M-Tronics Case Summary

History of M-tronics

Madison Machinery Company

MMC was founded during the merger movement at the turn of the century, when four regional machinery companies merged to form a national industrial machinery-manufacturing corporation. Demand for heavy machinery at the time grew with the growth of industry across the country, and MMC prospered. In 1979, MMC was the largest company in the industry, and it offered the most complete product line. The high quality of its products attracted the top sales people, who saw themselves as consultants to their customers. Even though MMC was the leader in quality and breadth of its product line, it wasn’t the leader in R&D; it just copied its competitors’ innovations.

In the 70s Madison, MMC’s president recognized that associations with high technology, high growth industry could strengthen the company. It implemented this by using excess capital to invest in young companies developing high tech innovative products. One of these investments was the Datronics Company.

Datronics Company

Datronics was founded in 1969 as an engineering firm that subsisted on government research grants and contracts, a by-product of which were several types of equipment with industrial applications. Datronics concentrated its efforts on R&D and outsourced production and marketing. It’s president John Martell, acknowledged that this limited the company’s growth, but he still postponed becoming a full manufacturing and marketing company until the right product appeared.

Following MMC’s investment, Datronics developed the right product and it was clear that a huge capex would be needed. When Martell approached Madison for financing, MMC bought Datronics. 

M-Tronics

After the acquisition, MMC became M-Tronics. The old MMC became the Machinery Division, headed by George McElroy, and Datronics became the Electronics Division, headed by Martell.

Martell retained full control of his organization’s operation and hired people for marketing and production. In five years the electronics division grew to a 700 person organization having $320 million in revenue and marketing offices throughout the US, Europe and Japan.

In 1984 Madison decided to step down and a committee consisting of three board members appointed Martell. This came as a surprise to many, since McElroy seemed to be next in line for the presidency. The Board’s mandate to Martell was to continue M-Tronics diversification into high-growth industries. Martell expected to follow both an acquisition mode and a start-up mode using excess funds from the Machinery Division to accomplish his goals.

Soon after this a group of employees let him know of their intention to leave the company to start a business to develop and market a new product. They hope that either M-tronics or Martell personally would invest in their idea. Martell liked the idea and saw it as an opportunity to continue M-Tronics diversification. He came up with a structure called to Entrepreneurial Subsidiary.

The Entrepreneurial Subsidiary

When a new product area was proposed to M-Tronics, a new subsidiary would be incorporated. The initiators of the idea would leave their old division or company and become officers and employees of the new subsidiary. The new subsidiary would issue stock in its name, $1 par value, 80% of which would be bought by M-tronics and 20% by the entrepreneurs involved. This initial capitalization, plus loans from M-Tronics, provided the funds for research and development of the new product up to its commercialization.

After the research and development goals were met, M-Tronics had the option to acquire the subsidiary through a one-for-one stock exchange. To protect the entrepreneurs, M-Tronics was required to vote on the merger if certain conditions were met, If M-Tronics chose not to merge, the subsidiary had a right to buy out M-Tronics interest. This scheme had a huge potential upside to the entrepreneurs, since at the time M-Tronics stock was selling for $103.

Martell hoped that this scheme would attract the best engineers, provide a great R&D environment, and encourage the development of new products with minimal investment by M-Tronics. He also expected that the entrepreneurial subsidiaries would be the proving ground of M-Tronic’s future top managers.

By 1989, 11 entrepreneurial subsidiaries had been organized. None of these had failed, and four had developed successful products and had been merged into M-Tronics. As these subsidiaries merged, questions of organization began to arise. Martell passed on the responsibilities over the Electronics Division (which he had retained when he became president) to Thomas Grennan, one of the first entrepreneurs M-Tronics funded via the Entrepreneurial Subsidiary scheme. Recognizing the increased number of products, Grennan reorganized the Electronics Division. Research and manufacturing were organized by product area, while marketing was organized by region.

Although successful development projects had accounted for most of M-Tronics sales growth, the needs arising from the subsidiaries left little money left for the core businesses of M-Tronics. The machinery division, for example, had not had its development budget increased for five years.

Further Concerns

· In electronics, personnel and products originating in subsidiaries now equaled or surpassed thos from the original division. 

· As the entrepreneurial subsidiaries merged, their personnel tended to retain its loyalty to the old subsidiary rather than transferring it to M-Tronics. Several warring spheres of influence were developing in the division.

· Turnover in electronics was increasing. Possible factors included the warring atmosphere and the inability of people to be a part of a large R&D department with its demand for budgets and reports.

· People we dissatisfied by the lack of monetary incentives and by the fact that most challenging projects were undertaken by newly formed subsidiaries. This further hindered M-Tronics efforts to create a strong in-house R&D department. The subsidiaries were too new for Martell to risk his entire R&D program on their success.

· There were indications of serious operating problems in the Electronics Division. Marketing, G&A and engineering costs were too high and several problems originating in entrepreneurial subsidiaries were reported. One product with an expected obsolescence of 4 years would only break-even after 6 years. Another product turned in losses during the first six months because of customer returns due to product failures.

The Machinery division had its own problems too:

· Its products were beginning to fall behind the competition’s new developments

· As the production line aged, quality control reported an increasing percentage of defective goods.

· McElroy was not comfortable with not having his budget allocation increased while extensive investments were made in plant and equipment for the Electronics division. He was concerned with the lack of flexibility that could result from backward integrating and thought semiconductor needs should be farmed out to the cheapest bidder.

· Turnover had also appeared in the Machinery division, where the salespeople were leaving. They no longer perceived M-Tronics’ products as state of the art or the best in quality. Furthermore, they did not want to work for a company where they felt unimportant.

