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PREFACE TO

NINTH EDITION

Contemporary Strategy Analysis equips managers and students of management with
the concepts, frameworks, and techniques needed to make better strategic deci-
sions. My goal is a strategy text that reflects the dynamism and intellectual rigor of
this fast-developing field of management and takes account of the strategy issues
that companies face today.

Contemporary Strategy Analysis endeavors to be both rigorous and relevant.
While embodying the latest thinking in the strategy field, it aims to be accessible to
students from different backgrounds and with varying levels of experience. T achieve
this accessibility by combining clarity of exposition, concentration on the fundamen-
tals of value creation, and an emphasis on practicality.

This ninth edition maintains the book’s focus on the essential tasks of strat-
egy: identifying the sources of superior business performance and formulating and
implementing a strategy that exploits these performance drivers. At the same time,
the content of the book has been revised to reflect recent developments in the busi-
ness environment and in strategy research and to take account of feedback from
instructors.

Distinctive features of the ninth edition include:

e an explicit guide of how to apply strategy analysis in order to generate strat-
egy recommendations (see “Applying Strategy Analysis” in Chapter 1);

e further development of the role of stakeholder orientation and corporate
social responsibility within a value creating view of the firm (see “Beyond
Profit: Values and Corporate Social Responsibility” in Chapter 2);

e an increased emphasis on inter-industry linkages including complements,
business ecosystems, and platform strategies, especially in digital markets
(Chapters 4 and 9);

e a more comprehensive treatment of strategy implementation; while maintain-
ing an integrated approach to strategy formulation and strategy implementa-
tion (the chapters on strategic change, technology, mature industries, global
strategies, and diversification address both the formulation and implementa-
tion of strategy), Chapters 6, 14, and 15 offer a systematic approach to strategy
execution;

e greater emphasis on cooperative strategies, especially strategic alliances
(Chapter 15).

There is little in Contemporary Strategy Analysis that is original: I have plundered
mercilessly the ideas, theories, and evidence of fellow scholars. My greatest debts
are to my colleagues and students at the business schools where this book has been



xvi PREFACE TO NINTH EDITION

developed and tested, notably Georgetown University, Bocconi University, London
Business School, City University’s Cass Business School, Cal Poly, UCLA’s Anderson
School, and Mumbai International School of Business. I have also benefitted from
feedback and suggestions from professors and students in the many other schools
where Contemporary Strategy Analysis has been adopted. T look forward to continu-
ing my engagement with users.

I am grateful for the professionalism and enthusiasm of the editorial, produc-
tion, and sales and marketing teams at John Wiley & Sons, Ltd, especially to Steve
Hardman, Juliet Booker, Joshua Poole, Catriona King, Deb Egleton, Joyce Poh, Tim
Bettsworth, and Dom Wharram—I couldn’t wish for better support.

Robert M. Grant
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1 The Concept of Strategy

Strategy is the great work of the organization. In situations of life or death, it is the
Tao of survival or extinction. Its study cannot be neglected.

—SUNTZU, THE ART OF WAR

To shoot a great score you need a clever strategy.

—RORY MCILROY, GOLF MONTHLY, MAY 19, 2011

Everybody has a plan until they get punched in the mouth.

—MIKE TYSON, FORMER WORLD HEAVYWEIGHT BOXING CHAMPION

OUTLINE
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4 PARTI INTRODUCTION

Introduction and Objectives

Strategy is about achieving success. This chapter explains what strategy is and why it is important to
success, for both organizations and individuals. We will distinguish strategy from planning. Strategy is
not a detailed plan or program of instructions; it is a unifying theme that gives coherence and direc-
tion to the actions and decisions of an individual or an organization.

The principal task of this chapter will be to introduce the basic framework for strategy analysis
that underlies this book. | will introduce the two basic components of strategy analysis: analysis of
the external environment of the firm (mainly industry analysis) and analysis of the internal environ-
ment (primarily analysis of the firm's resources and capabilities).

By the time you have completed this chapter, you will be able to:

& Appreciate the contribution that strategy can make to successful performance, both for
individuals and for organizations, and recognize the key characteristics of an effective
strategy.

Comprehend the basic framework of strategy analysis that underlies this book.
Recognize how strategic management has evolved over the past 60 years.
Identify and describe the strategy of a business enterprise.

Understand how strategy is made within organizations.

® 6 6 o o

Recognize the distinctive features of strategic management among not-for-profit organizations.

Since the purpose of strategy is to help us to win, we start by looking at the role of strategy in success.

The Role of Strategy in Success

Strategy Capsules 1.1 and 1.2 describe the careers of two individuals, Queen Elizabeth
IT and Lady Gaga, who have been outstandingly successful in leading their organiza-
tions. Although these two remarkable women operate within vastly different arenas,
can their success be attributed to any common factors?

For neither of these successful women can success be attributed to overwhelm-
ingly superior resources. For all of Queen Elizabeth’s formal status as head of state,
she has very little real power and, in most respects, is a servant of the democratically
elected British government. Lady Gaga is clearly a creative and capable entertainer,
but few would claim that she has outstanding talents as a vocalist, musician, or
songwriter.

Nor can their success be attributed either exclusively or primarily to luck. Indeed,
Queen Elizabeth has experienced a succession of difficulties and tragedies, while
Lady Gaga has experienced setbacks (e.g. the cancelation of her first recording
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contract and various health problems). Central to their success has been their ability
to respond to events—whether positive or negative—with flexibility and clarity of
direction.

My contention is that common to both the 60-year successful reign of Queen
Elizabeth II and the short but stellar career of Lady Gaga is the presence of a soundly
formulated and effectively implemented strategy. While these strategies did not exist
as explicit plans, for both Queen Elizabeth and Lady Gaga we can discern a consis-
tency of direction based clear goals and a keen awareness of how to maneuver into
a position of advantage.

Elizabeth Windsor’s strategy as queen of the UK and the Commonwealth countries
may be seen in the role she has created for herself in relation to her people. As queen
she is figurehead for the nation, an embodiment of the stability and continuity of the
nation, a symbol of British family and cultural life, and an exemplar of service and
professional dedication.

Lady Gaga’s remarkable success during 2008-15 reflects a career strategy that uses
music as her gateway, upon which she has built a celebrity status by combining the
generic tools of star creation—shock value, fashion leadership, and media presence—
with a uniquely differentiated image that has captured the imagination and affection
of teenagers and young adults throughout the world.

What do these two examples tell us about the characteristics of a strategy that are
conducive to success? In both stories, four common factors stand out (Figure 1.1):

® Goals that are consistent and long term: Both Queen Elizabeth and Lady
Gaga display a focused commitment to career goals that they have pursued
steadfastly.

e Profound understanding of the competitive environment: The ways in which
both Elizabeth 1T and Gaga define their roles and pursue their careers reveal
a deep and insightful appreciation of the external environments in which
they operate. Queen Elizabeth has been alert both to the changing political
environment in which the monarchy is situated and to the mood and needs
of the British people. Lady Gaga’s business model and strategic positioning
show a keen awareness of the changing economics of the music business,
the marketing potential of social networking, and the needs of Generation Y.

e Objective appraisal of resources: Both Queen Elizabeth and Lady Gaga have
been adept at recognizing and deploying the resources at their disposal.
Both, too, have been aware of the limits of those resources and drawn upon
the resources of others—Queen Elizabeth through her family, the royal
household, and a network of loyal supporters; Lady Gaga upon the variety
of talents in her Haus of Gaga.

e [ffective implementation: Without effective implementation, the best-laid
strategies are of little use. Critical to the success of Queen Elizabeth and
Lady Gaga has been their effectiveness as leaders and the creation of loyal,
supportive organizations to provide decision support and operational
implementation.

These observations about the role of strategy in success can be made in relation
to most fields of human endeavor. Whether we look at warfare, chess, politics, sport,
or business, the success of individuals and organizations is seldom the outcome
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PARTI INTRODUCTION

STRATEGY CAPSULE 1.1

By late 2015, Elizabeth Windsor had been queen for
63 years—Ilonger than any of her predecessors.

At her birth on April 21, 1926, hereditary monar-
chies were common throughout the world. Apart from
the British Empire, 45 countries had this form of gov-
ernment. By 2015, the forces of democracy, modernity,
and reform had reduced these to 26—mostly small
autocracies such as Bahrain, Qatar, Oman, Kuwait,
Bhutan, and Lesotho. Monarchies had also survived
in Denmark, Sweden, Norway, the Netherlands, and
Belgium, but these royal families had lost most of their
wealth and privileges.

By contrast, the British royal family retains consid-
erable wealth—the Queen’s personal net worth was
estimated by Forbes magazine at $500 million—not
including the $10 billion worth of palaces and other
real estate owned by the nation but used by her and
her family. Queen Elizabeth's formal status is head of
state of the UK and 15 other Commonwealth coun-
tries (including Canada and Australia), head of the
Church of England, and head of the British armed
forces. Yet none of these positions confers any deci-
sion making power—her influence comes from
the informal role she has established for herself.
According to her website, she “has a less formal role as

Head of Nation”where she “acts as a focus for national
identity, unity and pride; gives a sense of stability and
continuity; officially recognises success and excel-
lence; and supports the ideal of voluntary service”
(www.royal.gov.uk).

How has Queen Elizabeth been able to retain not
just the formal position of the monarchy but also its
status, influence, and wealth despite the challenges of
the past 60 years? These challenges include the social
and political changes which have swept away most of
the privileges conferred by hereditary status (including
the exclusion of most hereditary lords from the House
of Lords, Britain's upper chamber of Parliament) and
the internal challenges presented by such a famously
dysfunctional family—including the failed marriages of
most of her family members and the controversy that
surrounded the life and death of her daughter-in-law,
Diana, Princess of Wales.

At the heart of Elizabeth’s sustaining of the British
monarchy has been her single-minded devotion to
what she regards as her duties to the monarchy and
to the nation. Throughout her 60-year reign she has
cultivated the role of leader of her nation—a role that
she has not compromised by pursuit of personal or
family interests. In pursing this role she has recognized

of a purely random process. Nor is superiority in initial endowments of skills and
resources typically the determining factor. Strategies that build on these four ele-
ments almost always play an influential role.

Look at the “high achievers” in any competitive area. Whether we review the
world’s political leaders, the CEOs of the Fortune 500, or our own circles of friends
and acquaintances, those who have achieved outstanding success in their careers
are seldom those who possessed the greatest innate abilities. Success has gone to
those who managed their careers most effectively, typically by combining these
four strategic factors. They are goal focused; their career goals have taken pri-
macy over the multitude of life’s other goals—friendship, love, leisure, knowledge,
spiritual fulfillment—which the majority of us spend most of our lives juggling



the need for political neutrality—even when she has
personally disagreed with her prime ministers (notably
with Margaret Thatcher’s “socially divisive” policies and
Tony Blair's commitment of British troops to Iragq and
Afghanistan).

Through her outreach activities she has played a
major role in promoting British influence, British cul-
ture, and British values within the wider world. She has
made multiple visits to each of the 54 Commonwealth
nations, including 26 to Canada and 16 to Australia.

Maintaining her popularity with the British people
has required adaptation to the wrenching changes
of her era. Recognizing the growing unacceptability
of hereditary privilege and the traditional British class
system, she has repositioned the royal family from
being the leader of the ruling class to an embodiment
of the nation as a whole. To make her and her family
more inclusive and less socially stereotyped she culti-
vated involvement with popular culture, with ordinary
people engaged in social service and charitable work,
and, most recently, endorsing the marriage of her
grandson William to Kate Middleton—the first mem-
ber of the royal family to marry outside the ranks of the
aristocracy.

Elizabeth has been adept at exploiting new media.
Television has provided an especially powerful medium
for communicating both with her subjects and with
a wider global audience. Her web page appeared
in 1997, in 2009 she joined Twitter, and in 2010
Facebook. Throughout her reign, her press and public

relations strategy has been carefully managed by a
group of top professionals who report to her private
secretary.

While respecting tradition and protocol, she
adapts in the face of pressing circumstances. The
death of her daughter-in-law, Diana, created difficult
tensions between her responsibilities as a grand-
mother and her need to show leadership to a griev-
ing nation. In responding to this time of crisis she
departed from several established traditions: includ-
ing bowing to the coffin of her ex-daughter-in-law as
it passed the palace.

Elizabeth has made effective use of the resources
available to her. First and foremost of these has been
the underlying desire of the British people for conti-
nuity and their inherent distrust of their political lead-
ers. By positioning herself above the political fray and
emphasizing her lineage—including the prominent
public roles of her mother and her children and grand-
children—she reinforces the legitimacy of herself, her
family, and the institution they represent. She has also
exploited her powers of patronage, using her formal
position to cultivate informal relationships with both
political and cultural leaders.

The success of Elizabeth’s 63-year reign is indicated
by the popular support for her personally and for
the institution of the monarchy. Outside of Northern
Ireland, the UK lacks any significant republican move-
ment; republicanism is also weak in Canada and
Australia.

CHAPTER 1 THE CONCEPT OF STRATEGY 7

and reconciling. They know the environments within which they play and tend
to be fast learners in terms of recognizing the paths to advancement. They know
themselves well in terms of both strengths and weaknesses. Finally, they imple-
ment their career strategies with commitment, consistency, and determination. As
the late Peter Drucker observed: “we must learn how to be the CEO of our own
careers.”!

There is a downside, however. Focusing on a single goal may lead to outstand-
ing success but may be matched by dismal failure in other areas of life. Many
people who have reached the pinnacles of their careers have led lives scarred by
poor relationships with friends and families and stunted personal development.
These include Howard Hughes and Jean Paul Getty in business, Richard Nixon and
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STRATEGY CAPSULE 1.2

Stefani Joanne Angelina Germanotta, better known as
Lady Gaga, is one of the most successful popular enter-
tainers to emerge in the 21st century. Since releasing her
first album, The Fame, in 2008 she has certified album
sales of 27 million, swept leading music awards including
Grammy, MTV, and Billboards, topped Forbes Celebrity 100
list, and generated $382 million in ticket sales for her 2012
"Born this Way" tour. Her 79 concerts during her 2014
"Artrave: The Artpop Ball”tour generated $271 million.

Since dropping out of NYU's Tisch School of the Arts
in 2005, Germanotta has shown total commitment to
advancing her musical career, first as a songwriter, and
then developing her Lady Gaga persona. Her debut
album, The Fame, and its follow up, The Fame Monster,
yielded a succession of number-one hits during 2009
and 2010.

Gaga's music is a catchy mix of pop and dance, well
suited to dance clubs and radio airplay. It features good
melodies, Gaga's capable singing voice, and her reflec-
tions on society and life, but it is hardly exceptional or
innovative: music critic Simon Reynolds described it
as: “ruthlessly catchy, naughties pop glazed with Auto-
Tune and undergirded with R&B-ish beats."

However, music is only one element in the Lady
Gaga phenomenon—her achievement is not so much
as a singer or songwriter as in establishing a persona
which transcends pop music. Like David Bowie and
Madonna before her, Lady Gaga is famous for being
Lady Gaga. To do this requires a multi-media, multi-
faceted offering that comprises an integrated array
of components including music, visual appearance,
newsworthy events, a distinctive attitude and person-
ality, and a set of values with which fans can identify.

Key among these is visual impact and theatricality.
Her hit records were heavily promoted by the visu-
ally stunning music videos that accompanied them.
Paparazzi and Bad Romance each won best video
awards at the 2009 and 2010 Grammies; the latter is
the second-most-downloaded YouTube video of all
time. Most striking of all has been Lady Gaga's dress
and overall appearance, which have set new stan-
dards in eccentricity, innovation, and impact. Individual
outfits—her plastic bubble dress, meat dress, and
"decapitated-corpse dress"—together with weird hair-
dos, extravagant hats, and extreme footwear (she met
President Obama in 16-inch heels)—are as well-known

FIGURE 1.1 Common elements in successful strategies

Successful
strategy

EFFECTIVE IMPLEMENTATION

Clear, consistent,
long-term

Profound
understanding of the
goals competitive environment

Objective
appraisal
of resources




as her hit songs. The range of visual images she projects
is so varied that her every appearance creates a buzz of
anticipation as to her latest incarnation.

More than any other star, Lady Gaga has developed a
business model that recognizes the realities of the post-
digital world of entertainment. Like Web 2.0 pioneers such
as Facebook and Twitter, Gaga has followed the model:
first build market presence, and then think about mon-
etizing that presence. Her record releases are accompa-
nied, sometimes preceded, by music videos on YouTube.
With 45 million Facebook fans, 15.8 million Twitter fol-
lowers, and 1.9 billion YouTube views (as of November
16, 2011), Famecount crowned her “most popular liv-
ing musician online” Her networking with fans includes
Gagaville, an interactive game developed by Zynga, and
The Backplane, a music-based social network.

Her emphasis on visual imagery reflects the ways
in which her fame is converted into revenues. While
music royalties are important, concerts are her primary
revenue source. Other revenue sources—endorse-
ments, product placement in videos and concerts,
merchandizing deals, and media appearances—also
link closely with her visual presence.

A distinctive feature of Gaga's market presence
is her relationship with her fans. The devotion of her
fans—her “Little Monsters’—is based less on their
desire to emulate her look as upon empathy with her
values and attitudes. They recognize Gaga's images

more as social statements of non-conformity than
as fashion statements. In communicating her expe-
riences of alienation and bullying at school and her
values of individuality, sexual freedom, and accep-
tance of differences—reinforced through her involve-
ment in charities and gay rights events—she has built
a global fan base that is unusual in its loyalty and
commitment. The sense of belonging is reinforced
by gestures and symbols such as the “Monster Claw”
greeting and the “Manifesto of Little Monsters.” As
“Mother Monster," Gaga is spokesperson and guru for
this community.

Lady Gaga's most outstanding talents are her show-
manship and theatricality. Modeled on Andy Warhol’s
“Factory, The Haus of Gaga is her creative workshop
and augments her own capabilities. It includes man-
ager Troy Carter, choreographer and creative director
Laurieann Gibson, fashion director Nicola Formichetti,
hair stylist Frederic Aspiras, stylist and designer Anna
Trevelyan, fashion photographer Nick Night, makeup
artist Tara Savelo, marketing director Bobby Campbell,
and others involved in designing and producing songs,
videos, concert sets, photo shoots, and the whole
range of Gaga'’s public appearances.

