4
Requirements can cost millions of dollars. However, burdens of these costs are

usudly born by the ECS company. A new entrant would have to

negotiate terms with the ECS company for production. This may

put it at acost disadvantage.
Switching Costs Switching cogts are high, meking it difficult for a new entrant. 4

There are higher capitd codts, investmentsin R&D, and cogts of

branding and economies of scae barriers for new entrants.
Didribution Kodak and Fuji control most of the photo finishing market. The 4
Channel Access channel is very short for the minilabs and related equipment. The

channel islonger and more accessible for kiosks and end

consumer photo finishing products.
Expected There would be a high degree of retdiation if new entrants tried 4
Retdiation to complete againgt Kodak or Fuji intheir home turf. Instead of

competing for film processing, new entrants should focus on

ways to make prints from digital devices.
Absolute cost There are Sgnificant economies of learning with processing film 3
advantage and making prints. However, the nature of digita technology

levels the playing field for the incumbents and new entrants.
Proprietary Kodak and Fuji have refined and patented film development and 4
Technology photo print processes. Kodak has collaborated with industry

leadersto creste acommon digital format caled CPXe that will

amplify the process of making digita prints.
Industry Industry experience plays an important role in whether a 4
Experience company is successful. Kodak and Fuji control the photo-

processing markets on al developed continents. However, Sony

has entered with a kiosk to make prints from digita devices.
Legd Bariers There are no legd barriers to producing processing equipment 3

and products, however, each of the top vendors has a vaullt full of

patents protecting their development and manufacturing process.
Government Government control over production is mainly limited to safety 4
Policy Effects standards and chemica disposa for manufacturing.
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Table 34. Paper and Photo Finishing Substitutes Threat

Theadvent of the digital camera has made picture taking an immediate gratification
activity. Theability to view and delete photosimmediately after taking them hasreduced
the need for photo-processing services. In addition, digital presentation through emails
and websites hasreduced the need to print photosfor presentation.

Factor: Condition: Vdue
(1to5)

Rdative prices The use of the internet to email and present photos makes the 1
and performance  traditiona method of presenting photos obsolete and expengive.

Switching cogts Switching costs of presenting digita photos on eectronic devices 3

are moderate due to the infrastructure required.

Propensity to Subdtitution has taken hold with the computer savvy, higher 2
subgtitute income and professiona demographic segments. Cogtisdill a

factor the non-computer user or low-income individud.

Table 35. Effect of Paper and Photo Finishing Complements

Analog camer as ar e the best complementsfor photo-processing and paper usage.
However, with digital cameras becoming a better choice even for the casual user, analog
camer as must become mor e competitive. Kodak has done thiswith the single-use camer as
that sell for under $20.

Factor: Condition: Vdue
(1to5)
Avallability Sngle-use cameras have had grest success dueto their 5
convenience and low cost. They are astaple a wedding
receptions, vacation cruises and holiday parties.
More competition ~ The Sngle-use camera represents a pure complement that does 4
not generate competition. However, at some point it may be
more codt effective to make Sngle-use cameras digitd.
Greater Number The need for photo- processing and paper will remain even when 3
al cameras become digital. The use of these servicesis limited
more by technology and convenience than cod at this point.
Redationship At some point, Sngle-use cameras may become the volume driver 4
closeness for photo-processing and paper since consumers that use these

cameraswill not have the ability to eectronicaly store rether
than print photos.
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9 Appendix B: Kodak Employee Review Process
Figure12. Kodak Employee Review Process

Kodak has an annual employee appraisal process whereby the supervisors write
an annual appraisal review of the employee's accomplishments during the past year. This
written appraisal includes both individual contributionsas well as team contributions.
Employees are rated on such thingsas : Knowledge/Job skills, Planning & Organizing,
Analysis, Follow Through, Communications, Decision Making,
Resourcefulness/Versatility.

These are generally rated on al -5 system: (1) Results Far Exceeded Objectives -
(5)Results Did Not Meet Expectations.