Sources: M. Sala,"The Strategy of Lady Gaga, BSc thesis Bocconi
University, Milan, June 2011; http//wwwistatisticbrain.com/
lady-gaga-career-statistics, accessed July 20, 2015; http-//
enwikipedia.org/wiki/Lady_Gaga, accessed July 20, 2015.

Joseph Stalin in politics, Elvis Presley and Marilyn Monroe in entertainment, Mike
Tyson and O. J. Simpson in sport, and Bobby Fischer in chess. Fulfillment in our
personal lives is likely to require broad-based lifetime strategies.?

These same ingredients of successful strategies—clear goals, understanding the
competitive environment, resource appraisal, and effective implementation—form
the key components of our analysis of business strategy.

The Basic Framework for Strategy Analysis

Figure 1.2 shows the basic framework for strategy analysis that we shall use through-
out the book. The four elements of a successful strategy shown in Figure 1.1 are
recast into two groups—the firm and the industry environment—with strategy

CHAPTER 1 THE CONCEPT OF STRATEGY 9
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FIGURE 1.2 The basic framework: Strategy as a link between the firm and its environment
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forming a link between the two. The firm embodies three of these elements: goals
and values (“simple, consistent, long-term goals”), resources and capabilities (“objec-
tive appraisal of resources”), and structure and systems (“effective implementation”).
The industry environment embodies the fourth (“profound understanding of the
competitive environment”) and is defined by the firm’s relationships with competi-
tors, customers, and suppliers.

This view of strategy as a link between the firm and its industry environment has
close similarities with the widely used SWOT framework. However, as I explain
in Strategy Capsule 1.3, a two-way classification of internal and external forces is
superior to the four-way SWOT framework.

The task of business strategy, then, is to determine how the firm will deploy its
resources within its environment and so satisfy its long-term goals, and how it will
organize itself to implement that strategy.

Strategic Fit

Fundamental to this view of strategy as a link between the firm and its external
environment is the notion of strategic fit. This refers to the consistency of a
firm’s strategy, first, with the firm’s external environment and, second, with its
internal environment, especially with its goals and values and resources and
capabilities. A major reason for the decline and failure of some companies comes
from their having a strategy that lacks consistency with either the internal or the
external environment. The decline of Nokia (which lost over 90% of its stock
market value in the four years up to July 2012) may be attributed to a strategy
which failed to take account of a major change in its external environment: the
growing consumer demand for smartphones. Other companies struggle to align
their strategies to their internal resources and capabilities. A critical issue for
Nintendo will be whether it possesses the financial and technological resources
to continue to compete head-to-head with Sony and Microsoft in the market for
video game consoles.

The concept of strategic fit also relates to the internal consistency among the
different elements of a firm’s strategy. Effective strategies are ones where functional
strategies and individual decisions are aligned with one another to create a con-
sistent strategic position and direction of development. This notion of internal fit
is central to Michael Porter’s conceptualization of the firm as an activity system.
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Distinguishing between the external and the inter-
nal environment of the firm is common to most
approaches to strategy analysis. The best-known
and most widely used of these approaches is the
“SWOT" framework, which classifies the various
influences on a firm'’s strategy into four categories:
Strengths, Weaknesses, Opportunities, and Threats.
The first two—strengths and weaknesses—relate
to the internal environment of the firm, primar-
ily its resources and capabilities; the last two—
opportunities and threats—relate to the external
environment.

Which is better, a two-way distinction between
internal and external influences or the four-way SWOT
taxonomy? The key issue is whether it is sensible and
worthwhile to classify internal factors into strengths
and weaknesses and external factors into opportu-
nities and threats. In practice, such distinctions are
difficult.

Is LeBron James a strength or a weakness for the
Cleveland Cavaliers? As one of the NBA's most accom-
plished and acclaimed players he is a strength. As a
30-year-old player whose best days are behind him

and who may intimidate his younger team members,
he is a weakness.

Is global warming a threat or an opportunity for the
world's automobile producers? By encouraging higher
taxes on motor fuels and restrictions on car use, it is
a threat. By encouraging consumers to switch to fuel-
efficient and electric cars, it offers an opportunity for
new sales.

The lesson here is that classifying external factors
into opportunities and threats, and internal factors into
strengths and weaknesses, is arbitrary. What is impor-
tant is to carefully identify the external and internal
forces that impact the firm, and then analyze their
implications.

In this book | will follow a simple two-way classi-
fication of internal and external factors and avoid any
superficial categorization into strengths or weaknesses,
and opportunities or threats.

Note: For more on SWOT see: T. Hill and R. Westbrook, “SWOT
Analysis: It's Time For A Product Recall;’ Long Range Planning,
30 (February 1997): 46-52; and M. Venzin, “SWOT Analysis:
Such a Waste of Time?" (February 2015) http://ideas.
sdabocconi.it/strategy/archives/3405.

Porter states that “Strategy is the creation of a unique and differentiated position
involving a different set of activities.” The key is how these activities fit together
to form a consistent, mutually reinforcing system. Ryanair’s strategic position is as
Europe’s lowest-cost airline providing no-frills flights to budget-conscious travelers.
This is achieved by a set of activities which fit together to support that positioning

(Figure 1.3).

The concept of strategic fit is one component of a set of ideas known as
contingency theory. Contingency theory postulates that there is no single best
way of organizing or managing. The best way to design, manage, and lead an
organization depends upon circumstances—in particular the characteristics of

that organization’s environment.*

CHAPTER 1 THE CONCEPT OF STRATEGY 11
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FIGURE 1.3 Ryanair’s activity system
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A Brief History of Business Strategy
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Origins and Military Antecedents

Enterprises need business strategies for much the same reason that armies need mili-
tary strategies—to give direction and purpose, to deploy resources in the most effec-
tive manner, and to coordinate the decisions made by different individuals. Many of
the concepts and theories of business strategy have their antecedents in military strat-
egy. The term strategy derives from the Greek word strategia, meaning “generalship.”
However, the concept of strategy did not originate with the Greeks: Sun Tzu’s classic,
The Art of War, from about 500 BC is regarded as the first treatise on strategy.’
Military strategy and business strategy share a number of common concepts and
principles, the most basic being the distinction between strategy and tactics. Strategy
is the overall plan for deploying resources to establish a favorable position; a tactic is
a scheme for a specific action. Whereas tactics are concerned with the maneuvers
necessary to win battles, strategy is concerned with winning the war. Strategic deci-
sions, whether in military or business spheres, share three common characteristics:

e they are important
e they involve a significant commitment of resources
e they are not easily reversible.

Many of the principles of military strategy have been applied to business situ-
ations. These include the relative strengths of offensive and defensive strategies;
the merits of outflanking over frontal assault; the roles of graduated responses
to aggressive initiatives; the benefits of surprise; and the potential for deception,
envelopment, escalation, and attrition.® At the same time, there are major differ-
ences between business competition and military conflict. The objective of war
is (usually) to defeat the enemy. The purpose of business rivalry is seldom so
aggressive: most business enterprises seek to coexist with their rivals rather than
to destroy them.
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The tendency for the principles of military and business strategy to develop along
separate paths indicates the absence of a general theory of strategy. The publication
of Von Neumann and Morgenstern’s Theory of Games in 1944 gave rise to the hope
that a general theory of competitive behavior would emerge. During the subsequent
six decades, game theory has revolutionized the study of competitive interaction,
not just in business but in politics, military conflict, and international relations as
well. Yet, as we shall see in Chapter 4, game theory has achieved only limited suc-
cess as a broadly applicable general theory of strategy.’

From Corporate Planning to Strategic Management

The evolution of business strategy has been driven more by the practical needs of
business than by the development of theory. During the 1950s and 1960s, senior
executives experienced increasing difficulty in coordinating decisions and maintaining
control in companies that were growing in size and complexity. While new techniques
of discounted cash flow analysis allowed more rational choices over individual invest-
ment projects, firms lacked systematic approaches to their long-term development.
Corporate planning (also known as long-term planning) was developed during the
late-1950s to serve this purpose. Macroeconomic forecasts provided the foundation
for the new corporate planning. The typical format was a five-year corporate planning
document that set goals and objectives, forecasted key economic trends (including
market demand, the company’s market share, revenue, costs, and margins), estab-
lished priorities for different products and business areas of the firm, and allocated
capital expenditures. The diffusion of corporate planning was accelerated by a flood
of articles and books addressing this new science.? The new techniques of corporate
planning proved particularly useful for guiding the diversification strategies that many
large companies pursued during the 1960s.” By the mid-1960s, most large US and
European companies had set up corporate planning departments. Strategy Capsule 1.4
provides an example of this formalized corporate planning.

During the 1970s and early 1980s, confidence in corporate planning was severely
shaken. Not only did diversification fail to deliver the anticipated synergies but
the oil shocks of 1974 and 1979 ushered in a new era of macroeconomic instabil-
ity, while increased international competition intensified as Japanese, Korean, and
Southeast Asian firms stepped onto the world stage. The new turbulence meant that
firms could no longer plan their investments and resource requirements three to five
years ahead—they couldn’t forecast that far ahead.

The result was a shift in emphasis from planning to strategy making, where the
focus was less on the detailed management of a company’s growth path as on
market selection and competitive positioning in order to maximize the potential for
profit. This transition from corporate planning to what became called strategic man-
agement involved a focus on competition as the central characteristic of the business
environment, and on performance maximization as the primary goal of strategy.

This emphasis on strategy as a quest for performance directed attention to the
sources of profitability. During the late 1970s and into the 1980s, the focus was upon
how a firm’s competitive environment determined its potential for profit. Michael
Porter of Harvard Business School pioneered the application of industrial organiza-
tion economics to analyzing the profit potential of different industries and markets.'
Other studies examined how strategic variables—notably market share—determined
how profits were distributed between the different firms in an industry."
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STRATEGY CAPSULE 1.4

The first step in developing long-range plans was to
forecast the product demand for future years. After
calculating the tonnage needed in each sales district
to provide the “target” fraction of the total forecast
demand, the optimal production level for each area
was determined. A computer program that incor-
porated the projected demand, existing production
capacity, freight costs, etc. was used for this purpose.
When the optimum production rate in each area
was found, the additional facilities needed to produce
the desired tonnage were specified. Then the capi-
tal costs for the necessary equipment, buildings, and
layout were estimated by the chief engineer of the

corporation and various district engineers. Alternative
plans for achieving company goals were also devel-
oped for some areas, and investment proposals were
formulated after considering the amount of available
capital and the company debt policy. The vice presi-
dent who was responsible for long-range planning
recommended certain plans to the president and, after
the top executives and the board of directors reviewed
alternative plans, they made the necessary decisions
about future activities.

Source: H.W. Henry, Long Range Planning Processes in 45
Industrial Companies (Englewood Cliffs, NJ: Prentice-Hall,
1967): 65.

During the 1990s, the focus of strategy analysis shifted from the sources of profit
in the external environment to the sources of profit within the firm. Increasingly the
resources and capabilities of the firm became regarded as the main source of com-
petitive advantage and the primary basis for formulating strategy.'? This emphasis
on what has been called the resource-based view of the firm represented a sub-
stantial shift in thinking about strategy. While the quest for attractive industries and
market leadership encouraged firms to adopt similar strategies, emphasis on internal
resources and capabilities has encouraged firms to identify how they are different
from their competitors and design strategies that exploit these differences.

During the 21st century, new challenges have continued to shape the principles
and practice of strategy. Digital technologies have had a massive impact on the com-
petitive dynamics of many industries, creating winner-take-all markets and standards
wars.” Disruptive technologies'® and accelerating rates of change have meant that
strategy has become less and less about plans and more about creating options of
the future,' fostering strategic innovation,'® and seeking the “blue oceans” of uncon-
tested market space.” The complexity of these challenges have meant that being
self-sufficient is no longer viable for most firms—alliances and other forms of col-
laboration are an increasingly common feature of firms’ strategies.

The 2008-2009 financial crisis triggered new thinking about the strategy and pur-
pose of business. Disillusion with the excesses and unfairness of market capitalism
has renewed interest in corporate social responsibility, ethics, sustainability, and the
role of legitimacy in long-term corporate success.'®

Figure 1.4 summarizes the main developments in strategic management since the
mid-20th century.
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FIGURE 1.4 Evolution of strategic management
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Strategy Today

What Is Strategy?

In its broadest sense, strategy is the means by which individuals or organizations
achieve their objectives. Table 1.1 presents a number of definitions of the term strat-
egy. Common to most definitions is the notion that strategy is focused on achieving
certain goals; that it involves allocating resources; and that it implies some consis-
tency, integration, or cohesiveness of decisions and actions.

Yet, as we have seen, the conception of firm strategy has changed greatly over
the past half-century. As the business environment has become more unstable and
unpredictable, so strategy has become less concerned with detailed plans and more
about guidelines for success. This is consistent with the examples that began this
chapter. Neither Queen Elizabeth nor Lady Gaga appears to have articulated any
explicit strategic plan, but the consistency we discern in their actions suggests both
possessed clear ideas of what they wanted to achieve and how they would achieve
it. This shift in emphasis from strategy as plan to strategy as direction does not imply
any downgrading of the role of strategy. The more turbulent the environment, the
more must strategy embrace flexibility and responsiveness. But it is precisely in
these conditions that strategy becomes more, rather than less, important. When the
firm is buffeted by unforeseen threats and where new opportunities are constantly



16 PARTI INTRODUCTION

TABLE 1.1 Some definitions of strategy

® Strategy: a plan, method, or series of actions designed to achieve a specific goal or effect.
—Wordsmyth Dictionary (http:.//www.wordsmyth.net)

@ The determination of the long-run goals and objectives of an enterprise, and the adoption of
courses of action and the allocation of resources necessary for carrying out these goals.
—Alfred Chandler, Strategy and Structure
(Cambridge, MA: MIT Press, 1962)

@ Strategy:“a cohesive response to an important challenge”
—Richard Rumelt, Good Strategy/Bad Strategy
(New York: Crown Business, 2011): 6.

® Lost Boy: “Injuns! Let's go get'em!”
John Darling: "Hold on a minute. First we must have a strategy.’
Lost Boy: "Uhh? What's a strategy?”
John Darling: “It's, er...it's a plan of attack”

—Walt Disney’s Peter Pan

appearing, then strategy becomes the compass that can navigate the firm through
stormy seas.

Why Do Firms Need Strategy?

This transition from strategy as plan to strategy as direction raises the question of
why firms (or any type of organization) need strategy. Strategy assists the effective
management of organizations, first, by enhancing the quality of decision making,
second, by facilitating coordination, and, third, by focusing organizations on the
pursuit of long-term goals.

Strategy as Decision Support Strategy is a pattern or theme that gives coherence
to the decisions of an individual or organization. But why can’t individuals or organi-
zations make optimal decisions in the absence of such a unifying theme? Consider the
1997 “man versus machine” chess epic in which Garry Kasparov was defeated by IBM’s
“Deep Blue” computer. Deep Blue did not need strategy. Its phenomenal memory and
computing power allowed it to identify its optimal moves based on a huge decision
tree.”” Kasparov—although the world’s greatest chess player—was subject to bounded
rationality: his decision analysis was subject to the cognitive limitations that constrain
all human beings.? For him, a strategy offered guidance that assisted positioning and
helped create opportunities. Strategy improves decision making in several ways:

e It simplifies decision making by constraining the range of decision alterna-
tives considered and acts as a heuristic—a rule of thumb that reduces the
search required to find an acceptable solution to a decision problem.

e The strategy-making process permits the knowledge of different individuals
to be pooled and integrated.

e It facilitates the use of analytic tools—the frameworks and techniques that we
will encounter in the ensuing chapters of this book.
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Strategy as a Coordinating Device The central challenge of management is
coordinating the actions of different organizational members. Strategy acts as a com-
munication device to promote coordination. Statements of strategy are a means by
which the CEO can communicate the identity, goals, and positioning of the com-
pany to all organizational members. The strategic planning process acts as a forum
in which views are exchanged and consensus developed; once formulated, strategy
can be translated into goals, commitments, and performance targets that ensure that
the organization moves forward in a consistent direction.

Strategy as Target Strategy is forward looking. It is concerned not only with
how the firm will compete now but also with what the firm will become in the
future. A key purpose of a forward-looking strategy is not only to establish a direc-
tion for the firm’s development but also to set aspirations that can motivate and
inspire members of the organization. Gary Hamel and C. K. Prahalad use the term
strategic intent to describe this desired strategic position: “strategic intent creates
an extreme misfit between resources and ambitions. Top management then chal-
lenges the organization to close the gap by building new competitive advantages.”*!
The implication is that strategy should be less about fit and resource allocation and
more about stretch and resource leverage.* Jim Collins and Jerry Porras make a simi-
lar point: US companies that have been sector leaders for 50 years or more—Merck,
Walt Disney, 3M, IBM, and Ford—have all generated commitment and drive through
setting “Big, Hairy, Ambitious Goals.”* Striving, inspirational goals are found in most
organizations’ statements of vision and mission. One of the best known is that set by
President Kennedy for NASA’s space program: “before this decade is out, to land a
man on the moon and return him safely to Earth.” However, Richard Rumelt warns
us not to confuse strategy with goal setting: “Strategy cannot be a useful ... tool if
it is confused with ambition, determination, inspirational leadership, and innovation
. strategy should mean a cohesive response to an important challenge.”*

Where Do We Find Strategy?

A company’s strategy can be found in three places: in the heads of managers, in their
articulations of strategy in speeches and written documents, and in the decisions
through which strategy is enacted. Only the last two are observable.

Strategy has its origins in the thought processes of entrepreneurs and senior
managers. For the entrepreneur the starting point of strategy is the idea for a new
business. In most small companies, strategy remains in the heads of business propri-
etors: there is little need for any explicit statement of strategy. For large companies
statements of strategy are found in board minutes and strategic planning documents,
which are invariably confidential. However, most companies—public companies
in particular—see value in communicating their strategy to employees, customers,
investors, and business partners. Collis and Rukstad identify four types of statement
through which companies communicate their strategies:

e The mission statement describes organizational purpose; it addresses “Why
we exist.”

e A statement of principles or values outlines “What we believe in and how we
will behave.”
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e The vision statement projects “What we want to be.”

e The strategy statement articulates the company’s competitive game plan,
which typically describe objectives, business scope, and advantage.”

These statements can be found on the corporate pages of companies’ websites.
More detailed statements of strategy—including qualitative and quantitative medium-
term targets—are often found in top management presentations to analysts, which
are typically included in the “for investors” pages of company websites.