The employee is also rated on theKodak's values Trust, Integrity, Respect for
the Individual, Credibility, Continuous Improvement and Personal Renewal, Recognition
and Celebration.

The rating system hereis1-3:

1=ModelsAll Values

2 = Consistently Demonstrates Vaues

3 = Does Not Consistently Demonstrate Values.

The written appraisal is reviewed by the manager above the supervisor and then
reviewed face to face with the employee. T he employee can add additional contributions
and/or write comments about the appraisal. After thistime, the employeeisasked to sign
the appraisal only asameansto track that the appraisal has been reviewed with the
employee. These appraisas are kep t on filein the employee's folder and with Human
Resourcesfor 3 years.

During the year, depending on both employee and the manager/supervisor there
can be weekly, biweekly, monthly, and / or quarterly reviews with the employee to track
goals which have been assigned, progress on projects, etc. (2) For upper management,
thereis an Executive Compensation and Devel opment committee made up of 4
independent members of the Board of Directors.

More information on this can be found on our website at:
http://www.kodak.com/US/en/corp/annual Report01/proxy/index.shtml
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10 Appendix C: Financial Data and Assumptions

Current financid data was obtained from the most recently available annua reports of
Kodak and its competitors to perform the financial analysis required for Section 3.5. This
gppendix ligs the assumptions and modifications made to the origina annud report financia
data, and it givesasummary of the financid data used to compute the performance and operating
ratios, EVA, and other computations for analyss.

Assumptions made:

?? Annud report figures for Fuji and Konicawere in Japanese Yen. Annua report figures for
Agfawerein Euros. A basic gpplication of Financia Accounting Standards Board No. 52
converted thisdatainto U.S. dollars. The statement of operation figures were converted
using the average exchange rate for the year and the baance sheet figures were converted
using the actud exchange rate as of the last business day of that year. All exchange rates
were supplied by http:/AMww.oanda.conv using the “FX History” Currency Tool.

?? Fuji and Konica have fiscal yearsthat end on March 31. Anayzing data for the exact same
time period was not considered necessary because our comparative andyss was performed
with ratios rather than absolute data. The ratios suffice to give an overdl indication asto the
functiondity and performance of the business at about the same gpproximeate period of time.
For example, the fiscal years that were compared for 2001, 2000 and 1999 are asfollows:

Table36. Fiscal YearsUsed

Firm 2001 2000 1999

K odak 1/1/2001 - 12/31/2001 1/1/2000 - 12/31/2000 1/1/1999- 12/31/1999
Fuji 4/1/2001 — 3/31/2002 4/1/2000 — 3/31/2000 4/1/1999 — 3/31/2000
Agdfa 1/1/2001 - 12/31/2001 1/1/2000 - 12/31/2000 1/1/1999- 12/31/1999
Konica 4/1/2001 — 3/31/2002 4/1/2000 — 3/31/2000 4/1/1999 — 3/31/2000

?? The annua report balance sheet figures for Konica did not total accurately (i.e., the sum of
dl of the assets listed in the balance sheet did not equd the totd assetsfigure). While the
differences were not significant, in order to create afinancidly accurate summary baance
sheet for our financid analysis, we added in smdl amounts to the “ other long-term assets’

and to the “accumulated other comprehensive income’ balance sheet line itemsin order to
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eiminate these smdl differences. Theselineitems are not used in our ratio andyss or our

EVA andyss, and therefore do not impact our overdl andyss or the conclusions that we
reached. Inal cases, the data below is derived from the Annua Reports for each company.
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Table 37. 2001 Summary Financial Data

in millions of USD Kodak Euji Konica Agfa
Statement of Operations
Net sales $ 13,234 % 19,199 $ 4,314 $ 4,397
Cost of goods sold 8,670 11,204 2,476 2,792
Gross profit 4,564 7,995 1,838 1,605
R&D 779 1,174 - 207
SG&A 2,627 5,472 1,602 1,146
Goodwill 154 - - 33
Restructuring charges 659 - - 403
Other expenses - - - 52
Operating expense 4,219 6,646 1,602 1,841
Income from operations 345 1,349 236 (236)
Interest expense 219 93 53 56
Other income (expense) (18) 96 6 (51)
Other gains (losses) - (75) (69) -
Income before income taxes 108 1277 120 (343)
Provision for income taxes 32 567 31 119
Other minority interest, etc. - (59) (1) (33)
Net income $ 76 $ 651 $ 88 $ (495)
Balance Sheet
Cash and equivalents $ 448 % 3,002 $ 359 $ 198
Receivables, net 2,337 3,999 976 997
Inventories, net 1,137 2,703 772 935
Deferred income taxes 521 534 98 255
Other current assets 240 235 130 533
Total current assets 4.683 10,473 2.335 2.918
Long-term receivables, investments, etc. - 3,339 119 43
Property, plant & equipment 5,659 5,480 1,176 691
Goodwill, net 948 1,442 82 358
Other long-term assets 2,072 1,477 264 -
Total assets $13,362 % 22,211  $ 3,976 $ 4,010
Accounts payable and other current liabilities $ 3,276 $ 3,780 $ 992 $ 1,033
Short-term borrowings 1,378 1,412 842 149
Long-term debt: current portion 156 - 135 -
Accrued income taxes 544 242 49 27
Total current liabilities 5,354 5,434 2,018 1,209
Long-term debt, net of current portion 1,666 1,036 350 795
Postemployment liabilities 2,728 1,434 264 779
Other long-term liabilities 720 1,507 46 104
Total liabilities 10,468 9,411 2,678 2,887
Common stock 978 304 283 124
Additional paid in capital 849 514 598 95
Retained earnings 7,431 12,200 424 1,135
Accumulated other comprehensive income (597) (212) (6) (231)
Treasury stock 5,767 6 1 -
Total shareholders' equity 2,894 12,800 1,298 1,123
Total liabilities and shareholders' equity $ 13,362 % 22,211 $ 3,976 $ 4,010
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Table 38. 2000 Summary Financial Data

in millions of USD Kodak Euji Konica Agfa
Statement of Operations
Net sales $13,994 $ 12,507 $ 4,916 $ 4,848
Cost of goods sold 8,375 7,264 2,885 2,923
Gross profit 5,619 5,243 2,031 1,925
R&D 784 716 - 206
SG&A 2,514 3,174 1,754 1,179
Goodwill 151 - - 29
Restructuring charges (44) - - 74
Other expenses - - - 67
Operating expense 3,405 3,890 1,754 1,555
Income from operations 2,214 1,353 277 370
Interest expense 178 100 84 75
Other income (expense) 96 74 11 (45)
Other gains (losses) - 478 (103) -
Income before income taxes 2,132 1,805 101 250
Provision for income taxes 725 782 42 (88)
Other minority interest, etc. - 43 - (6)
Net income $ 1,407 % 1,066 % 59 $ 332
Balance Sheet
Cash and equivalents $ 246 % 3,778 $ 448 $ 215
Receivables, net 2,653 4,004 1,039 1,239
Inventories, net 1,718 2,805 809 1,218
Deferred income taxes 575 444 85 162
Other current assets 299 208 135 540
Total current assets 5,491 11,239 2,516 3,374
Long-term receivables, investments, etc. - 3,069 171 107
Property, plant & equipment 5,919 5,398 1,123 936
Goodwill, net 947 1,446 70 357
Other long-term assets 1,855 1,252 222 -
Total assets $14,212 $ 22,404 $ 4,102 $ 4,774
Accounts payable and other current liabilities $ 3,403 $ 3,997 $ 1,063 $ 1,071
Short-term borrowings 2,058 1,990 623 381
Long-term debt: current portion 148 - 365 -
Accrued income taxes 606 407 25 119
Total current liabilities 6,215 6,394 2,076 1,571
Long-term debt, net of current portion 1,166 643 452 913
Postemployment liabilities 2,722 1,037 247 733
Other long-term liabilities 681 1,468 53 73
Total liabilities 10,784 9,542 2,828 3,290
Common stock 978 320 297 132
Additional paid in capital 871 539 628 101
Retained earnings 7,869 12,268 386 1,058
Accumulated other comprehensive income (482) (264) (37) 193
Treasury stock 5,808 1 - -
Total shareholders' equity 3,428 12,862 1,274 1,484
Total liabilities and shareholders' equity $14,212 $ 22,404 $ 4,102 $ 4,774
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11 Appendix D: Economic Value Added Assumptions and Computations