Further information on a firm’s business scope (products and its markets) and
how it competes within these markets can be found in a company’s annual reports.
For US corporations, the description of the business that forms Item 1 of the 10-K
annual report to the Securities and Exchange Commission (SEC) is particularly infor-
mative about strategy.

Strategy Capsule 1.5 provides statements of strategy by McDonald’s, the global
fast-food giant, and Twitter, the online messaging service.

Ultimately, strategy becomes enacted in the decisions and actions of an organiza-
tion’s members. Indeed, checking strategy statements against decisions and actions
may reveal a gap between rhetoric and reality. As a reality check upon grandiose and
platitudinous sentiments of vision and mission, it is useful to ask:

e Where is the company investing its money? Notes to financial statements pro-
vide detailed breakdowns of capital expenditure by region and by business
segment.

e What technologies is the company developing? Identifying the patents that
a company has filed (using the online databases of the US and EU patent
offices) indicates the technological trajectory it is pursuing.

e What new products have been released, major investment projects initi-
ated, and top management hired? These strategic decisions are typically
announced in press releases and reported in trade journals.

To identify a firm’s strategy it is necessary to draw upon multiple sources of infor-
mation in order to build an overall picture of what the company says it is doing and
what it is actually doing. We will return to this topic when we discuss competitive
intelligence in Chapter 4.

Corporate and Business Strategy

Strategic choices can be distilled into two basic questions:

e Where to compete?
e How to compete?

The answers to these questions define the two major areas of a firm’s strategy:
corporate strategy and business strategy.

Corporate strategy defines the scope of the firm in terms of the industries and
markets in which it competes. Corporate strategy decisions include choices over
diversification, vertical integration, acquisitions, and new ventures, and the alloca-
tion of resources between the different businesses of the firm.
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McDONALD’S CORPORATION

Our goal is to become customers' favorite place
and way to eat and drink by serving core favor-
ites such as our World Famous Fries, Big Mac,
Quarter Pounder and Chicken McNuggets.

The strength of the alignment among the
Company, its franchisees and suppliers (col-
lectively referred to as the “System”) has been
key to McDonald's success. By leveraging our
System, we are able to identify, implement
and scale ideas that meet customers' changing
needs and preferences.

McDonald's customer-focused Plan to Win
(‘Plan”) provides a common framework that
aligns our global business and allows for local
adaptation. We continue to focus on our three
global growth priorities of optimizing our menu,
modernizing the customer experience, and
broadening accessibility to Brand McDonald’s
within the framework of our Plan. Our initiatives
support these priorities, and are executed with a
focus on the Plan’s five pillars—People, Products,
Place, Price and Promotion—to enhance our
customers' experience and build shareholder
value over the long term. We believe these pri-
orities align with our customers'evolving needs,
and—combined with our competitive advan-
tages of convenience, menu variety, geographic
diversification and System alignment—will
drive long-term sustainable growth.

Source: www.mcdonalds.com.

TWITTER, INC.

We have aligned our growth strategy around
the three primary constituents of our platform:
Users. \We believe that there is a significant
opportunity to expand our user base. ..

¢ Geographic Expansion. We plan to develop a
broad set of partnerships globally to increase
relevant local content ... and make Twitter
more accessible in new and emerging markets.

¢ Mobile Applications. We plan to continue to
develop and improve our mobile applications. ..

¢ Product Development. We plan to continue to
build and acquire new technologies to develop
and improve our products and services. ..

Platform Partners. \We believe growth in our
platform partners is complementary to our user
growth strategy...

¢ Expand the Twitter Platform to Integrate More
Content. We plan to continue to build and
acquire new technologies to enable our plat-
form partners to distribute content of all forms.

& Partner with Traditional Media ... to drive more
content distribution on our platform ...

Adbvertisers . .. [[Increase the value of our platform
for our advertisers by enhancing our advertising
services and making our platform more accessible.

¢ Targeting. We plan to continue to improve the
targeting capabilities of our advertising services.

¢ Opening our Platform to Additional Advertisers.
We believe that advertisers outside of the United
States represent a substantial opportunity ...

¢ New Advertising Formats.

Source: Twitter, Inc. Amendment no. 4 to Form S-1,
Registration Statement, SEC, November 4, 2013.

19



20 PARTI INTRODUCTION

Business strategy is concerned with how the firm competes within a particular
industry or market. If the firm is to prosper within an industry, it must establish a
competitive advantage over its rivals. Hence, this area of strategy is also referred to
as competitive strateg).

The distinction between corporate strategy and business strategy corresponds
to the organizational structure of most large companies. Corporate strategy is the
responsibility of corporate top management. Business strategy is primarily the
responsibility of the senior managers of divisions and subsidiaries.

This distinction between corporate and business strategy also corresponds to
the primary sources of superior profit for a firm. As we have noted, the purpose of
strategy is to achieve superior performance. Basic to this is the need to survive and
prosper, which in turn requires that over the long term the firm earn a rate of return
on its capital that exceeds its cost of capital. There are two possible ways of achiev-
ing this. First, by choosing to locate within industries where overall rates of return
are attractive (corporate strategy). Second, by attaining a position of advantage vis-
a-vis competitors within an industry, allowing it to earn a return that exceeds the
industry average (Figure 1.5).

This distinction may be expressed in even simpler terms. The basic ques-
tion facing the firm is “How do we make money?” The answer to this ques-
tion corresponds to the two basic strategic choices we identified above: “Where
to compete?” (“In which industries and markets should we be?”) and “How to
compete?”

As an integrated approach to firm strategy, this book deals with both business and
corporate strategy. However, my primary emphasis will be on business strategy. This
is because the critical requirement for a company’s success is its ability to establish
competitive advantage. Hence, issues of business strategy precede those of corpo-
rate strategy. At the same time, these two dimensions of strategy are intertwined: the
scope of a firm’s business has implications for the sources of competitive advantage,
and the nature of a firm’s competitive advantage determines the industries and mar-
kets it can be successful in.

FIGURE 1.5 The sources of superior profitability
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FIGURE 1.6 Describing firm strategy: Competing in the present, preparing for
the future
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These same two questions—“Where is the firm competing?” and “How is it compet-
ing?”—also provide the basis upon which we can describe the strategy that a firm is
pursuing. The where question has multiple dimensions. It relates to the products the
firm supplies, the customers it serves, the countries and localities where it operates,
and the vertical range of activities it undertakes.

However, strategy is not simply about “competing for today”; it is also concerned
with “competing for tomorrow.” This dynamic aspect of strategy involves establishing
objectives for the future and determining how they will be achieved. Future objec-
tives relate to the overall purpose of the firm (mission), what it seeks to become
(vision), and how it will meet specific performance targets.

These two dimensions of strategy—the static and the dynamic—are depicted
in Figure 1.6 and are illustrated by the Coca-Cola Company. As we shall see
in Chapter 8, reconciling these two dimensions of strategy—what Derek Abell
calls “competing with dual strategies”—is one of the central dilemmas of strategic
management.?

How Is Strategy Made? The Strategy Process

How companies make strategy and how they should make strategy are among the
most hotly debated issues in strategic management. The corporate planning under-
taken by large companies during the 1960s was a highly formalized approach to
strategy making. Strategy may also be made informally: emerging through adap-
tation to circumstances. In our opening discussion of Queen Elizabeth and Lady
Gaga, I discerned a consistency and pattern to their career decisions that I identified
as strategy, even though there is no evidence that either of them engaged in any
systematic process of strategy formulation. Similarly, most successful companies are
not products of grand designs. The rise of Apple Inc. to become the world’s most
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valuable company (in terms of stock market capitalization) has often been attributed
to a brilliant strategy of integrating hardware, software, and aesthetics to create con-
sumer electronic products that offered a unique consumer experience. Yet, there is
little evidence that Apple’s incredible success since 2004 was the result of any grand
design. Dick Rumelt reports when Steve Jobs was reappointed as Apple’s CEO in
1997, his first actions were to cut costs, slash investment spending, and prune the
product range. When asked in 1998 about his strategy for Apple, he replied: “I'm
going to wait for the next big thing.”?

Clearly, Apple’s remarkable success since 2001 with its iPod, iPhone, and iPad
was not the result of a preconceived plan. It was the outcome of a set of strategic
decisions that combined penetrating insight into consumer preferences and tech-
nological trends with Apple’s own design and development capabilities, and astute
responses to unfolding circumstances.

So, what does this mean for strategy making by companies and other organiza-
tions? Should managers seek to formulate strategy through a rational systematic
process, or is the best approach in a turbulent world to respond to events while
maintaining some sense of direction in the form of goals and guidelines?

Design versus Emergence

Henry Mintzberg is a leading critic of rational approaches to strategy design. He dis-
tinguishes intended, emergent, and realized strategies. Intended strategy is strat-
egy as conceived of by the leader or top management team. Even here, intended
strategy may be less a product of rational deliberation and more an outcome of
negotiation, bargaining, and compromise among the many individuals and groups
involved in the strategy-making process. However, realized strategy—the actual
strategy that is implemented—is only partly related to that which was intended
(Mintzberg suggests only 10-30% of intended strategy is realized). The primary
determinant of realized strategy is what Mintzberg terms emergent strategy—the
decisions that emerge from the complex processes in which individual managers
interpret the intended strategy and adapt to changing circumstances.

According to Mintzberg, rational design is not only an inaccurate account of
how strategies are actually formulated but also a poor way of making strategy: “The
notion that strategy is something that should happen way up there, far removed
from the details of running an organization on a daily basis, is one of the great falla-
cies of conventional strategic management.”” The emergent approaches to strategy
making permit adaptation and learning through a continuous interaction between
strategy formulation and strategy implementation in which strategy is constantly
being adjusted and revised in the light of experience.

The debate between those who view strategy making as a rational, analytical
process of deliberate planning (the design school) and those who envisage strategy
making as an emergent process (the emergence or learning school of strategy) has
centered on the case of Honda’s successful entry into the US motorcycle market
during the early 1960s.*” The Boston Consulting Group lauded Honda for its single-
minded pursuit of a global strategy based on exploiting economies of scale and
learning to establish unassailable cost leadership.’® However, subsequent interviews
with the Honda managers in charge of its US market entry revealed a different story:
a haphazard, experimental approach with little analysis and no clear plan.** As
Mintzberg observes: “Brilliant as its strategy may have looked after the fact, Honda’s
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managers made almost every conceivable mistake until the market finally hit them
over the head with the right formula.”*

In practice, strategy making involves both thought and action: “Strategy exists
in the cognition of managers but also is reified in what companies do.”* This is
typically through a process in which top-down rational design is combined with
decentralized adaptation. The design aspect of strategy comprises a number of orga-
nizational processes through which strategy is deliberated, discussed, and decided.
In larger companies these include board meetings and a formalized process of stra-
tegic planning supplemented by more broadly participative events, such as strategy
workshops. I will discuss processes of strategic planning more fully in Chapter 6.

At the same time, strategy is being continually enacted through decisions that are
made by every member of the organization—by middle managers especially. The
decentralized, bottom-up process of strategy emergence often precedes more for-
malized top-down strategy formulation. Intel’s historic decision to abandon memory
chips and concentrate on microprocessors was initiated in the decisions taken by
business unit and plant managers that were subsequently promulgated by top man-
agement as strategy.®

In all the companies 1 am familiar with, strategy making combines design and
emergence—a process that I have referred to as “planned emergence.”® The bal-
ance between the two depends greatly upon the stability and predictability of the
organization’s business environment. The Roman Catholic Church and La Poste,
the French postal service, inhabit relatively stable environments; they can plan activ-
ities and resource allocations in some detail quite far into the future. For WikiLeaks,
Credit Bank of Iraq, or Somali pirate gangs, strategic planning will inevitably be
restricted to a few guidelines; most strategic decisions must be responses to unfold-
ing circumstances.

As the business environment becomes more turbulent and less predictable, so
strategy making becomes less about detailed decisions and more about guidelines
and general direction. Bain & Company advocates the use of strategic principles—
“pithy, memorable distillations of strategy that guide and empower employees”—to
combine consistent focus with adaptability and responsiveness.’” McDonald’s strategy
statement in Strategy Capsule 1.5 is an example of such strategic principles. Similarly,
Southwest Airlines encapsulates its strategy in a simple statement: “Meet customers’
short-haul travel needs at fares competitive with the cost of automobile travel.” For
fast-moving businesses, strategy may be little more than a set of “simple rules.” For
example, Lego evaluates new product proposals by applying a checklist of rules:
“Does the product have the Lego look?” “Will children learn while having fun?” “Does
it stimulate creativity?”*

We shall return to the role of rules and principles to guide an organization’s evo-
lution and coordination in our final chapter, where we explore some of the implica-
tions of complexity theory for strategic management.

The Role of Analysis in Strategy Formulation

Despite the criticism of rational, analytical approaches to strategy formulation by
Henry Mintzberg and others, the approach of this book is to emphasize analytic
approaches to strategy formulation. This is not because I wish to downplay the role
of intuition, creativity, or spontaneity—these qualities are essential ingredients of suc-
cessful strategies. Nevertheless, whether strategy formulation is formal or informal,
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whether strategies are deliberate or emergent, systematic analysis is a vital input into
the strategy process. Without analysis, strategic decisions are susceptible to power
battles, individual whims, fads, and wishful thinking. Concepts, theories, and analytic
tools are complements of, and not substitutes for, intuition and creativity. Their role is
to provide frameworks for organizing discussion, processing information, and devel-
oping consensus.

This is not to endorse current approaches to strategy analysis. Strategic manage-
ment is still a young field and the existing toolbox of concepts and techniques remains
woefully inadequate. Our challenge is to do better. If existing analytical techniques do
not adequately address the problems of strategy making and strategy implementation
under conditions of uncertainty, technological change, and complexity, we need to
augment and extend our strategy toolkits. In the course of this book, you will encoun-
ter concepts such as real options, tacit knowledge, hypercompetition, complementarity,
and complexity that will help you address more effectively the challenges that firms
are facing in today’s turbulent business environment. We must also recognize the role
and the limitations of strategy analysis. Unlike many of the analytical techniques in
accounting, finance, market research, or production management, strategy analysis
does not generate solutions to problems. It does not offer algorithms or formulae
that tell us the optimal strategy to adopt. The strategic questions that companies face
(like those that we face in our own careers and lives) are simply too complex to be
programmed.

The purpose of strategy analysis is not to provide answers but to help us
understand the issues. Most of the analytic techniques introduced in this book are
frameworks that allow us to identify, classify, and understand the principal factors
relevant to strategic decisions. Such frameworks are invaluable in allowing us to
come to terms with the complexities of strategy decisions. In some instances, the
most useful contribution may be in assisting us to make a start on the problem.
By guiding us to the questions we need to answer and by providing a framework
for organizing the information gathered, strategy analysis places us in a supe-
rior position to a manager who relies exclusively on experience and intuition.
Finally, analytic frameworks and techniques can improve our flexibility as man-
agers. The concepts and frameworks we shall cover are not specific to particular
industries, companies, or situations. Hence, they can help increase our confidence
and effectiveness in understanding and responding to new situations and new
circumstances.

Applying Strategy Analysis

So, how do we go about applying our tools of strategy analysis in a systematic and
productive way that allows us to make sound strategy recommendations?

Inevitably, the procedure we follow depends upon the situation being addressed—
in particular whether we are developing a strategy for a firm as a whole or making
a specific strategic decision: acquiring a competitor, entering a foreign market, or
outsourcing manufacturing. Let us consider a typical strategy situation that we shall
encounter, either as students tackling a strategy case study or as consultants on a
client engagement: recommending a business strategy.®

Let us consider the principal steps of such an analysis (which are displayed in
Figure 1.7):
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FIGURE 1.7 Applying strategy analysis

Industry

- analysis
Identify the . .
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strategy P R Analysis of e/ 9
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capabilities

1 Identify the current strategy. Assuming we are dealing with an existing busi-
ness, as opposed to a new venture, the first task is to identify the current strat-
egy of the business (drawing upon the sections above on “Where do We Find
Strategy?” and “Describing Strategy”).

2 Appraise performance. How well is the current strategy performing? In the
next chapter we shall consider the use of financial analysis to measure firm
performance.

3 Diagnose performance. Having determined the level and trend of the firm’s
performance, the next challenge is diagnosis: in the case of poor performance,
can we use a combination of financial and strategic analysis to determine the
sources of unsatisfactory performance? In the case of good performance, can we
identify the factors driving this? As Dick Rumelt observes, the core question in
most strategy situations is: “What's going on here?”® Chapter 2 offers guidance
on such diagnosis.

4 Industry analysis. Analyzing the fit between strategy and the firm’s industry
environment is a fundamental input into both diagnosing recent performance
and generating future strategic options. Chapters 3 and 4 address industry
analysis.

5 Analysis of resources and capabilities. Equivalently, analyzing the fit between
strategy and the firm’s resources and capabilities is a fundamental input into
both diagnosing recent performance and generating future strategic options.
Chapter 5 describes the analysis of resources and capabilities.

6 Formulate strategy. Performance diagnosis, industry analysis, and the analysis
of resources and capabilities provide a basis for generating strategic options for
the future, the most promising of which can be developed into a recommended
strategy. Chapter 7 outlines how the intersection of internal strengths and exter-
nal success factors combine to offer a basis for competitive advantage.

7 Implement strategy. Executing the chosen strategy requires linking the strat-
egy to performance goals and resource allocations and establishing appropriate
organizational structure and management systems. Chapter 6 outlines how this
can be done.

Strategic Management of Not-For-Profit Organizations

When strategic management meant top-down, long-range planning, there was little
distinction between business corporations and not-for-profit organizations: the
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techniques of forecast-based planning applied equally to both. As strategic manage-
ment has become increasingly oriented toward the identification and exploitation of
sources of profit, it has become more closely identified with for-profit organizations.
So, can the concepts and tools of corporate and business strategy be applied to
not-for-profit organizations?

The short answer is yes. Strategy is as important in not-for-profit organizations
as it is in business firms. The benefits T have attributed to strategic management
in terms of improved decision making, achieving coordination, and setting perfor-
mance targets (see the section “Why Do Firms Need Strategy?” above) may be even
more important in the non-profit sector. Moreover, many of the same concepts and
tools of strategic analysis are readily applicable to not-for-profits—albeit with some
adaptation. However, the not-for-profit sector encompasses a vast range of organi-
zations. Both the nature of strategic planning and the appropriate tools for strategy
analysis differ among these organizations.