Economic Vaue Added (EVA ™SV is the operating profit of afirm less the cost of capita
employed. Stern Stewart & Co developed this modd that was presented in the Santa Clara
Universty MBA program Financid Statement Andysisclass. EVA is condgdered to be the
preferred method of measuring the financid performance of afirm because:

1. The computation components are familiar (it basicdly is operating income, adjusted) and

easy to compute;

2. EVA congdersthe cost of capitd; and

3. EVA condderswhat kind of return is being generated on the assets that the firm has

available to deploy.

EVA aso amortizes research and development dollars and employee development costs,
such astraining, over their expected life, rather than assuming that the current year’ s spending
benefits only the current year. Stern Stewart & Co.’s EVA includes assumptions that amortize
research and development spending over four years and employee devel opment costs over three

years.

Certain other assumptions were made in the application of thismodel to our andyss as follows.

?? Employee development costs, such astraining, were assumed to be zero or not sgnificant for
al companies. We note that in the current economic environment, due to cost cutting
activities and restructurings that the companies that we examine have undertaken, it is most
likely that such costs have been heavily trimmed if not cut out altogether. Additiondly, we
were not able to obtain such figures from the information that was available to the public
from these companies.

?? All “other non-current assets’ were considered to be intangible assets to smplify the
andyss. Therefore the net long-term tangible assets are composed primarily of long-term
investments and marketable securities and property, plant and equipment.
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?? We computed the cost of equity financing by computing the cost of debt and then adding a
6% Stern Stewart & Co. adjustment. The 6% is a standard assumption amount used by Stern

Stewart & Co.
Figure 13. EVA Computations
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12 Appendix E: Valuation of Kodak and Kodak SBUs

This gppendix discusses the data sources, assumptions, and methodology of our vauation
of Kodak and the individua Kodak SBUs. Vauetion tables for each entity follow. Thetables
use 2002 through 2006 projected financial datato compute the net present value of estimated
future cash flows, the basis of our vauation. Also, the tables show 2000 and 2001 actud
financial datato serve as reference data points in order to assess the overdl reasonableness of the
projected figures.
Sales

The source of 2000 and 2001 actual sales data for both Kodak and each SBU isthe
Kodak 2001 Annual Report (“ Annual Report”). The 2002 and 2003 projected sales data for both
Kodak and each SBU isfrom Kodak management sources as cited in SdomonSmithBarney’s 17
Sep. 2002 Report (“SSB”), Imaging & Visual Media. The 2004, 2005, and 2006 projected sales
datais derived by multiplying the prior year' s salesfigure by the year to year projected industry
annua growth rate for each individua industry in which Kodak and the SBUs operate. We used
the photography industry growth rate for both Kodak and the Photography SBU. Projected
industry growth rates were obtained from SSB. Our assumption isthat Kodak and each SBU
will maintain market share and thet their sales will increase or decrease at the samerate as the
indusiry in which each SBU operates.
Gross Profit

The source of the 2000 and 2001 actua gross profit data for both Kodak and each SBU is
the Annual Report. The source of the 2002 and 2003 projected gross profit data for both Kodak
and each SBU is SSB, which cites Kodak management sources. The 2004, 2005 and 2006 gross
profit deta are our estimates. Our basic beginning assumption is that gross margins will remain
relatively flat over time. Beyond that, we examined the reasons for changesin gross margin
from 2000 to 2001 in Kodak’s Annua Report. Then we assessed whether or not those factors
should be considered going forward. In addition, for the Hedlth Imaging, Commercia Imaging,
and Component SBUs, we looked at current actua gross margins in companies in the same
industry sector in order to vaidate the reasonableness of the marginsthat we sdected. A brief
discussion of our assessment by SBU follows.
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Photography SBU
We assume agradua gross margin decline due to severd factors:
?? Decreased traditiona film product sdes in developed countries due to the digital
trangtion
?? Increased consumer price discrimination in the photo finishing market ssgment and

?? Lower margin sdesin emerging markets due to a negetive foreign exchange impact
resulting from a strong US dollar in 2002 and 2003.

These factors give a 2% decline in gross margin in 2002 and 2003, with a 1% decline each year
after that.

Health Imaging SBU

SSB projects adight increase in gross margin in 2002 and 2003 and we assume aflat
gross margin after that. The flat 43% gross margin gppears consarvative given the current actua
gross margins of these other companiesin the medica imaging space as computed from the
financid datain the earnings release for the most recent quarter ended for each company:

SonoSite, Inc. (SONO) 59%
Fischer Imaging Corp. (FIMG) 41%
PSS World Medical Inc. (PSSl) 47%
Y oung Innovations Inc. (YDNT) 52%

Commercial Imaging SBU

SSB projects adight increase in gross margin in 2002 followed by afla gross margin.
We extended the flat 35% to 2006. We see this gross margin as reasonable because, while this
industry is duggish, thereis less competition than in Kodak’ s other indusiries and Kodak
maintains strong market share due to the high qudity of its brand and reputation. Current actua
gross margins of these other companiesin the commercia imaging space as computed from the
financia datain the earnings release for the most recent quarter ended for each company:

Commercial Imaging Company: GM%
Danka Business Systems (DANKY) 36%
Global Imaging Systems, Inc. (GISX) 37%
Imagistics International, Inc. (1GI) 70%
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Components SBU

We assumethat thisis a pureintellectual property company with no red product cog., i.e.
sdes congst of license fees and roydties only. We continue the 100% gross margin from 2000
and 2001 into 2002 and 2003. We do decrement the margin by 1% to 99% after that, to account
for potentia negative foreign exchange impact and possible consulting codts related to
technology licenang sales
R&D and SG&A

The source of the 2000 and 2001 actual data for Kodak isthe Annual Report. The 2000
and 2001 data for each SBU was derived by subtracting the gross profit from earnings before
taxes, which came from the Annual Report. The 2002 through 2006 projected R& D and SG& A
data for each SBU was derived by using the same earnings as a percentage of sales as 2001 and
reverse-engineering the numbers for Photography, Hedth Imaging and Commercid Imaging. In
addition, we looked at current R&D plus SG& A as a percentage of salesin companiesin the
same industry sector AND R&D plus SG& A as a percentage of salesfor Kodak’ s main
competitors to vaidate the reasonableness of the operating expenses as a percentage of saes for

each of these SBUs. These percentages are as follows:

Health Imaging Company: OpExp %
SonoSite, Inc. (SONO) 74%
Fischer Imaging Corp. (FIMG) 67%
PSS World Medical Inc. (PSSI) 42%
Y oung Innovations Inc. (YDNT) 26%
Commercial Imaging Company: OpExp %
Danka Business Systems (DANKY) 34%
Global Imaging Systems, Inc. (GISX) 26%
Imagistics International, Inc. (1GI) 50%
Kodak Competitors: OpExp %
FujiFilm 35%
Konica 37%
Agfa-Gevaert 31%

We engineered operating expenses for the Components SBU such that earnings before taxes are
breakeven in 2002 and that earnings before taxes increase from 2003 through 2006 as this

business increases.
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Earnings before Taxes

Earnings before taxes do not include restructuring costs, credits, asset impairments,
gpecid one-time charges, environmenta reserves, or any cost of debt (interest expense).
Depreciation and Amortization