The basic distinction here is between those not-for-profits that operate in com-
petitive environments (most non-governmental, non-profit organizations) and those
that do not (most government departments and government agencies). Among the
not-for-profits that inhabit competitive environments we may distinguish between
those that charge for the services they provide (most private schools, non-profit-
making private hospitals, social and sports clubs, etc.) and those that provide their
services free—most charities and NGOs (non-governmental organizations). Table 1.2
summarizes some key differences between each of these organizations with regard
to the applicability of the basic tools of strategy analysis.

TABLE 1.2 The applicability of the concepts and tools of strategic analysis to different types of
not-for-profit organizations

Organizations Organizations
in competitive in competitive
environments that environments that Organizations sheltered
charge users provide free services from competition
Examples Royal Opera House Salvation Army UK Ministry of Defence
Guggenheim Museum Habitat for Humanity European Central Bank
Stanford University Greenpeace New York Police Department
Linux World Health Organization
Analysis of goals and Identification of mission, goals, and performance indicators and establishing consistency
performance between them is a critical area of strategy analysis for all not-for-profits
Analysis of the competitive  Main tools of competitive Main arena for competition  Not important. However,
environment analysis are the same as for and competitive strategy is  there is interagency com-
for-profit firms the market for funding petition for public funding
Analysis of resources and Identifying and exploiting distinctive resources and Analysis of resources and
capabilities capabilities critical to designing strategies that confer capabilities essential for
competitive advantage determining priorities and

designing strategies

Strategy implementation The basic principles of organizational design, performance management, and leadership
are common to all organizational types
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Among the tools of strategy analysis that are applicable to all types of not-for-
profit organizations, those which relate to the role of strategy in specifying orga-
nizational goals and linking goals to resource-allocation decisions are especially
important. For businesses, profit is always a key goal since it ensures survival and
fuels development. But for not-for-profits, goals are typically complex. The mis-
sion of Harvard University is to “create knowledge, to open the minds of students
to that knowledge, and to enable students to take best advantage of their educa-
tional opportunities.” But how are these multiple objectives to be reconciled in
practice? How should Harvard’s budget be allocated between research and finan-
cial aid for students? Is Harvard’s mission better served by investing in graduate or
undergraduate education? The strategic planning process of not-for-profits needs to
be designed so that mission, goals, resource allocation, and performance targets are
closely aligned. Strategy Capsule 1.6 shows the strategic planning framework for the
US State Department.

STRATEGY CAPSULE 1.6

MISSION OPERATIONALIZING THE GOALS

Shape and sustain a peaceful, prosperous, just, and
democratic world, and foster conditions for stability and
progress for the benefit of the American people and
people everywhere.

STRATEGIC GOALS

SG 1: Strengthen America’s economic reach and posi-
tive economic impact

SG 2: Strengthen America's foreign policy impact on
our strategic challenges

SG 3: Promote the transition to a low-emission,
climate-resilient world while expanding global
access to sustainable energy

SG 4: Protect core US interests by advancing democ-
racy and human rights and strengthening civil
society

SG 5: Modernize the way we do diplomacy and
development

These strategic goals were further specified into a set
of strategic objectives which were then translated
into specific performance goals. For example, SG3's
strategic objectives included: “Building on strong
domestic action, lead international actions to com-
bat climate change!” The corresponding performance
goal was: “By September 30, 2015, US bilateral assis-
tance under Low Emission Development Strategies
(LEDS) will reach at least 25 countries and will result
in the achievement of at least 45 major individual
country milestones, each reflecting a significant,
measureable improvement in a country’s develop-
ment or implementation of LEDS. Also by the end
of 2015, at least 1200 additional developing country
government officials and practitioners will strengthen
their LEDS capacity through participation in the LEDS
Global Partnership..."

Source: US Department of State and US Agency for International
Development, Strategic Plan for Fiscal Years 2014-2018.
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Similarly, most of the principles and tools of strategy implementation—especially
in relation to organizational structure, management systems, techniques of perfor-
mance management, and choice of leadership styles—are common to both for-profit
and not-for-profit organizations.

In terms of the analysis of the external environment, there is little difference
between the techniques of industry analysis applied to business enterprises and
those relevant to not-for-profits that inhabit competitive environments and charge for
their services. In many markets (theaters, sports clubs, vocational training) for-profits
and not-for-profits may be in competition with one another. Indeed, for these types
of not-for-profit organizations, the pressing need to break even in order to survive
may mean that their strategies do not differ significantly from those of for-profit firms.

In the case of not-for-profits that do not charge users for the services they offer
(mostly charities), competition does not really exist at the final market level: different
homeless shelters in San Francisco cannot really be said to be competing for the home-
less. However, these organizations compete for funding—raising donations from indi-
viduals, winning grants from foundations, or obtaining contracts from funding agencies.
Competing in the market for funding is a key area of strategy for most not-for-profits.

The analysis of resources and capabilities is important to all organizations that inhabit
competitive environments and must deploy their internal resources and capabilities
to establish a competitive advantage; however, even for those organizations that are
monopolists—many government departments and other public agencies—performance
is enhanced by aligning strategy with internal strengths in resources and capabilities.

Summary

This chapter has covered a great deal of ground—I hope that you are not suffering from indigestion.
If you are feeling a little overwhelmed, not to worry: we shall be returning to the themes and issues
raised in this chapter in the subsequent chapters of this book.

The key lessons from this chapter are:

o Strategy is a key ingredient of success both for individuals and organizations. A sound strategy
cannot guarantee success, but it can improve the odds. Successful strategies tend to embody
four elements: clear, long-term goals; profound understanding of the external environment;
astute appraisal of internal resources and capabilities; and effective implementation.

# The above four elements form the primary components of strategy analysis: goals, industry analy-
sis, analysis of resources and capabilities, and strategy implementation through the design of
structures and systems.

o Strategy is no longer concerned with detailed planning based upon forecasts; it is increasingly
about direction, identity, and exploiting the sources of superior profitability.

# Todescribe the strategy of a firm (or any other type of organization) we need to recognize where
the firm is competing, how it is competing, and the direction in which it is developing.

# Developing a strategy for an organization requires a combination of purpose-led planning (ratio-
nal design) and a flexible response to changing circumstances (emergence).
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# The principles and tools of strategic management have been developed primarily for business
enterprises; however, they are also applicable to the strategic management of not-for-profit orga-
nizations, especially those that inhabit competitive environments.

Our next stage is to delve further into the basic strategy framework shown in Figure 1.2. The
elements of this framework—goals and values, the industry environment, resources and capabili-
ties, and structure and systems—are the subjects of the five chapters that form Part Il of the book.
We then deploy these tools to analyze the quest for competitive advantages in different industry
contexts (Part lll), and then in the development of corporate strategy (Part IV). Figure 1.8 shows the

framework for the book.

FIGURE 1.8 The structure of the book

1. INTRODUCTION
Ch. 1 The Concept of Strategy

II. THE TOOLS OF STRATEGY ANALYSIS
Analysis of the Firm
Ch. 2 Goals, Values, and Performance
Ch. 5 Analyzing Resources and Capabilities

Ch. 6 Organization Structure and Management Systems:
The Fundamentals of Strategy Implementation

Analysis of Ind
Ch. 3 Industry Analysis:
The Fundamentals

Ch. 4 Further Topics in Industry and
Competitive Analysis

y and C

p

Ch. 7 The Sources and Dimensions of Competitive Advantage

Ch. 8 Industry Evolution and Strategic Change

Ch. 9 Technology-based Industries and the Management of Innovation
Ch. 10 Competitive Advantage in Mature Industries

I1l. BUSINESS STRATEGY AND THE QUEST FOR COMPETITIVE ADVANTAGE

IV. CORPORATE STRATEGY
Ch. 11 Vertical Integration and the Scope of the Firm
Ch. 12 Global Strategy and the Multinational Corporation
Ch. 13 Diversification Strategy

Ch. 15 External Growth Strategies: Mergers, Acquisitions, and Alliances

Ch. 16 Current Trends in Strategic Management

Ch. 14 Implementing Corporate Strategy: Managing the Multibusiness Firm

Self-Study Questions

1.

In relation to the four characteristics of successful strategies in Figure 1.1, assess the US

government’s Middle East strategy during 2009-2015.

The discussion of the evolution of business strategy (see the section “From Corporate Planning
to Strategic Management”) established that the characteristics of a firm'’s strategic plans and its
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strategic planning process are strongly influenced by the volatility and unpredictability of its
external environment. On this basis, what differences would you expect in the strategic plans
and strategic planning processes of Coca-Cola Company and Uber Technologies Inc.?

3. I have noted that a firm’s strategy can be described in terms of the answers to two questions:
“Where are we competing?” and “How are we competing?” Applying these two questions,
provide a concise description of Lady Gaga’s career strategy (see Strategy Capsule 1.2).

4. Using the framework of Figure 1.6, describe the strategy of the university or school you attend.

5. What is your career strategy for the next five years? To what extent does your strategy fit
with your long-term goals, the characteristics of the external environment, and your own

strengths and weaknesses?
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2 (Goals, Values, and
Performance

The strategic aim of a business is to earn a return on capital, and if in any particular
case the return in the long run is not satisfactory, then the deficiency should be
corrected or the activity abandoned for a more favorable one.

—ALFRED P. SLOAN JR., PRESIDENT AND THEN CHAIRMAN OF

GENERAL MOTORS, 1923 TO 1956.!

Profits are to business as breathing is to life. Breathing is essential to life, but is not
the purpose for living. Similarly, profits are essential for the existence of the corpo-
ration, but they are not the reason for its existence.

—DENNIS BAKKE, FOUNDER AND FORMER CEO, AES CORPORATION
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PARTII THE TOOLS OF STRATEGY ANALYSIS

Introduction and Objectives

Our framework for strategy analysis (Figure 1.2) comprises four components: the firm's goals and
values, its resources and capabilities, its structure and management systems, and its industry envi-
ronment. The chapters that form Part Il of this book develop these four components of strategy
analysis. We begin with goals and values of the firm and, by extension, the performance of the firm
in attaining its goals.

As the opening quotations to this chapter indicate, there is fierce debate over the appropriate
goals for business enterprises. In this chapter we will consider the extent to which the firm should
pursue the interests of its owners, of its stakeholders, and of society as a whole. Our approach will
be pragmatic. While acknowledging that firms pursue multiple goals and that each possesses a
unique purpose, we focus upon a single goal: the quest for value. This | interpret as the pursuit
of profit over the lifetime of the firm. Hence, the focus of our strategy analysis is upon concepts
and techniques that are concerned with identifying and exploiting the sources of profitability
available to the firm. Our emphasis on profitability and value creation allows us to draw upon the
tools of financial analysis for the purposes of performance appraisal, performance diagnosis, and
target setting.

Although profitability is the most useful indicator of firm performance, we shall acknowledge
that firms are motivated by goals other than profit. Indeed, the pursuit of these alternative goals may
be conducive to a superior generation of profit. Profit may be the lifeblood of the enterprise, but it is
not a goal that inspires organizational members to outstanding achievement. Moreover, for a firm to
survive and generate profit over the long run requires responsiveness and adaptability to its social,
political, and natural environments.

By the time you have completed this chapter, you will be able to:

¢ Recognize that, while every firm has a distinct purpose, the common goal for all firms is
creating value, and appreciate how the debate over shareholder versus stakeholder goals
involves different definitions of value creation.

¢ Understand how profit, cash flow, and enterprise value relate to one another.

# Use the tools of financial analysis to appraise firm performance, diagnose the sources of
performance problems, and set performance targets.

+ Appreciate how a firm’s values, principles, and pursuit of corporate social responsibility can
help define its strategy and support its creation of value.

¢ Understand how real options contribute to firm value and how options thinking can
contribute to strategy analysis.
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Strategy as a Quest for Value

There is more to business than making money. For the entrepreneurs who create
business enterprises, personal wealth appears to be a less important motivation
than the wish for autonomy, the desire for achievement, and lust for excitement.
Over 80 years ago, the economist Joseph Schumpeter observed: “The entrepreneur—
innovator’s motivation includes such aspects as the dream to found a private king-
dom, the will to conquer and to succeed for the sake of success itself, and the joy
of creating and getting things done.” Business enterprises are creative organizations
which offer individuals unsurpassed opportunity to make a difference in the world.
Certainly, making money was not the goal that inspired Henry Ford to build a busi-
ness that precipitated a social revolution:

I will build a motor car for the great multitude ... It will be so low in price that no
man making good wages will be unable to own one and to enjoy with his family
the blessing of hours of pleasure in God’s great open spaces ... When I'm through,
everyone will be able to afford one, and everyone will have one.?

Each entrepreneur is inspired by a goal that is personal and unique—family
cars for the multitude (Henry Ford), bringing the power of personal computing to
the individual (Steve Jobs), reducing deaths from infection after surgery (Johnson
& Johnson), or revolutionizing vacuum cleaning (James Dyson). In the case of
established companies, Cynthia Montgomery argues that “forging a compelling
organizational purpose” is the ongoing job of company leaders and the “crown-
ing responsibility of the CEO.” Organizational purpose is articulated in companies’
statements of mission and vision:

@ Google’s mission is “to organize the world’s information and make it univer-
sally accessible and useful.”

e “The IKEA vision is to create a better everyday life for the many people. We
make this possible by offering a wide range of well-designed, functional
home furnishing products at prices so low that as many people as possible
will be able to afford them.”

® The Lego Group’s mission is “To inspire and develop the builders of
tomorrow.”

Within this vast variety of organizational purposes, there is a common denomi-
nator: the desire, and the need, to create value. Value is the monetary worth of a
product or asset. Hence, we can generalize by saying that the purpose of business is,
first, to create value for customers and, second, to appropriate some of that customer
value in the form of profit—thereby creating value for the firm.

Value can be created in two ways: by production and by commerce. Production
creates value by physically transforming products that are less valued by consumers
into products that are more valued by consumers—turning coffee beans and milk
into cappuccinos, for example. Commerce creates value not by physically transform-
ing products but by repositioning them in space and time. Trade involves transferring
products from individuals and locations where they are less valued to individuals
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and locations where they are more valued. Similarly, speculation involves transfer-
ring products from a point in time where a product is valued less to a point in time
where it is valued more. Thus, commerce creates value through arbitrage across time
and space’

How can this value creation be measured? Value added—the difference between
the value of a firm’s output and the cost of its material inputs—is one measure.
Value added is equal to the sum of all the income paid to the suppliers of factors of
production. Thus:

Value Added = Sales revenue from output — Cost of material inputs
= Wages/Salaries + Interest + Rent + Royalties/License fees
+ Taxes + Dividends + Retained profit

However, value added typically understates a firm’s value creation since consum-
ers normally pay less for the goods and services they buy than the value they derive
from these purchases (i.e., they derive consumer surplus).

Value for Whom? Shareholders versus Stakeholders

The value created by firms is distributed among different parties: employees (wages
and salaries), lenders (interest), landlords (rent), government (taxes), owners (profit)
and customers (consumer surplus). It is tempting, therefore, to think of the firm as
operating for the benefit of multiple constituencies. This view of the business enter-
prise as a coalition of interest groups where top management’s role is to balance these
different—often conflicting—interests is referred to as the stakeholder approach to
the firm.5

The idea that the corporation should balance the interests of multiple stakehold-
ers has a long tradition, especially in Asia and continental Europe. By contrast, most
English-speaking countries have endorsed shareholder capitalism, where compa-
nies’ overriding duty is to produce profits for owners. These differences are reflected
in international differences in companies’ legal obligations. In the US, Canada, the
UK, and Australia, company boards are required to act in the interests of sharehold-
ers. In most continental European countries, companies are legally required to take
account of the interests of employees, the state, and the enterprise as a whole.”

There is an ongoing debate as to whether companies should operate exclusively
in the interests of their owners or should also pursue the goals of multiple stake-
holders. During the late 20th century, “Anglo-Saxon” shareholder capitalism was in
the ascendant—many continental European and Asian companies changed their
strategies and corporate governance to give primacy to shareholder interests.
However, during the 21st century, shareholder value maximization has become
tainted by its association with short-termism, financial manipulation, exces-
sive CEO compensation, and the failures of risk management that precipitated
the 2008-2009 financial crisis.

Clearly, companies have legal and ethical responsibilities to employees, custom-
ers, society, and the natural environment, but should companies go beyond these
responsibilities and manage their businesses in the interests of these diverse stake-
holders? While the concept of the firm operating in the interests of all their stake-
holders is inherently appealing, in practice the stakeholder approach encounters
two serious difficulties:
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1 Measuring performance. In principle pursuing stakeholder interests means max-
imizing the value created for all stakeholders. In practice, estimating such value
creation is impossible.® Hence, managing for stakeholders requires specifying
the goals of each stakeholder group then establishing tradeoffs among them.
According to Michael Jensen: “multiple objectives is no objective.”

2 Corporate governance. If top management is charged to pursue and balance
the interests of different stakeholders, how can management’s performance be
assessed and by whom? Does it imply that boards of directors must comprise
the representatives of every stakeholder group? The resulting conflicts, politi-
cal wrangling, and vagueness around performance objectives is likely to place
top management in a good position to substitute its own interests for those of
stakeholders.

To simplify our analysis of strategy formulation I make the assumption that the
primary goal of strategy is to maximize the value of the enterprise through seek-
ing to maximize profits over the long term. Having extolled the virtues of business
enterprises as creative institutions, how can I rationalize this unedifying focus on
money making? I have three justifications:

e Competition: Competition erodes profitability. As competition increases,
the interests of different stakeholders converge around the goal of sur-
vival. To survive a firm must over the long term, earn a rate of profit
that covers its cost of capital; otherwise, it will not be able to replace its
assets. When weak demand and fierce international competition depress
return on capital, few companies have the luxury of sacrificing profits for
other goals.

e Threat of acquisition: Management teams that fail to maximize the profits
of their companies tend to be replaced by teams that do. In the “market for
corporate control,” companies that underperform financially suffer a declin-
ing share price, which attracts acquirers—both other public companies and
private equity funds. Despite the admirable record of British chocolate maker
Cadbury in relation to employees and local communities, its dismal return to
shareholders between 2004 and 2009 meant that it was unable to resist acqui-
sition by Kraft Foods. In addition, activist investors—both individuals and
institutions—pressure boards of directors to dismiss CEOs who fail to create
value for shareholders.*

e Convergence of stakeholder interests: There is likely to be more community
of interests than conflict of interests among different stakeholders.
Profitability over the long term requires loyalty from employees, trusting rela-
tionships with suppliers and customers, and support from governments and
communities. Indeed, the instrumental theory of stakeholder management
argues that pursuit of stakeholder interests is essential to creating competitive
advantage, which in turn leads to superior financial performance." Empirical
evidence shows that firms which take account of a broader set of interests,
including that of society, achieve superior financial performance.'

Hence, the issue of whether firms should operate in the interests of shareholders
or of all stakeholders matters more in principle than in practice. According to Jensen:
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“enlightened shareholder value maximization ... is identical to enlightened stake-
holder theory.” We shall return to this issue later in this chapter when we consider
explicitly the social and environmental responsibilities of firms.

What Is Profit?

Thus far, T have referred to firms’ quest for profit in general terms. It is time to look
more carefully at what we mean by profit and how it relates to value creation.

Profit is the surplus of revenues over costs available for distribution to the owners
of the firm. But if profit maximization is to be a realistic goal, the firm must know
what profit is and how to measure it; otherwise, instructing managers to maximize
profit offers little guidance. What is the firm to maximize: total profit or rate of profit?
Over what period? With what kind of adjustment for risk? And what is profit any-
way—accounting profit, cash flow, or economic profit? These ambiguities become
apparent once we compare the profit performance of companies. Table 2.1 shows
that ranking companies by profitability depends critically on what profitability mea-
sure is used.

Accounting Profit and Economic Profit

A major problem of accounting profit is that it combines two types of returns: the nor-
mal return to capital, which rewards investors for the use of their capital, and economic
profit, which is the surplus available after all inputs (including capital) have been paid
for. Economic profit is a purer measure of profit which is a more precise measure of a
firm’s ability to generate surplus value. To distinguish economic profit from accounting
profit, economic profit is often referred to as rent or economic rent.

TABLE 2.1 Profitability measures for some of the world’s largest companies, 2014

Market Return to
capitalization® Net income ROSP ROE¢ ROA?Y  shareholders®
Company ($ billion) ($ billion) (%) (%) (%) (%)
Apple 750 14.0 29.7 352 24.5 +68.5
ExxonMobil 354 30.5 12.5 27.6 17.6 -6.9
Wal-Mart Stores, Inc. 278 16.0 55 204 13.1 +2.6
Industrial & Commercial 270 229 56.6 205 16 +12.3
Bank of China

General Electric 254 15.2 12.1 119 2.7 -34
JPMorgan Chase 222 21.8 31.6 9.8 12 +2.7
Volkswagen 118 11.8 6.3 12.3 36 +84
Notes:

2Shares outstanding X closing price of shares on February 18, 2015.

“Return on sales = Operating profit as a percentage of sales revenues.

‘Return on equity = Net income as a percentage of year-end shareholder equity.
9Return on assets = Operating income as a percentage of year-end total assets.
¢Dividend + share price appreciation during 2014.
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At Guinness-to-Johnny-Walker drinks giant Diageo,
EVA transformed the way in which Diageo measured
its performance, allocated its capital and advertising
expenditures, and evaluated its managers.

Taking account of the costs of the capital tied up
in slow-maturing, vintage drinks such as Talisker and
Lagavulin malt whisky, Hennessey cognac, and Dom
Perignon champagne showed that these high-margin
drinks were often not as profitable as the company
had believed. The result was that Diageo’s advertising
expenditures were reallocated toward Smirnoff vodka,
Gordon’s gin, Baileys, and other drinks that could be
sold within weeks of distillation.

Once managers had to report profits after deduc-
tion of the cost of the capital tied up in their businesses,

they took measures to reduce their capital bases and
make their assets work harder. At Diageo’s Pillsbury food
business, the economic profit of every product and
every major customer was scrutinized. The result was
the elimination of many products and efforts to make
marginal customers more profitable. Ultimately, EVA
analysis resulted in Diageo selling Pillsbury to General
Foods. This was followed by the sale of Diageo's Burger
King chain to Texas Pacific, a private equity group.
Value-based management was extended throughout
the organization by making EVA the primary determinant
of the incentive pay earned by 1400 Diageo managers.

Sources: John McGrath, “Tracking Down Value," Financial
Times Mastering Management Review (December 1998);
www.diageo.com.
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A widely used measure of economic profit is economic value added (EVA),
devised and popularized by the consulting firm Stern Stewart & Company."* Economic
value added is measured as follows:

EVA = Net operating profit after tax (NOPAT) — Cost of capital
where,
Cost of capital = Capital employed X Weighted average cost of capital (WACC)

Economic profit has two main advantages over accounting profit as a perfor-
mance measure. First, it sets a more demanding performance discipline for manag-
ers. At many capital-intensive companies seemingly healthy profits disappear once
cost of capital is taken into account. Second, it improves the allocation of capital
between the different businesses of the firm by taking account of the real costs of
more capital-intensive businesses (Strategy Capsule 2.1).

Linking Profit to Enterprise Value

There is also the problem of time. Once we consider multiple periods of time, then
profit maximization means maximizing the net present value of the stream of profits
over the lifetime of the firm.

Hence, profit maximization translates into maximizing the value of the firm. The
value of the firm is calculated in the same way as any other asset: it is the net present
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value (NPV) of the returns that the asset generates. The relevant returns are the cash
flows to the firm. Hence, firms are valued using the same discounted cash flow (DCF)
methodology that we apply to the valuation of investment projects. Thus, the value
of an enterprise (V) is the sum of its free cash flows (C) in each year #, discounted at
the enterprise’s cost of capital.!* The relevant cost of capital is the weighted average
cost of capital (WACC) that averages the cost of equity and the cost of debt:

C[
V:Z (1 + WACCY

where C is measured as:

Net operating profit + Depreciation — Taxes — Investment in fixed
and working capital

Thus, to maximize its value, a firm must maximize its future net cash flows while
managing its risk to minimize its cost of capital.

This value-maximizing approach identifies cash flow rather than profit as the
relevant performance measure for the value-maximizing firm. In practice, valuing
companies by discounting economic profit gives the same result as by discount-
ing net cash flows. The difference is in the treatment of the capital consumed by
the business. The cash flow approach deducts capital at the time when the capital
expenditure is made; the economic profit approach follows the accounting conven-
tion of charging capital as it is consumed (through charging depreciation). While the
DCEF approach is the technically correct approach to valuing companies, in practice,
it requires forecasting cash flows several years ahead. DCF valuation is especially
problematic for young, growing companies because their level of capital investment
typically means they often have negative free cash flows for many years. If financial
forecasts can only be made for a few years out, then profit (net of depreciation) may
offer a better basis for valuation than cash flow does.

The difficulties of forecasting cash flows or profits far into the future have encour-
aged the search for approximations to DCF valuation. McKinsey & Company argues
that enterprise value depends upon three key variables: return on capital employed
(ROCE), weighted average cost of capital (WACC), and growth of operating profit.
Hence, creating enterprise value requires increasing ROCE, reducing WACC, and
increasing the rate of growth of profits."

Enterprise Value and Shareholder Value

How does maximizing the value of the firm (enterprise value) relate to the much-
lauded and widely vilified goal of maximizing shareholder value? At the foundation
of modern financial theory is the principle that the net present value of a firm’s profit
stream is equal to the market value of its securities—both equity and debt.!® Hence:

Enterprise value = Market capitalization of equity + Market value of debt"”

Therefore, for the equity financed firm, maximizing the present value of the firm’s
profits over its lifetime also means maximizing the firm’s current market capitalization.

If maximizing profits over the life of the firm also means maximizing the stock
market value of the firm, why is it that shareholder value maximization has attracted
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so much criticism in recent years? The problems arise from the fact that the stock
market cannot see the future with much clarity, hence its valuations of companies
are strongly influenced by short-term and psychological factors. This then creates the
possibility for a top management to boost their firm’s stock market value by means
other than increasing profits over the lifetime of the firm. For example, if stock mar-
kets are myopic, management may be encouraged to maximize short-term profits
to the detriment of long-run profitability. This in turn may tempt top management
to boost short-term earnings through financial manipulation rather than by growing
the firm’s operating profits. Such manipulation may include adjustments to financial
structure, earnings smoothing, and the use of asset sales to flatter reported profits.

To avoid some of the criticisms that shareholder value maximization has attracted,
my emphasis will be on maximizing enterprise value rather than on maximizing
shareholder value. This is partly for convenience: distinguishing debt from equity
is not always straightforward, due to the presence of preference stock and convert-
ible debt, while junk bonds share the characteristics of both equity and debt. More
importantly, focusing on the value of the enterprise as a whole supports our empha-
sis of the fundamental drivers of firm value in preference to the distractions and
distortions that result from a preoccupation with stock market value.

Putting Performance Analysis into Practice

Our discussion so far has established that every business enterprise has a distinct
purpose. Yet, for all businesses, the profits earned over the life of the business—
enterprise value—are a sound indicator of a business’s success in creating value.
They also offer a sound criterion for selecting the strategies to achieve that business
purpose.

So, how do we apply these principles to appraise and develop business strate-
gies? There are four key areas where our analysis of profit performance can guide
strategy: first, in appraising a firm’s (or business unit’s) performance; second, in diag-
nosing the sources of poor performance; third, in selecting strategies on the basis of
their profit prospects; and, finally, setting performance targets.

Appraising Current and Past Performance

The first task of any strategy formulation exercise is to assess the current situation.
This means identifying the current strategy of the firm and assessing how well that
strategy is doing in terms of the performance of the firm. The next stage is diag-
nosis—identifying the sources of unsatisfactory performance. Thus, good strategic
practice emulates good medical practice: first, assess the patient’s state of health, and
then determine the causes of any sickness.

Forward-Looking Performance Measures: Stock Market Value 1f our goal is
to maximize profit over the lifetime of the firm, then to evaluate the performance of
a firm we need to look at its stream of profit (or cash flows) over the rest of its life.
The problem, of course, is that we can only make reasonable estimates of these a
few years ahead. For public companies stock market valuation represents the best
available estimate of the NPV of future cash flows. Thus, to evaluate the performance
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TABLE 2.2 The comparative performance of UPS and Federal Express

Market Enterprise Return to Operating ROE, ROCE, ROA,
capitalization, value, shareholders, margin, 2010- 2010- 2010-
end 2014 end 2014*  2010-2014> 2010-2014< 2014 2014 2014f

Company ($ billion) ($ billion) (%) (%) (%) (%) (%)
UPS 96.0 105.8 104.3 10.1 586 333 15.3
Federal Express 485 532 110.7 6.5 11.0 153 5.7
Notes:

2Market capitalization + Book value of long-term debt.
bPercentage increase in share price + Dividend yield.
‘Operating income/Sales revenue.

9Net income/Shareholders’ equity.

¢Operating income/(Shareholders’equity + long-term debt).
fOperating income/Total assets.

of a firm in value creation we can compare the change in the market value of the
firm relative to that of competitors over a period (preferably several years). At the
end of 2014, United Parcel Services, Inc. (UPS) had a market capitalization of $96.0
billion (enterprise value $105.8 bn.), compared to $48.5 billion for FedEx Corp.
(enterprise value $53.2 bn). This indicates that UPS is expected to generate almost
twice as much value as FedEx in the future. Table 2.2 shows that, from 2010 to 2014,
UPS generated a total shareholder return of 104.3% compared to 110.7% for FedEx,
indicating that the two companies have been similarly effective in value creation
over the past five years. Clearly, stock market valuation is an imperfect performance
indicator—particularly in terms of its sensitivity to new information and its vulner-
ability to market psychology and disequilibrium—but it is the best indictor we have
of intrinsic value.

Backward-Looking Performance Measures: Accounting Ratios Because of
the volatility of stock market values, evaluations of firm performance for the pur-
poses of assessing the current strategy or evaluating management effectiveness tend
to use accounting measures of performance. These are inevitably historical: financial
reports appear at least three weeks after the period to which they relate. That said,
many firms offer earnings guidance—forecasts of profit for the next 12 months (or
longer).

The McKinsey valuation framework identifies three drivers of enterprise value:
rate of return on capital, cost of capital, and profit growth (see page 42). Among
these, return on capital is the key indicator of the invested firm’s effectiveness in
generating profits from its assets. Hence, return on capital employed (ROCE), or its
closely related measures, such as return on equity (ROE) and return on assets (ROA),
are valuable performance indicators. Although different profitability measures tend
to converge over the longer term,' over shorter periods it is important to be aware
of the limitations and biases inherent in any particular profitability measure and to use
multiple measures of profitability so that their consistency can be judged. Table 2.3
outlines some widely used profitability indicators.

Interpreting probability ratios requires benchmarks. Comparisons over time tell
us whether performance is improving or deteriorating. Interfirm comparisons tell us
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TABLE 2.3 Profitability ratios

Ratio Formula Comments

Return on Operating profit before interest after tax ~ ROCE is also known as return on invested capital (ROIC). The
Capital Equity + Long-term debt numerator is typically operating profit or earnings before
Employed interest and tax (EBIT), and can be pre-tax or post-tax. The
(ROCE) denominator can also be measured as fixed assets plus

net current assets.

Return on Net income ROE measures the firm's success in using shareholders’ capi-
Equity Shareholders’equity tal to generate profits that are available to remunerate
(ROE) investors. Net income may be adjusted to exclude discon-

tinued operations and special items.

Return on Operating profit The numerator should correspond to the return on all the
Assets Total assets firm's assets—e.g., operating profit, EBIT, or EBITDA (earn-
(ROA) ings before interest, tax, depreciation, and amortization).

Gross margin

Sales — Cost of bought-in goods
and services

Gross margin measures the extent to which a firm adds
value to the goods and services it buys in.

Sales
Operating Operating profit Operating margin and net margin measure a firm'’s ability
margin T Sales to extract profit from its sales, but for appraising firm per-
formance, these ratios reveal little because margins vary
Net margin Net income greatly between sectors according to capital intensity.
Sales Margins are useful to compare the performance of firms
within the same industry, but are not useful for comparing
firms in different industries because margins depend on
an industry’s capital intensity (see Table 2.1).
Notes:

Few accounting ratios have standard definitions, hence, it is advisable to be explicit about how you have calculated the ratio you are using.
A general guideline for rate of return ratios is that the numerator should be the profits that are available to remunerate the owners of the
assets in the denominator.
Profits are measured over a period of time (typically over a year). Assets are valued at a point of time. Hence, in rate of return calculations,
assets, equity, and capital employed should to be averaged between the beginning and end of the period.

how a firm is performing relative to a competitor, relative to its industry average, or
relative to firms in general (e.g., relative to the Fortune 500, S&P 500, or FT 500).
Another key benchmark is cost of capital. ROCE should be compared with WACC,
and ROE compared with the cost of equity capital. Table 2.2 shows that, during
2010-2014, UPS earned an operating margin, ROE, ROCE, and ROA that were sub-
stantially higher than those earned by FedEx. UPS’s greater market capitalization and
enterprise value reflects expectations that UPS’s superior profit performance will be
sustained into the future.

Performance Diagnosis

If profit performance is unsatisfactory, we need to identify the sources of poor perfor-
mance so that management can take corrective action. The main tool of diagnosis is
disaggregation of return on capital in order to identify the fundamental value drivers.
A starting point is to apply the Du Pont Formula to disaggregate return on invested
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FIGURE 2.1 Disaggregating return on capital employed
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Turnover of other items
of working capital

Notes:

ROCE: Return on capital employed.
COGS: Cost of goods sold.

PPE: Property, plant, and equipment.

For further discussion, see T. Koller et al,, Valuation, 5th edn (Chichester: John Wiley & Sons, Ltd, 2010).

capital into sales margin and capital turnover. We can then further disaggregate both
sales margin and capital productivity into their component items (Figure 2.1). This
points us toward the specific activities that are the sources of poor performance.

Strategy Capsule 2.2 disaggregates the return on assets for UPS and FedEx so that
we can begin to pinpoint the sources of UPS’s superior profitability. If we combine
the financial data with the qualitative data on the two companies’ business strate-
gies, operations, and organization together with information on conditions within
the industry in which the two companies compete, we can begin to diagnose why
UPS has outperformed FedEx.

Using Performance Diagnosis to Guide
Strategy Formulation

A probing diagnosis of a firm’s recent performance—as outlined above—provides
a useful input into strategy formulation. If we can establish why a company has
been performing badly then we have a basis for corrective actions. These corrective
actions are likely to be both strategic (i.e., focused on the medium to long term) and
operational (focused on the short term). The worse a company’s performance, the



STRATEGY CAPSULE 2.2

Between 2010 and 2014, United Parcel Service (UPS)
has earned more than double the return on assets as its
closest rival, FedEx Corporation. What insights can finan-
cial analysis offer into the sources of this performance
differential?

Disaggregating the companies' return on capital
employed into operating margin and capital turnover
shows that differences in ROCE are due to UPS's supe-
rior operating margin and higher capital turnover. See
Figure 2.2.

Probing UPS's higher operating margin highlights
major differences in the cost structure of the two compa-
nies: UPS is more labor intensive with a much higher ratio
of employee costs to sales (however, UPS's average com-
pensation per employee is much lower than FedEx’s).

FedExhas higher costs of fuel, maintenance, depreciation,
and‘other” UPS's higher capital turnover is mainly due to
its higher turnover of fixed assets (property, plant, and
equipment).

These differences reflect the different composition
of the two companies’ businesses. UPS is more heav-
ily involved in ground transportation (UPS has 103,000
vehicles; FedEx has 55,000), which tends to be more labor
intensive. FedEx is more oriented toward air transporta-
tion (UPS has 620 aircraft; FedEx has 650). Express delivery
services tend to be less profitable than ground delivery.
However, the differences in business mix do not appear
to completely explain the wide discrepancy in fuel, main-
tenance, and other costs between FedEx and UPS. The
likelihood is that UPS has superior operational efficiency.

FIGURE 2.2 Analyzing why UPS earns a higher return on capital employed

(ROCE) than FedEx
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greater the need to concentrate on the short term. For companies teetering on
the brink of bankruptcy long-term strategy takes a back seat; survival is the domi-
nant concern.

For companies that are performing well, financial analysis allows us to under-
stand the sources of superior performance so that strategy can protect and enhance
these determinants of success. For example, in the case of UPS (see Strategy Capsule
2.2), financial analysis points to the efficiency benefits that arise from being the US’s
biggest package delivery company and having an integrated system of collection
and delivery that optimizes operational efficiency. The superior profitability of UPS’s
international business points to its ability to successfully enter foreign markets and
integrate overseas operations within its global system.