Depreciation and amortization is the mgor non-cash item remaining in earnings before
taxes, and is therefore added back in order to get the debt-free cash flows for Kodak and each
SBU. Depreciation and amortization was projected for 2002 through 2006 by taking the actua
2001 amount per the Annual Report Statement of Cash Flows and projecting that it will change
over time a the same rate as the change in overal Kodak sadles. The total amount projected was
then dlocated to each SBU using the percentage of segment operating expense (R&D and
SG&A) for each SBU over the total SBU segment operating expenses.
Discount Factor

Severd discount factors can be used to compute the net present value of cash flows.
MBA classes often use the weighted average cost of capita, equity financing, or requidite return
on asats. Professional gppraisal consultants frequently start with these numbers, and then add
much, much higher factors (for example when vauing in-process R& D acquired in acquisitions)
because they consider the downside risk of survivd for new companies. We note that the
interest rates of Kodak’s 2001 borrowings range from 1.11% to 9.95% (Annual Report). We
decided to use the cost of equity financing that was computed in the EVA andyss and includes
the Stern- Stewart adjustment (see Appendix C), which is approximately 12.8%.
Senditivity Analysis

In our report, we performed a sengtivity analysis where we varied the discount rate
gpplied to the Kodak Company asawhole. The assumption behind the sengitivity andysisis
that there are diseconomies and inefficiencies associated with operating and managing a
diversfied company that do not exist if the entities are operated separately. The 13% discount
factor was increased by 2%, 5%, and 10%, to account for arange of such diseconomies. Our
sengtivity analyss compares Kodak' s vaue computed using discounted cash flows at discount
factors of 15%, 18% and 23% with the sum of the values of each SBU discounted at 13%. No
other underlying data, actua or projected, was changed to creete the sengtivity analyss. We do
not include the additiona tables behind the sengtivity analysis because of this and space

limitations. The vauation tables follow (dl dollar anounts are in millions of US dollars)
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Table 39. Kodak Valuation: Current Strategy (Case 1)

Actual Actual Projected Projected Projected  Projected  Projected
2000 2001 2002 2003 2004 2005 2006
Kodak total sales $ 13994 13234 $ 12692 $ 12808 $ 12641 $ 12325 $ 12,128
% change in sales year to year -5% -4% 1% -1% -3% -2%
Gross profit $ 5,619 4564 $ 4315 $ 4099 $ 3729 $ 3328 $ 2,971
Gross margin 40% 34% 34% 32% 30% 27% 25%
R&D and SG& A $ 3,298 3,406 $ 3199 $ 3228 $ 3186 $ 3,107 $ 3,057
R&D and SG&A and a % of sales 24% 26% 25% 25% 25% 25% 25%
Earnings before taxes $ 2,170 1,215 $ 1,116 $ 870 $ 543 % 221 $ (85)
Earnings asa % of sales 16% 9% 9% 7% 1% 2% -1%
Non cash add backs:
Depreciation and amortization $ 889 919 $ 831 $ 839 $ 878 $ 856 $ 842
equals Debt-free Cash flows $ 3,059 2134 $ 1,998 $ 1,760 $ 1421 % 1,077 $ 757
Discount factor 12.8%
Net Present VValue of Estimated Cash Flows 2002 to 2006 $5,224 |
Table40. Sensitivity Analysisfor Case 1
Discount ratefor Case 1: 12.8% 14.8% 17.8% 22.8%
Case 1: Kodak continues its current strategy $ 5224 $ 5014 $ 4726 $ 4,306
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Table41. Kodak Valuation - Short-term recommendation (Case 2)