However, analyzing the past only takes us so far. The world of business is one
of constant change and the role of strategy is to help the firm to adapt to change.
The challenge is to look into the future and identify factors that threaten perfor-
mance or create new opportunities for profit. In making strategy recommendations
to UPS, our financial analysis can tell us some of the reasons why UPS has been
doing well up until now, but the key to sustaining UPS’s performance is to recognize
how its industry environment will be changing in terms of customer requirements,
competition, technology, and energy costs and to assess UPS’s capacity to adapt to
these new conditions. While financial analysis is inevitably backward looking, stra-
tegic analysis allows us to look forward and understand some of the critical factors
impacting a firm’s success in the future.

Setting Performance Targets

We noted in Chapter 1 that an important role for strategic planning systems is to trans-
late strategic goals into performance targets then monitor the performance achieved
against these targets. To be effective, performance targets need to be consistent with
long-term goals, linked to strategy, and relevant to the tasks and responsibilities of
individual organizational members. Goals need to be actionable. Translating goals
into actionable performance targets presents major problems for the stakeholder-
focused firm. Even for the shareholder-focused firm, the goal of maximizing the
value of the firm offers little guidance to the managers entrusted with that goal. The
three main approaches to setting performance targets are:

Financial Disaggregation 1If the goal of the firm is to maximize profitability,
we can use the same financial disaggregation in Figure 2.1 to cascade targets down
the organization. Thus, for the top management team, the key financial goals
are likely to be maximizing ROCE on existing assets together with investing in
new projects whose return on capital exceeds their cost of capital. For functional
vice presidents, these goals imply maximizing sales and market shares (marketing
and sales), minimizing raw material and component costs (purchasing), minimiz-
ing production costs (operations), maximizing inventory turns (logistics/supply
chain), and minimizing the cost of capital (finance). These functional goals can be
further disaggregated to the department level (e.g., plant maintenance is required
to minimize machine downtime in order to increase capacity utilization, customer
accounts are required to minimize the number of days of outstanding receivables,
and so on).
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The dilemma with any system of performance management is that the perfor-
mance goals are long term (e.g., maximizing profits over the lifetime of the com-
pany), but to act as an effective control mechanism performance targets need to be
monitored over the short term. For financial targets the problem is that their short-
term pursuit may undermine long-term profit maximization.

Balanced Scorecards One solution to the dilemma of financial targets undermin-
ing long-term financial performance is to combine financial targets with strategic and
operational targets. The most widely used method for doing this is the balanced
scorecard developed by Robert Kaplan and David Norton." The balanced scorecard
methodology provides an integrated framework for balancing financial and strategic
goals and cascading performance measures down the organization to individual busi-
ness units and departments. The performance measures included in the balanced
scorecard derive from answers to four questions:

e How do we look to shareholders? The financial perspective is composed of
measures such as cash flow, sales and income growth, and return on equity.

e How do customers see us? The customer perspective comprises measures
such as goals for new products, on-time delivery, and defect and failure levels.

e What must we excel at? The internal business perspective relates to internal
business processes such as productivity, employee skills, cycle time, yield
rates, and quality and cost measures.

e Can we continue to improve and create value? The innovation and learning
perspective includes measures related to new product development cycle
times, technological leadership, and rates of improvement.

By balancing a set of strategic and financial goals, the scorecard methodology
allows the strategy of the business to be linked with the creation of shareholder
value while providing a set of measurable targets to guide this process. Moreover,
because the balanced scorecard allows explicit consideration of the goals of custom-
ers, employees, and other interested parties, scorecards can also be used to imple-
ment stakeholder-focused management. Figure 2.3 shows the balanced scorecard for
a US regional airline.

Strategic Profit Drivers Financial value drivers and balanced scorecards are sys-
tematic techniques of performance management based upon the assumption that,
if overall goals can be disaggregated into precise, quantitative, time-specific targets,
each member of the organization knows what is expected of him or her and is
motivated toward achieving the targets set. However, a mounting body of evidence
points to the unintended consequences of managing through performance targets.

Performance targets create two types of problem. The first problem is the one we
acknowledged in relation to profit maximization: targeting the goal itself may under-
mine that goal’s attainment. Thus, many of the firms that are most successful at creat-
ing shareholder value are those which emphasize purpose over profit. Conversely,
many of the firms most committed to maximizing shareholder value—Enron, for
example—have been spectacularly unsuccessful in achieving that goal.?® The experi-
ences of Boeing illustrate this problem (see Strategy Capsule 2.3).%
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FIGURE 2.3 Balanced scorecard for a regional airline

Simplified Strategy Performance Targets Initiatives
Map Measures
Financial [ Increase * Market Value ® 25% per year * Optimize routes
Profitability * Seat Revenue * 20% per year * Standardize planes
Low{ ;}Ease ¢ Plane Lease Cost * 5% per year
Cost Revenue
A A
Customer Wiore * FAA on-time * First in industry * Quality management
Cust- arrival rating * 98% satisfaction * Customer loyalty
oS °"}ers * Customer ranking « % change program
Low * No. customers
Prices
yi
Internal / * On Ground Time ® <25 Minutes ¢ Cycle time
Improve ® On-Time Departure ©93% optimization program
turnaround
time
Y

Learning * % Ground crew *Year 1,70% * Stock

Align stockholders * Year 4, 90% ownership plan

Ground * % Ground crew trained| ® Year 6, 100% * Ground crew training
Crews

Source: Reproduced from www.balancedscorecard.org with permission.
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Boeing was one of the most financially successful
members of the Dow Jones Industrial Index between
1960 and 1990. Yet Boeing gave little attention to
financial management. CEO Bill Allen was interested
in building great planes and leading the world market
with them: “Boeing is always reaching out for tomor-
row. This can only be accomplished by people who live,
breathe, eat and sleep what they are doing." At a board
meeting to approve Boeing’s biggest ever investment,
the 747, Allen was asked by non-executive director
Crawford Greenwalt for Boeing’s financial projections
on the project. In response to Allen’s vague reply,
Greenwalt buried his head in his hands. “My God," he
muttered, “these guys don't even know what the return
on investment will be on this thing!"

The change came in the mid-1990s when Boeing
acquired McDonnell Douglas and a new management

team of Harry Stonecipher and Phil Condit took over.
Mr Condit proudly talked of taking the company into
"a value-based environment where unit cost, return on
investment, and shareholder return are the measures
by which you'll be judged”

The result was lack of investment in major new civil
aviation projects and diversification into defense and
satellites. Under Condit, Boeing relinquished market
leadership in passenger aircraft to Airbus, while falter-
ing as a defense contractor due partly to ethical lapses
by key executives. When Condit resigned on December
1,2003, Boeing's stock price was 20% lower than when
he was appointed.

Sources: John Kay, “Forget How the Crow Flies," Financial
Times Magazine (January 17, 2004): 17-27; R. Perlstein, The
Stock Ticker and the Superjumbo (Prickly Paradigm Press,
2005).
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The alternative to making the goal the target is to disaggregate the goal into spe-
cific quantitative targets (e.g., using value drivers or a balanced scorecard). However,
this presents our second problem: the means by which the targets are attained con-
flict with the desired goal. The problem is vividly illustrated by the problems of per-
formance targets in the public sector. In Soviet shoe factories, quantitative monthly
targets would be met by producing low-quality shoes of a single size.** In the British
National Health Service the target of eight-minute ambulance response times was
achieved by substituting single paramedics in cars and partially trained volunteers
for regular ambulance crews.

Given these challenges, the approach we shall adopt in this book is to focus on
the strategic factors that drive long-run profitability. Once we have identified the
primary sources of profit available to the firm we have a basis, first, for formulating a
strategy to exploit these sources of profit and, second, for implementing that strategy
through performance guidelines and targets based upon those strategic variables.
This notion that pursuing profitability requires focusing upon the fundamental stra-
tegic drivers of profit can also bring clarity to the complex and contentious issue of
the social responsibilities of business firms.

Beyond Profit: Values and Corporate Social Responsibility

At the beginning of this chapter, I argued that, while every company has a distinct
organizational purpose, a common goal for every business enterprise is to create
value, and the best indicator of value creation is profit over the lifetime of the com-
pany—or, equivalently, maximizing enterprise value. Although the corporate scandals
of the 21st century—from Enron in 2001 to Lehman Brothers in 2008—have discred-
ited the pursuit of profit and shareholder value maximization, I have justified long-run
profit maximization as an appropriate and practical goal for the strategic management
of firms.

This justification was based largely on the alignment which I perceived, first,
between profits and the interests of society as a whole (reflecting Adam Smith’s prin-
ciple of the “invisible hand” which guides self-interest toward the common good)
and, second, between the pursuit of stakeholder and shareholder interests (both
are reliant on the firm earning profit over the long-term). But what about when the
pursuit of profit conflicts with the social good or with widely held ethical principles?
How are such inconsistencies and conflicts to be managed? Is it sufficient to follow
Milton Friedman’s dictum that:

There is one and only one social responsibility of business—to use its resources
and engage in activities designed to increase its profits so long as it stays within the
rules of the game, which is to say, engage in open and free competition without
deception or fraud.*

Under this doctrine, it is the role of government to intervene in the economy
where the pursuit of profit conflicts with the interest of society, using taxes and
regulations to align profit incentives with social goals and legislation to criminalize
unethical behavior. Conversely, others have argued that business enterprises should
take the initiative to establish principles and values that extend beyond the limits of
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the law, and pursue strategies that are explicitly oriented toward the interests
of society. Let us discuss each of these areas in turn.

Values and Principles

A sense of purpose—as articulated in statements of mission and vision—is often
complemented by beliefs about how this purpose should be achieved. These orga-
nizational beliefs typically comprise a set of values—in the form of commitments
to certain ethical precepts and to different stakeholder interests—and a set of
principles to guide the decisions and actions of organizational members. Strategy
Capsule 2.4 displays the values statement of Accenture plc, the world’s biggest
consulting company.

At one level, statements of values and principles may be regarded as instruments of
companies’ external image management. Yet, to the extent that companies are consis-
tent and sincere in their adherence to values and principles, these ideals can be a criti-
cal component of organizational identity and an important influence on employees’
commitment and behavior. When values are shared among organizational members,
they form a central component of corporate culture.

STRATEGY CAPSULE 2.4

Since its inception, Accenture has been governed by relationships by being responsive and relevant and

its core values. They shape the culture and define the by consistently delivering value.

character of our company. They guide how we behave & One Global Network Leveraging the power of

and make decisions. global insight, relationships, collaboration and

o Stewardship Fulfiling our obligation of building learning to deliver exceptional service to clients

a better, stronger and more durable company
for future generations, protecting the Accenture
brand, meeting our commitments to stakeholders,
acting with an owner mentality, developing our
people and helping improve communities and the
global environment.

Best People Attracting, developing and retaining the
best talent for our business, challenging our people,
demonstrating a‘can-do”attitude and fostering a col-
laborative and mutually supportive environment.

Client Value Creation Enabling clients to become
high-performance businesses and creating long-term

wherever they do business.

Respect for the Individual Valuing diversity and
unique contributions, fostering a trusting, open
and inclusive environment and treating each
person in a manner that reflects Accenture’s
values.

Integrity Being ethically unyielding and hon-
est and inspiring trust by saying what we mean,
matching our behaviors to our words and taking
responsibility for our actions.

Source: http://www.accenture.com/us-en/company/
overview/values/Pages/index.aspx, accessed July 20, 2015.
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The evidence that commitment to values and principles influences organizational
performance is overwhelming. McKinsey & Company places “shared values” at the
center of its “7-S framework.” Jim Collins and Jerry Porras argue that “core values”
and “core purpose” unite to form an organization’s “core ideology” which “defines
an organization’s timeless character” and is “the glue that holds the organization
together.”? They argue that when core ideology is put together with an “envisioned
future” for the enterprise the result is a powerful sense of strategic direction that
provides the foundation for long-term success.

Corporate Social Responsibility

The debate over the social responsibilities of companies has been both conten-
tious and confused. Underlying the debate are different conceptions of the pub-
lic corporation: “the property conception,” which views the firm as a set of assets
owned by the shareholders, and the “social entity conception,” which views
the firm as the community of individuals that is sustained and supported by
its relationships with its social, political, economic, and natural environment.?’
While the “firm as property” view implies that management’s sole responsibility
is to operate in the interests of shareholders, the “firm as social entity” implies
a responsibility to maintain the firm within its overall network of relationships
and dependencies.

However, even from a pure efficacy viewpoint, it is clear that both poles of the
spectrum of opinions are untenable. The proponents of the view that the sole pur-
pose of the business enterprise is to make profit fail to recognize that to survive and
earn profit an organization must maintain social legitimacy. The near-elimination of
investment banks during the financial crisis of 2008-2009—including the transfor-
mation of Goldman Sachs and other investment banks into commercial banks—was
caused less by their commercial failure as by a collapse of legitimacy. The phone
hacking scandal that caused the closure of a British newspaper owned by Rupert
Murdoch’s News Corporation represented less than 1% of News Corp’s revenues.
However, in the five weeks after the scandal broke in July 2011, News Corp’s market
capitalization declined by 25%—a loss of $11 billion.

At the other end of the spectrum, the argument that the primary responsibility
of business enterprises should be the pursuit of social goals is likely to be similarly
dysfunctional. To extend Adam Smith’s observation that it “is not from the benevo-
lence of the butcher, the brewer or the baker, that we expect our dinner, but from
their regard to their own interest,”® it is likely that if the butcher becomes an animal
rights activist, the brewer joins the Temperance League, and the baker signs up to
Weight Watchers none of us has much hope of getting dinner.

Somewhere in the middle of this spectrum therefore lies a region of sustainability
where business enterprises are aligned with the requirements of their social and
natural environment but are closely in touch with both their business purpose and
their generation of long-run profitability. A number of contributions to the manage-
ment literature have allowed us to define more precisely this intermediate region
of sustainability and to outline the considerations that should guide the pursuit of
social responsibility.

The key consideration here is the firm’s responsiveness to a changing busi-
ness environment. The efficacy argument for corporate social responsibility
(CSR) views the firm as embedded within an ecosystem of its social and natural
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environments, implying a need to adapt to and maintain the surrounding ecosys-
tem. Thus, according to former Shell executive Arie de Geus, long-living companies
are those that build strong communities, have a strong sense of identity, commit to
learning, and are sensitive to the world around them. In short, they recognize they
are living organisms whose life spans depend upon effective adaptation to a chang-
ing environment.*

This view of the firm jointly pursuing its own interests and those of its ecosystem
has been developed by Michael Porter and Mark Kramer into guidelines for a focused
and pragmatic approach to CSR.** Putting aside ethical arguments (what they call “the
moral imperative”), they identify three reasons why CSR might also be in the interests
of a company: the sustainability argument—CSR is in firms’ interests due to a mutual
interest in sustaining the ecosystem; the reputation argument—CSR enhances a firm’s
reputation with consumers and other third parties; and the license-to-operate argu-
ment—to conduct their businesses firms need the support of the constituencies upon
which they depend. The critical task, in selecting which CSR initiatives firms should
pursue is to identify specific intersections between the interests of the firm and those
of society (i.e., projects and activities that create competitive advantage for the firm
while generating positive social outcomes)—what they term strategic CSR.

At the intersection between corporate and social interests is what Porter and Kramer
refer to as shared value: “creating economic value in a way which also creates value
for society.”*! Shared value, they argue, is not about redistributing the value already cre-
ated; it is about expanding the total pool of economic and social value. For example,
fair trade is about the redistribution of value by paying farmers a higher price for their
crops—in the case of Ivory Coast cocoa growers, it increases their incomes by 10-20%.
By contrast, efforts by the major buyers to improve the efficiency of cocoa growing
through improved growing methods, better quality control, and improved infrastructure
can increase growers’ incomes by 300%. Creating shared value involves reconceptual-
izing the firm’s boundaries and its relationship with its environment. Rather than seeing
itself as a separate entity which transacts with the external environment, the firm rec-
ognizes that it is co-dependent upon and intimately involved with its environment and
the organizations and individuals it comprises. This offers three types of opportunity
for shared value creation: reconceiving products and markets, redefining productivity
within the value chain, and building local clusters of suppliers, distributors, and related
businesses at the places where the firm does business. Unilever’s Sustainable Growth
Plan exemplifies this shared value creation (see Strategy Capsule 2.5).

This notion of shared value is embedded in the bottom of the pyramid
initiatives—the potential for multinational companies to create profitable business
and promote social and economic development through serving the world’s poor—
especially the four billion people living off less than $2 a day.** Again, the key is a
switch of perception: rather than viewing the poor as victims or a burden, if mul-
tinationals recognize them as potential consumers, resilient workers, and creative
entrepreneurs then a whole world of opportunity opens up.

Beyond Profit: Strategy and Real Options

So far, we have identified the value of the firm with the net present value (NPV) of its
profit earnings (or, equivalently, free cash flows). But NPV is not the only source of
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Since launching its Sustainable Living Plan in
November 2010, Unilever—the Anglo-Dutch mul-
tinational supplying over 400 brands of food, per-
sonal care, and household products—has become
established as a world leader in environment sus-
tainability and, according to the Economist, Unilever
“reckoned to have the most comprehensive strategy
of enlightened capitalism of any global firm” The
program—uwith its goals of reducing Unilever's envi-
ronmental footprint, increasing its positive social
impact, doubling sales, and increasing long-term
profitability—has been the centerpiece of CEO Paul
Polman’s strategy for the company. More than most
other companies, Unilever has embedded its sustain-
ability program within its strategic, operational, and
human resource management: the plan is overseen
by the board and incentive bonuses are linked to its
quantitative targets for improvements in emissions,
waste reduction, and energy and water conservation.

While Polman emphasizes that Unilever's commit-
ment to sustainability is because it is “the right thing
to do” he is also clear that the primary motivation is
the fact that the Sustainable Living Plan is in the long-
term interests of Unilever itself. In an interview with

McKinsey and Company, Polman noted that the bene-
fits to Unilever included improved access to raw mate-
rials, greater employee commitment, a stronger drive
toward innovation throughout the company, greatly
increased numbers of applications for jobs at Unilever,
and improvement in efficiency in Unilever plants and
throughout its supply chain. Shareholders appear to
have benefitted as well: in the five years following the
launch of the Sustainable Living Plan, Unilever's share
price rose by 40%, well ahead of rivals Procter & Gamble
and Nestlé.