Actual Actual Projected Projected Projected Projected Projected
2000 2001 2002 2003 2004 2005 2006
Kodak tota saes $ 13994 $ 13234 $ 12692 $ 12808 $ 12641 $ 12325 $ 12,128
% change in sales year to year -5% -4% 1% -1% -3% -2%
Gross profit $ 5619 $ 4564 $ 4315 $ 4355 $ 4045 $ 3821 $ 3,638
Gross margin 40% 34% 34% 34% 32% 31% 30%
R&D and SG&A $ 3298 $ 3406 $ 3300 $ 3330 $ 3034 $ 2835 $ 2,668
R&D and SG& A and a % of sales 24% 26% 26% 26% 24% 23% 22%
Earnings before taxes $ 2170 $ 1215 $ 1,015 $ 1,025 $ 1011 $ 986 $ 970
Earnings asa % of sales 16% 9% 8% 8% 8% 8% 8%
Non cash add backs:
Depreciation and amortization $ 839 $ 919 $ 881 $ 839 $ 878 $ 856 % 842
eguals Debt-free Cash flows $ 3059 $ 2134 $ 1,897 $ 1914 $ 1889 $ 1,842 $ 1,812
Discount factor 12.8%
[Net Present Value of Estimated Cash Flows 2002 to 2006 $6,632 |
Table42. Kodak’sPhotography SBU Valuation (Case 3)
Actual Actual Projected  Projected Projected Projected  Projected
2000 2001 2002 2008 2004 2005 2006
Photography sdles $ 10231 $ 9403 $ 8761 $ 873% $ 8621 $ 8406 $ 8271
% changein salesyr toyr -8% -1% 0% -1% -3% -2%
Grossprofit $ 4137 $ 3416 $ 3000 $ 3009 $ 2673 $ 252 % 2,399
Grossmargin 40% 36% 34% 32% 31% 30% 29%
R&D and SG&A $ 2707 $ 2629 $ 2299 $ 2310 $ 1983 $ 1849 $ 1,737
R&D and SG&A and a % of sales 26% 28% 26% 26% 23% 22% 21%
Eanings before taxes $ 1430 $ 787 $ 701 $ 699 $ 690 $ 672 $ 662
Earningsasa % of sales 14% 8% 8% 8% 8% 8% 8%
Non cash add backs:
Depreciation and amortization $ 667 $ 665 _$ 59 $ 587 $ 55 $ 481 $ 438
eguals Debt-free Cash flows $ 2097 $ 1452 $ 1300 $ 1286 $ 1215 $ 1153 $ 1,100
Discount factor 12.8%
Net Present Value of Estimated Cash Flows 2002 to 2006 $4.324 |
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Table43. Kodak’sHealth Imaging SBU Valuation (Case 3)

Actual Actual Projected Projected Projected Projected Projected
2000 2001 2002 2003 2004 2005 2006
Health Imaging sales $ 2220 $ 2,262 $ 2279 $ 2390 $ 2,749 $ 3161 $ 3,666
% changein salesyr to yr 2% 1% 5% 15% 15% 16%
Grossprofit $ 1038 $ 871 $ %1 $ 1,016 $ 1,182 $ 1359 $ 1,577
Gross margin 47% 39% 41% 43% 43% 43% 43%
R&D and SG&A $ 520 $ 548 $ 622 $ 681 $ 797 $ 917 $ 1,063
R&D and SG&A asa % of sales 23% 24% 27% 29% 29% 29% 29%
Earnings before taxes $ 518 $ 323 % 39 $ 33% % 385 $ 443 % 513
Earnings as a % of sales 23% 14% 14% 14% 14% 14% 14%
Non cash add backs:
Depreciation and amortization $ 128 $ 139 % 162 $ 173 $ 211 $ 238 % 268
equals Debt-free Cash flows $ 646 $ 462 $ 481 $ 508 $ 596 $ 631 $ 781
Discount factor 12.8%
Net Present Vaue of Estimated Cash Flows 2002 to 2006 $2,089 |
Table44. Kodak’s Commercial Imaging SBU Valuation (Case 3)
Actual Actual Projected Projected Projected Projected Projected
2000 2001 2002 2003 2004 2005 2006
Commercial Imaging sales $ 1417 $ 1459 $ 1533 $ 1561 $ 1592 $ 1624 $ 1,657
% change in sales yr to yr 3% 5% 2% 2% 2% 2%
Gross profit $ 478 $ 451 % 534 $ 540 $ 557 $ 568 $ 580
Grossmargin 34% 31% 35% 35% 35% 35% 35%
R&D and SG&A $ 245 % 286 $ 3B $ 3 % 398 $ 30 $ 398
R&D and SG& A as a % of sales 17% 20% 23% 25% 25% 24% 24%
Earnings before taxes $ 233 $ 165 $ 13 % 156 $ 159 $ 179 % 182
Earnings as a % of sales 16% 11% 12% 10% 10% 11% 11%
Non cash add backs:
Depreciation and amortization $ 60 $ 72 % 91 $ 98 $ 105 $ 101 $ 100
equals Debt-free Cash flows $ 203 % 237 % 25 % 2 % 265 % 280 % 282
Discount factor 12.8%
[Net Present VValue of Estimated Cash Flows 2002 to 2006 $955]
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Table 45. Kodak’s Component SBU Valuation (Case 3)