However, when Polman announced, en route for
the January 2015 Davos meetings, that he planned to
“use the size and scale of Unilever”to lobby global lead-
ers for a binding agreement on climate change and
poverty eradication, some wondered whether he was
putting global interests ahead of Unilever's—especially
given Unilever's disappointing sales performance dur-
ing 2014.

Sources: McKinsey & Company, “Committing to sustainability:
An interview with Unilever’s Paul Polman,” http://www.
mckinsey.com/videos/video?vid=3564008886001&plyrid=
2399849255001&Height=270&Width=480, accessed July 20,

2015;"Unilever: In search of the good business,’ Economist,
August 9, 2014.
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value available to the firm. The simple idea that an option—the choice of whether to
do something or not—has value has important implications for how we value firms. In
recentyears, the principles of option pricing have been extended from valuing financial
securities to valuing investment projects and companies. The resulting field of real
option analysis has emerged as one of the most important developments in finan-
cial theory over the past decade, with far-reaching implications for strategy analysis.
The technical details of valuing real options are complex. However, the underlying
principles are intuitive. Let me outline the basic ideas of real options theory and
what they mean for strategy analysis.

Consider the investments that Royal Dutch Shell is making in joint-venture devel-
opment projects to produce hydrogen for use in fuel cells. The large-scale use of
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fuel cells in transportation vehicles or for power generation seems unlikely within
the foreseeable future. Shell’s expenditure on these projects is small, but almost cer-
tainly these funds would generate a higher return if they were used in Shell’s core oil
and gas business. So, how can these investments—indeed, all of Shell’s investments
in renewable energy—be consistent with shareholder interests?

The answer lies in the option value of these investments. Shell is not developing
a full-scale fuel cell business, and nor is it developing commercial-scale hydrogen
production plants: it is developing technologies that could be used to produce
hydrogen if fuel cells become widely used. By building know-how and intellectual
property in this technology, Shell has created an option. If economic, environmental,
or political factors restrict hydrocarbon use and if fuel cells advance to the point of
technical and commercial viability, then Shell could exercise that option by investing
much larger amounts in commercial-scale hydrogen production.

In a world of uncertainty, where investments, once made, are irreversible, flex-
ibility is valuable. Instead of committing to an entire project, there is virtue in break-
ing the project into a number of phases, where the decision of whether and how to
embark on the next phase can be made in the light of prevailing circumstances and
the learning gained from the previous stage of the project. Most large companies
have a “phases and gates” approach to product development in which the develop-
ment process is split into distinct “phases,” at the end of which the project is reas-
sessed before being allowed through the “gate.” Such a phased approach creates
the options to continue the project, to abandon it, to amend it, or to wait. Venture
capitalists clearly recognize the value of growth options. In November 2014, Kik, a
Toronto-based start-up, received $38.3 million in venture capital financing. Kik is a
free mobile chat service that targets 13- to 15-year-olds and has 200 million users,
but almost no revenues. For its investors, Kik offers an option. Their funding is just
to take Kik to its next level of development where it can add a browser and links to
other mobile applications which can make Kik into a broader-based user platform
together with the potential to carry paid advertising.*> The emphasis that venture
capitalists place on scalability—the potential to scale up or replicate a business
should the initial launch be successful—similarly acknowledges the value of growth
options. Strategy Capsule 2.6 addresses the calculation of real option values.

Strategy as Options Management

For strategy formulation, our primary interest is how we can use the principles of
option valuation to create shareholder value. There are two types of real option:
growth options and flexibility options. Growth options allow a firm to make small
initial investments in a number of future business opportunities but without com-
mitting to them. Flexibility options relate to the design of projects and plants that
permit adaptation to different circumstances—flexible manufacturing systems allow
different product models to be manufactured on a single production line. Individual
projects can be designed to introduce both growth options and flexibility options.
This means avoiding commitment to the complete project and introducing decision
points at multiple stages, where the main options are to delay, modify, scale up, or
abandon the project. Merck, an early adopter of option pricing, notes, “When you
make an initial investment in a research project, you are paying an entry fee for a
right, but you are not obligated to continue that research at a later stage.”
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Application of real option value to investment projects
and strategies has been limited by the complexity of
the valuation techniques. Yet, even without getting
into the mathematics needed to quantify option val-
ues, we can use the basic principles involved to under-
stand the factors that determine option values and to
recognize how projects and strategies can be designed
in order to maximize their option values.

The early work on real option valuation adapted the
Black-Scholes option-pricing formula developed for
valuing financial options to the valuation of real invest-
ment projects.? Black-Scholes comprises six determi-
nants of option value, each of which has an analogy in
the valuation of a real option:

1 Stock price: The NPV of the project: a higher NPV
increases option value.

2 Exercise price: Investment cost: the higher the
cost, the lower the option value.

3 Uncertainty: for both financial and real options,
uncertainty increases option value.

4 Time to expiry: for both financial and real options,
the longer the option lasts, the greater its value.

5  Dividends: Decrease in the value of the invest-
ment over the option period: lowers option value.

6  Interest rate: a higher interest rate increases
option value by making deferral more valuable.®

However, the dominant methodology used for real
option valuation is the binomial options pricing model.
By allowing the sources of uncertainty and key deci-
sion points in a project to be modeled explicitly, the

technique offers a more intuitive appreciation of the
sources of option value. The analysis involves two main
stages:

1 Create an event tree that shows the value of the
project at each development period under two
different scenarios.

2 Converttheeventtreeinto adecision tree by iden-
tifying the key decision points on the event tree,
typically the points where commitments of new
funds to the project are required or where there
is the option to defer development. Incremental
project values at each stage can then be calcu-
lated for each decision point by working back
from the final nodes of the decision tree (using a
discount factor based upon the replicating port-
folio technique). If the incremental project value
at the initial stage exceeds the initial investment,
proceed with the first phase, and similarly for each
subsequent phase.©

Notes:

aSee: F. Black and M. Scholes, “The Pricing of Options and
Corporate Liabilities," Journal of Political Economy 81 (1993):
637-54.

bSee: K. J. Leslie and M. P. Michaels, “The Real Power of Real
Options,” McKinsey Quarterly Anthology: On Strategy (Boston:
McKinsey & Company, 2000). See also A. Dixit and R. Pindyck,
“The Options Approach to Capital Investment, Harvard
Business Review (May/June 1995): 105-15.

This approach is developed in T. Copeland and P. Tufano, "A
Real-world Way to Manage Real Options,” Harvard Business
Review (March 2004). See also T. Copeland, Developing
Strategy Using Real Options (Monitor Company, October
2003).
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In developing strategy, our main concern is with growth options. These might
include:

e Platform investments. These are investments in core products or technologies
that create a stream of additional business opportunities.® 3M’s investment in
nanotechnology offers the opportunity to create new products across a wide
range of its businesses, from dental restoratives and drug-delivery systems
to adhesives and protective coatings. Google’s search engine and the huge
internet traffic it draws has offered a platform for a large number of
initiatives—not just search products but also a wide array of other software
products and internet services (e.g., Gmail, Chrome, Android, Google+).%

e Strategic alliances and joint ventures, which are limited investments that offer
options for the creation of whole new strategies.’” Virgin Group has used
joint ventures as the basis for creating a number of new businesses: with
Stagecoach to create Virgin Rail, with AMP to create Virgin Money (finan-
cial services), with Deutsche Telecom to form Virgin Mobile. Shell has used
joint ventures and alliances as a means of making initial investments in wind
power, biodiesel fuel, solar power, and other forms of renewable energy.

e Organizational capabilities can also be viewed as options that offer the
potential to create competitive advantage across multiple products and busi-
nesses.”® Apple’s capability in combining hardware, software, aesthetics, and
ergonomics to create products of exceptional user-friendliness has given it
the option to expand from PCs into several new product areas: MP3 audio
players, smartphones, tablet computers, and interactive TV.

Summary

Chapter 1 introduced a framewaork for strategy analysis that provides the structure for Part Il of this
book. This chapter has explored the first component of that framework—the goals, values, and per-
formance of the firm.

We have explored in some depth the difficult, and still contentious, issue of the appropriate goals
for the firm. While each firm has a specific business purpose, common to all firms is the desire, and
the necessity, to create value. How that value is defined and measured distinguishes those who
argue that the firms should operate primarily in the interests of owners (shareholders) from those
who argue for a stakeholder approach. Our approach is pragmatic: shareholder and stakeholder
interests tend to converge and, where they diverge, the pressure of competition limits the scope for
pursuing stakeholder interests at the expense of profit, hence my conclusion that long-run profit—
or its equivalent, enterprise value—is appropriate both as an indicator of firm performance and as
a guide to strategy formulation. We explored the relationships between value, profit, and cash flow
and saw how the failings of shareholder value maximization resulted more from its misapplication
than from any inherent flaw.
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The application of financial analysis to the assessment of firm performance is an essential compo-
nent of strategic analysis. Financial analysis creates a basis for strategy formulation, first, by appraising
overall firm performance and, second, by diagnosing the sources of unsatisfactory performance.
Combining financial analysis and strategic analysis allows us to establish performance targets for
companies and their business units.

Finally, we looked beyond the limits of our useful, yet simplistic, profit-oriented approach to firm
performance and business strategy. We looked, first, at how the principles of corporate social respon-
sibility can be incorporated within a firm's strategy to enhance its creation of both social and share-
holder value. Second, we extended our analysis of value maximization to take account of the fact
that strategy creates enterprise value not only by generating profit but also by creating real options.

Self-Study Questions

1. Table 2.1 compares companies according to different profitability measures.

a.  Which two of the six performance measures do you think are the most useful indica-
tors of how well a company is being managed?

b. Is return on sales or return on equity a better basis on which to compare the perfor-
mance of the companies listed?

c. Several companies are highly profitable yet delivered very low returns to their share-
holders during 2014. How is this possible?

2. India’s Tata Group is a diversified group. Some of its largest companies are: Tata Steel, Tata
Motors, Tata Consultancy Services (IT), Tata Power (electricity generation), Tata Chemicals,
Tata Tea, Indian Hotels, and Tata Communications. How do you think Tata Group’s
recent adoption of EVA as a performance management tool is likely to influence the way
in which it allocates investment among the companies listed above?

3. With regard to Strategy Capsule 2.2, what additional data would you seek and what addi-
tional analysis would you undertake to investigate further the reasons for UPS’s superior
profitability to FedEx?

4. The CEO of a chain of pizza restaurants wishes to initiate a program of CSR to be funded
by a 5% levy on the company’s operating profit. The board of directors, fearing a nega-
tive shareholder reaction, is opposed to the plan. What arguments might the CEO use to
persuade the board that CSR might be in the interests of shareholders, and what types of
CSR initiatives might the program include to ensure that this was the case?

5. Nike, a supplier of sports footwear and apparel, is interested in the idea that it could
increase its stock market value by creating options for itself. What actions might Nike take
that might generate option value?
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3 Industry Analysis:
The Fundamentals

When a management with a reputation for brilliance tackles a business with a rep-
utation for poor fundamental economics, it is the reputation of the business that
remains intact.

—WARREN BUFFETT, CHAIRMAN, BERKSHIRE HATHAWAY

The reinsurance business has the defect of being too attractive-looking to new
entrants for its own good and will therefore always tend to be the opposite of, say,
the old business of gathering and rendering dead horses that always tended to
contain few and prosperous participants.

—CHARLES T. MUNGER, CHAIRMAN, WESCO FINANCIAL CORP
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Introduction and Objectives

In this chapter and the next we explore the external environment of the firm. In Chapter 1 we
observed that profound understanding of the competitive environment is a critical ingredient of a
successful strategy. We also noted that business strategy is essentially a quest for profit. The primary
task for this chapter is to identify the sources of profit in the external environment. The firm’s proxi-
mate environment is its industry environment; hence our environmental analysis will focus on the
firm’s industry surroundings.

Industry analysis is relevant both to corporate-level and business-level strategy.

+ Corporate strategy is concerned with deciding which industries the firm should be engaged in
and how it should allocate its resources among them. Such decisions require assessment of the
attractiveness of different industries in terms of their profit potential. The main objective of this
chapter is to understand how the competitive structure of an industry determines its profitability.

« Business strategy is concerned with establishing competitive advantage. By analyzing customer
needs and preferences and the ways in which firms compete to serve customers, we identify the
general sources of competitive advantage in an industry—what we call key success factors.

By the time you have completed this chapter, you will be able to:

& Appreciate that the firm's industry forms the core of its external environment and
understand that its characteristics and dynamics are essential components of strategy
analysis.

& Recognize the main structural features of an industry and understand how they impact the
intensity of competition and overall level of profitability in the industry.

& Apply industry analysis to explain the level of profitability in an industry and predict how
profitability is likely to change in the future.

o Develop strategies that (a) position the firm most favorably in relation to competition and
(b) influence industry structure in order to enhance industry attractiveness.

# Define the boundaries of the industry within which a firm is located.

# |dentify opportunities for competitive advantage within an industry (key success factors).

From Environmental Analysis to Industry Analysis

The business environment of the firm consists of all the external influences that
impact its decisions and its performance. Given the vast number of external influ-
ences, how can managers hope to monitor, let alone analyze, environmental con-
ditions? The starting point is some kind of system or framework for organizing
information. Environmental influences can be classified by source, for example,
into political, economic, social, and technological factors—what is known as PEST
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analysis. PEST analysis and similar approaches to macro-level environmental scan-
ning can be useful in keeping a firm alert to what is happening in the world. The
danger, however, is that continuous, systematic scanning and analysis of such a
wide range of external influences is costly and may result in information overload.

The prerequisite for effective environmental analysis is to distinguish the vital
from the merely important. To do this let us return to first principles in order to
establish what features of a firm’s external environment are relevant to its deci-
sions. For the firm to make a profit it must create value for customers. Hence, it
must understand its customers. Second, in creating value, the firm acquires goods
and services from suppliers. Hence, it must understand its suppliers and manage
relationships with them. Third, the ability to generate profitability depends on the
intensity of competition among firms that vie for the same value-creating opportuni-
ties. Hence, the firm must understand competition. Thus, the core of the firm's busi-
ness environment is formed by its relationships with three sets of players: customers,
suppliers, and competitors. This is its industry environment.

This is not to say that macro-level factors such as general economic trends,
changes in demographic structure, or social and political trends are unimportant
for strategy analysis. They may be critical determinants of the threats and opportu-
nities a company will face in the future. The key issue is how these more general
environmental factors affect the firm’s industry environment (Figure 3.1). Consider
the threat of global warming. For most companies this is not a core strategic issue
(at least, not within their normal planning horizons). However, for those businesses
most directly affected by changing weather patterns—farmers and ski resorts—and
those subject to carbon taxes and environmental regulations—electricity generators
and automobile producers—global warming is a vital issue. For these businesses,
the key is to analyze the strategic implications of global warming for their particular
industry. In the case of the automobile makers: will it cause consumers to switch to
electric cars, will it cause governments to favor public over private transportation,
will it encourage new entrants into the auto industry?

If strategy is about identifying and exploiting sources of profit, then the starting
point for industry analysis is the simple question “What determines the level of profit
in an industry?”

In the last chapter we learned that for a firm to make profit it must create value
for the customer. Value is created when the price the customer is willing to pay
for a product exceeds the costs incurred by the firm. But creating customer value

FIGURE 3.1 From environmental analysis to industry analysis
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does not necessarily yield profit. The value created is distributed between custom-
ers and producers by the forces of competition. The stronger competition is among
producers, the more value is received by customers as consumer surplus (the differ-
ence between the price they actually pay and the maximum price they would have
been willing to pay) and the less is received by producers (as producer surplus or
economic rent). A single supplier of umbrellas outside the Gare de Lyon on a wet
Parisian morning can charge a price that fully exploits commuters’ desire to keep
dry. As more and more umbrella sellers arrive, so the price of umbrellas will be
pushed closer to the wholesale cost.

However, the profit earned by Parisian umbrella sellers, or any other industry,
does not just depend on the competition between them. It also depends upon their
suppliers. If an industry has a powerful supplier—a single wholesaler of cheap,
imported umbrellas—that supplier may be able to capture a major part of the value
created in the local umbrella market.

Hence, the profits earned by the firms in an industry are determined by three factors:

e the value of the product to customers
e the intensity of competition

e the bargaining power of industry members relative to their suppliers and
buyers.

Industry analysis brings all three factors into a single analytic framework.

Analyzing Industry Attractiveness

Table 3.1 shows the profitability of different US industries. Some industries consis-
tently earn high rates of profit; others fail to cover their cost of capital. The basic
premise that underlies industry analysis is that the level of industry profitability is
neither random nor the result of entirely industry-specific influences: it is deter-
mined by the systematic influences of the industry’s structure.