Actual Actual Projected  Projected Projected Projected Projected
2000 2001 2002 2003 2004 2005 2006
Component sales $ 126 $ 110 $ 110 $ 138 $ 172 $ 215 $ 269
% changein salesyr to yr -13% 0% 25% 25% 25% 25%
Gross profit $ 126 $ 110 $ 110 $ 138 % 170 $ 213 % 263
Gross margin 100% 100% 100% 100% 99% 99% 98%
R&D and SG&A $ 137 $ 170 $ 110 $ 124 $ 136 $ 138 $ 142
R&D and SG&A asa % of sales 109% 155% 100% 90% 79% 64% 53%
Earnings before taxes $ (1) $ (60) $ - $ 14 $ A3 75 3% 121
Earningsasa % of sales -9% -55% 0% 10% 20% 35% 45%
Non cash add backs:
Depreciation and amortization $ 34 3 3 % 29 3 31 3 3% 3 36_$ 36
equals Debt-free Cash flows $ 23 $ an s 29 $ 45 $ 70 $ 111 $ 157
Discount factor 12.8%
[Net Present Value of Estimated Cash Flows 2002 to 2006 $264 |
Table 46. Depreciation and Amortization for Each Kodak SBU (Case 3)
Total Company Depreciation and Amortization is: $ 839 $ 919 $ 88l $ 889 $ 8718 $ 856 $ 842
Actual Actual Projected  Projected  Projected  Projected  Projected
Segment Oper ating Expensesare: 2000 2001 2002 2003 2004 2009 2006
Photography $ 2707 $ 2629 $ 229 $ 2310 $ 1983 $ 1849 $ 1,737
Hedlth Imaging $ 520 $ 548 $ 62 $ 681 $ 97 $ 917 $ 1,063
Commercia Imaging $ 245 $ 286 $ 30 $ 384 $ 398 $ 390 $ 398
All Other $ 137 $ 170 $ 110 $ 124 $ 136_$ 138 $ 142
Total $ 3609 $ 3633 $ 3381 $ 3499 $ 3314 $ 3203 $ 3,340
Actual Actual Projected  Projected  Projected  Projected  Projected
Depreciation and Amortization expense by segment is: 2000 2001 2002 2003 2004 2005 2006
Photography $ 667 $ 665 $ 59 $ 587 $ 525 $ 41 $ 438
Hedlth Imaging $ 128 $ 139 $ 162 $ 173 $ 211 % 238 3% 268
Commercial Imaging $ 60 $ 2% 9 $ 98 $ 105 $ 101 $ 100
All Other $ A S 3B % 2 3 31 $ %6 $ ¥ $ 36
Total $ 839 $ 919§ 88l $ 889 $ 8718 $ 8% $ 842
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13 Appendix F: Web Sites Accessed (Separate Binder)

The appendix of the accessed web Sitesis compiled in a separate binder that was
submitted with this report.
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