The underlying theory of how industry structure drives competitive behavior
and determines industry profitability is provided by industrial organization (I0)
economics. The two reference points are the theory of monopoly and the theory
of perfect competition. In a monopoly a single firm is protected by high barriers
to entry. In perfect competition many firms supply a homogeneous product and
there are no entry barriers; these form end points of the spectrum of industry
structures. While a monopolist can appropriate in profit the full amount of the
value it creates, under perfect competition the rate of profit falls to a level that
just covers firms’ cost of capital. In the real world, industries fall between these
two extremes. During 1996-2002, Microsoft’s near monopoly of the market for
PC operating systems allowed it to earn a return on equity of almost 30%. In the
close-to-perfectly competitive, US farm sector, the long-run return on equity is
3.0%—below the cost of capital. However, most manufacturing and service indus-
tries are somewhere in between: they are oligopolies—industries dominated by a
small number of major companies. Small markets can offer good profit opportuni-
ties if they can be dominated by a single firm. Strategy Capsule 3.1 gives examples
of such niche markets.
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TABLE 3.1 The profitability of US industries, 2000-2013

Median
Industry? ROE (%)* Leading companies
Tobacco 36.2 Philip Morris Intl., Altria, Reynolds American
Household and Personal Products 27.0 Procter & Gamble, Kimberly-Clark, Colgate-Palmolive
Food Consumer Products 21.7 PepsiCo, Kraft Foods, General Mills
Food Services 21.7 McDonald's, Yum! Brands, Starbucks
Pharmaceuticals 20.5 Pfizer, Johnson & Johnson, Merck
Medical Products and Equipment 18.0 Medtronic, Baxter International, Boston Scientific
Petroleum Refining 17.9 ExxonMobil, Chevron, ConocoPhillips
Aerospace and Defense 16.5 Boeing, United Technologies, Lockheed Martin
Chemicals 16.4 Dow Chemical, DuPont, PPG Industries
Construction and Farm Equipment 15.9 Caterpillar, Deere, Cummins
Securities 152 BlackRock, KKR, Franklin Resources
Mining, Crude Oil Production 15.0 Conoco Phillips, Occidental Petroleum, Freeport-McMoRan
IT Services 14.9 IBM, Xerox, Computer Sciences
Specialty Retailers 14.6 Home Depot, Costco, Lowe's
Healthcare Insurance and Managed Care 13.0 United Health Group, WellPoint, Aetna
General Merchandisers 129 Wal-Mart, Target, Sears Holdings
Communications Equipment 12.2 Cisco Systems, Motorola, Qualcomm
Pipelines 12.0 Plains All American, Enterprise Products, ONEOK
Engineering, Construction 1.9 Fluor, Jacobs Engineering, KBR
Commercial Banks 11.5 Bank of America, JPMorgan Chase, Wells Fargo
Automotive Retailing and Services 10.8 AutoNation, Penske, Hertz
Computers, Office Equipment 10.8 Apple, Hewlett-Packard, Dell Computer
Food and Drug Stores 10.2 CVS, Kroger, Walgreens
Utilities: Gas and Electric 9.6 Execon, Duke Energy, Southern
Packaging and Containers 96 Rock-Ten, Ball, Crown Holdings
Insurance: Property and Casualty 9.0 Berkshire Hathaway, AIG, Allstate
Semiconductors and Electronic Components 8.6 Intel, Texas Instruments, Jabil Circuit
Hotels, Casinos, Resorts 8.1 Marriott International, Las Vegas Sands, MGM Resorts
Insurance: Life and Health 79 MetLife, Prudential, Aflac
Metals 77 Alcoa, US Steel, Nucor
Forest and Paper Products 7.1 International Paper, Weyerhaeuser, Domtar
Telecommunications 7.0 Verizon, AT&T, Comcast
Motor Vehicles and Parts 6.4 GM, Ford, Johnson Controls
Entertainment 6.1 Time Warner, Walt Disney, News Corp.
Food Production 59 Archer Daniels Midland, Tyson Foods, Smithfield Foods
Airlines 7.1 United Continental, Delta Air Lines, American Airlines
Notes:

?Industries with fewer than five firms were excluded (with the exception of tobacco). Also omitted were industries that were substan-

tially redefined during the period.

®Median return on equity for each industry averaged across the 14 years (2000-2013). For those firms with negative shareholders’

equity, return on assets was substituted for ROE.
Source: Data from Fortune 500.
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STRATEGY CAPSULE 3.1

US Smokeless Tobacco Company earned an operat-
ing margin of 55% during 2011-2013, making a major
contribution to the 102% return on equity earned by
its parent, Altria Inc., over the same period. What's the
secret of USSTC's profitability? It accounts for 55% of
the US market for smokeless tobacco, and its long-
established brands (including Skoal, Copenhagen, and
Red Seal), its distribution through thousands of small
retail outlets, and government restrictions on adver-
tising tobacco products create formidable barriers to
entry to would-be competitors.

Devro plc, based in the Scottish village of
Moodiesburn, is the world’s leading supplier of col-
lagen sausage skins (“casings”). “From the British
‘Banger’ to the Chinese Lap Cheong, from the French
Merguez to the South American Chorizo, Devro has a

casing to suit all product types.”Its overall world market
share is around 60%. During 2010-2013, it earned a
return on equity of 25%—about three times its cost
of equity.

International Game Technology (IGT) based in
Reno, Nevada is the world's dominant manufacturer of
slot machines for casinos. IGT maintains its 70% US mar-
ket share through close relations with casino operators
and a continuous flow of new products. With heavy
investment in R & D (it holds over 6,000 patents), and a
policy of leasing rather than selling machines, IGT limits
rivals’ market opportunities. Despite heavy investment
in new technologies and new products, IGT earned an
ROE of 21% from 2011 to 2013.

Sources: www.altria.com, www.devro.com, and www.igt.com.

Porter’s Five Forces of Competition Framework

The most widely used framework for analyzing competition within industries was
developed by Michael Porter of Harvard Business School.! Porter’s five forces of
competition framework views the profitability of an industry (as indicated by its rate
of return on capital relative to its cost of capital) as determined by five sources of
competitive pressure. These five forces of competition include three sources of “hori-
zontal” competition: competition from substitutes, competition from entrants, and
competition from established rivals; and two sources of “vertical” competition: the
power of suppliers and the power of buyers (Figure 3.2).

The strength of each of these competitive forces is determined by a number of
key structural variables, as shown in Figure 3.3.

Competition from Substitutes

The price that customers are willing to pay for a product depends, in part, on the
availability of substitute products. The absence of close substitutes for a product,
as in the case of gasoline or cigarettes, means that consumers are comparatively
insensitive to price (demand is inelastic with respect to price). The existence of
close substitutes means that customers will switch to substitutes in response to price
increases for the product (demand is elastic with respect to price). The internet has
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FIGURE 3.2 Porter’s five forces of competition framework
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provided a new source of substitute competition that has proved devastating for a
number of established industries. Travel agencies, newspapers, and telecommunica-
tion providers have all suffered severe competition from internet-based substitutes.

The extent to which substitutes depress prices and profits depends on the pro-
pensity of buyers to substitute between alternatives. This, in turn, depends on
their price-performance characteristics. If city-center to city-center travel between
Washington and New York is 50 minutes quicker by air than by train and the average
traveler values time at $30 an hour, the implication is that the train will be competi-
tive at fares of $25 below those charged by the airlines. The more complex a product
and the more differentiated are buyers’ preferences, the lower the extent of substitu-
tion by customers on the basis of price differences.

Threat of Entry

If an industry earns a return on capital in excess of its cost of capital, it will attract
entry from new firms and firms diversifying from other industries. If entry is unre-
stricted, profitability will fall toward its competitive level. In both the UK and the US,
the popularity of craft beers and the low capital cost of small-batch beer production
have meant a flood of new entrants into the beer markets of both countries. Between
1990 and 2014, the number of breweries increased from 284 to 2822 in the US and
from 241 to 1285 in the UK, despite the fact that overall beer production declined in
both countries.? Wage differences between occupations are also influenced by entry
barriers.Why is it that my wife, a psychotherapist, earns much less than our niece,
a recently qualified medical doctor? In psychotherapy there are multiple accrediting
bodies and less restrictive government licensing than in medicine, hence there are
much lower barriers to entry.

Threat of entry rather than actual entry may be sufficient to ensure that established
firms constrain their prices to the competitive level. An industry where no barriers to
entry or exit exist is contestable: prices and profits tend toward the competitive level,
regardless of the number of firms within the industry.? Contestability depends on the
absence of sunk costs—investments whose value cannot be recovered on exit. With
no sunk costs, an industry is vulnerable to “hit and run” entry whenever established
firms raise their prices above the competitive level.

In most industries, however, new entrants cannot enter on equal terms with those
of established firms. A barrier to entry is any disadvantage that new entrants face
relative to established firms. The size of this disadvantage determines the height of a
barrier to entry. The principal sources of barriers to entry are as follows.

Capital Requirements The capital costs of becoming established in an industry can
be so large as to discourage all but the largest companies. The duopoly of Boeing and
Airbus in large passenger jets is protected by the huge investments needed to develop,
build, and service big jet planes. In other industries, entry costs can be modest. Intense
competition in the market for smartphone apps reflects the low cost of developing most
applications. Across the service sector, start-up costs tend to be low: the start-up cost for
a franchised pizza outlet starts at $118,500 for Domino’s and $129,910 for Papa John’s.*

Economies of Scale Industries with high capital requirements for new entrants
are also subject to economies of scale. Thus, large, indivisible investments in
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production facilities or technology or research or marketing, cost efficiency require
amortizing these indivisible costs over a large volume of output. The problem for
new entrants is that they typically enter with a low market share and, hence, are
forced to accept high unit costs. A major source of scale economies is new product
development costs. Airbus’s A380 superjumbo cost about $18 billion to develop.
Airbus must sell about 400 planes to break even. Once Airbus had committed to
the project, then Boeing was effectively excluded from the superjumbo segment
of the market: global demand was insufficient to make two superjumbos viable. In
automobiles, Fiat CEO, Sergio Marchionne, argues that financial viability requires
producing at least six million vehicles a year.

Absolute Cost Advantages FEstablished firms may have a unit cost advantage
over entrants, irrespective of scale. Absolute cost advantages often result from the
ownership of low-cost sources of raw materials. Established oil and gas producers,
such as Saudi Aramco and Gazprom, which have access to the world’s biggest and
most accessible reserves, have an unassailable cost advantage over more recent
entrants such as Cairn Energy and BG Group. Absolute cost advantages may also
result from economies of learning. Intel's dominance of the market for advanced
microprocessors arises in part from the efficiency benefits it derives from its wealth
of experience.

Product Differentiation In an industry where products are differentiated, estab-
lished firms possess the advantages of brand recognition and customer loyalty.
Products with very high levels of brand loyalty include cosmetics, disposable diapers,
coffee, toothpaste, and pet food.> New entrants to such markets must spend dis-
proportionately heavily on advertising and promotion to establish brand awareness.
One study found that, compared to early entrants, late entrants into consumer goods
markets incurred additional advertising and promotional costs amounting to 2.12% of
sales revenue.®

Access to Channels of Distribution For many new suppliers of consumer
goods, the principal barrier to entry is gaining distribution. Limited capacity within
distribution channels (e.g., shelf space), risk aversion by retailers, and the fixed costs
associated with carrying an additional product result in retailers being reluctant to
carry a new manufacturer’s product. The battle for supermarket shelf space between
the major food processors (typically involving “slotting fees” to reserve shelf space)
further disadvantages new entrants. An important competitive impact of the internet
has been allowing new businesses to circumvent barriers to distribution.

Governmental and Legal Barriers Some economists claim that the only truly
effective barriers to entry are those created by government. In taxicabs, banking,
telecommunications, and broadcasting, entry usually requires a license from a public
authority. Since medieval times favored businesses have benefitted from govern-
ments granting them an exclusive right to ply a particular trade. Today, patents,
copyrights, and trademarks protect the creators of intellectual property from imita-
tors. Regulatory requirements and environmental and safety standards often put new
entrants at a disadvantage in comparison with established firms because compliance
costs tend to weigh more heavily on newcomers.
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Retaliation Barriers to entry also depend on the entrants’ expectations as to
possible retaliation by established firms. Retaliation against a new entrant may
take the form of aggressive price-cutting, increased advertising, sales promotion,
or litigation. The major airlines have a long history of retaliation against low-cost
entrants. Southwest and other budget airlines have alleged that selective price cuts
by American and other major airlines amounted to predatory pricing designed to
prevent its entry into new routes.” To avoid retaliation by incumbents, new entrants
may initiate small-scale entry into marginal market segments. When Toyota, Nissan,
and Honda first entered the US auto market, they targeted the small-car segments,
partly because this was a segment that had been written off by the Detroit Big Three
as inherently unprofitable.?

The Effectiveness of Barriers to Entry Industries protected by high entry bar-
riers tend to earn above-average rates of profit.” Capital requirements and advertis-
ing appear to be particularly effective impediments to entry."” The effectiveness of
barriers to entry depends on the resources and capabilities that potential entrants
possess. Barriers that are effective against new companies may be ineffective against
established firms that are diversifying from other industries." Google’s massive web
presence has allowed it to challenge the seemingly impregnable market positions of
several other firms, notably Microsoft in web browsers and Apple in smartphones.

Rivalry between Established Competitors

In most industries, the major determinant of the overall state of competition and
the general level of profitability is rivalry among the firms within the industry. In
some industries, firms compete aggressively—sometimes to the extent that prices
are pushed below the level of costs and industry-wide losses are incurred. In other
industries, price competition is muted and rivalry focuses on advertising, innovation,
and other non-price dimensions. The intensity of competition between established
firms is the result of interactions between six factors. Let us look at each of them.

Concentration Seller concentration refers to the number and size distribution
of firms competing within a market. It is most commonly measured by the concen-
tration ratio: the combined market share of the leading producers. For example, the
four-firm concentration ratio (CR4) is the market share of the four largest producers.
In markets dominated by a single firm (for example P&G’s Gillette in razor blades,
Apple in MP3 players, or Altria in the US smokeless tobacco market), the dominant
firm can exercise considerable discretion over the prices it charges. Where a mar-
ket comprises a small group of leading companies (an oligopoly), price competi-
tion may also be restrained, either by outright collusion or, more commonly, by
“parallelism” of pricing decisions. Thus, in markets dominated by two companies,
such as soft drinks (Coca-Cola and Pepsi), news weeklies (Time and Newsweek),
and financial intelligence (Bloomberg and Reuters), prices tend to be similar and
competition focuses on advertising, promotion, and product development. As the
number of firms supplying a market increases, coordination of prices becomes more
difficult and the likelihood that one firm will initiate price-cutting increases. In wire-
less telecommunications, regulators in the US and Europe have favored four opera-
tors in each national market. To limit price competition and improve margins, the
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operators favor mergers that would reduce the number of competitors to three in
each market."? However, despite the frequent observation that the exit of a com-
petitor reduces price competition, while the entry of a new competitor stimulates
it, there is little systematic evidence that seller concentration increases profitability.
“The relation, if any, between seller concentration and profitability is weak statisti-
cally and the estimated effect is usually small.”*?

Diversity of Competitors The ability of rival firms to avoid price competition in
favor of collusive pricing practices depends on how similar they are in their origins,
objectives, costs, and strategies. The cozy atmosphere of the US auto industry prior
to the advent of import competition was greatly assisted by the similarities of the
companies in terms of cost structures, strategies, and top management mindsets.
Conversely, the difficulties that OPEC experiences in agreeing and enforcing output
quotas among its member countries are exacerbated by their differences in terms of
objectives, production costs, politics, and religion.

Product Differentiation The more similar the offerings among rival firms, the
more willing are customers to switch between them and the greater is the inducement
for firms to cut prices to boost sales. Where the products of rival firms are virtually
indistinguishable, the product is a commodity and price is the sole basis for competi-
tion. By contrast, in industries where products are highly differentiated (perfumes,
pharmaceuticals, restaurants, management consulting services), competition tends to
focus on quality, brand promotion, and customer service rather than price.

Excess Capacity and Exit Barriers Why, especially in commodity industries, does
industry profitability tend to fall so drastically during periods of recession? The key is
the balance between demand and capacity. Unused capacity encourages firms to offer
price cuts to attract new business. Excess capacity may be cyclical (e.g., the boom-bust
cycle in the semiconductor industry); it may also be part of a structural problem result-
ing from overinvestment and declining demand. In this latter situation, the key issue is
whether excess capacity will leave the industry. Barriers to exit are costs associated
with capacity leaving an industry. Where resources are durable and specialized, and
where employees are entitled to job protection, barriers to exit may be substantial.'*
In the European auto industry, excess capacity together with high exit barriers have
devastated industry profitability. Conversely, demand growth creates capacity shortages
that boost margins. Rising production of shale oil in North America during 2012-2015
created an acute shortage of pipeline capacity, greatly increasing the profitability of the
pipeline companies. On average, companies in growing industries earn higher profits
than companies in slow-growing or declining industries (Figure 3.4).

Cost Conditions: Scale Economies and the Ratio of Fixed to Variable
Costs When excess capacity causes price competition, how low will prices go? The
key factor is cost structure. Where fixed costs are high relative to variable costs, firms
will take on marginal business at any price that covers variable costs. The incredible
volatility of bulk shipping rates reflects the fact that almost all the costs of operating
bulk carriers are fixed. The daily charter rates for “capesize” bulk carriers fell from
$233,998 on June 5, 2008 to $2773 25 weeks later in response to a sudden contrac-
tion in world trade.”® Similarly, in the airline industry the emergence of excess capac-
ity almost invariably leads to price wars and industry-wide losses. The willingness of
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FIGURE 3.4 The impact of growth on profitability
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airlines to offer heavily discounted tickets on flights with low bookings reflects the very
low variable costs of filling empty seats. “Cyclical” stocks are characterized not only by
cyclical demand but also by a high ratio of fixed to variable costs, which means that
fluctuations in revenues are amplified into much bigger fluctuations in profits.

Scale economies may also encourage companies to compete aggressively on
price in order to gain the cost benefits of greater volume. If scale efficiency in
the auto industry means producing six million cars a year, a level that is currently
achieved by only seven companies, the outcome is a battle for market share as each
firm tries to achieve critical mass.

Bargaining Power of Buyers

The firms in an industry compete in two types of markets: in the markets for inputs
and the markets for outputs. In input markets firms purchase raw materials, compo-
nents, services, and labor. In the markets for outputs, firms sell their goods and ser-
vices to customers (who may be distributors, consumers, or other manufacturers). The
ability of buyers to drive down the prices they pay depends upon two factors: their
price sensitivity and their bargaining power relative to the firms within the industry.

Buyers’ Price Sensitivity The extent to which buyers are sensitive to the prices
charged by the firms in an industry depends on the following.

e The greater the importance of an item as a proportion of total cost, the more
sensitive buyers will be about the price they pay. Beverage manufacturers are
highly sensitive to the costs of aluminum cans because this is one of their
largest single cost items. Conversely, most companies are not sensitive to the
fees charged by their auditors, since auditing costs are a tiny fraction of total
company expenses.

e The less differentiated the products of the supplying industry, the more will-
ing the buyer is to switch suppliers on the basis of price. The manufacturers



of T-shirts and light bulbs have much more to fear from Walmart’s buying
power than have the suppliers of cosmetics.

e The more intense the competition among buyers, the greater their eagerness
for price reductions from their sellers. As competition in the world automo-
bile industry has intensified, so component suppliers face greater pressures
for lower prices.

e® The more critical an industry’s product to the quality of the buyer’s product
or service, the less sensitive are buyers to the prices they are charged. The
buying power of personal computer manufacturers relative to the manufac-
turers of microprocessors (Intel and AMD) is limited by the vital importance
of these components to the functionality of PCs.

Relative Bargaining Power Bargaining power rests, ultimately, on the refusal
to deal with the other party. The balance of power between the two parties to a
transaction depends on the credibility and effectiveness with which each makes
this threat. The key issue is the relative cost that each party would incur in the
event of a hold-out by the counterparty, together with the relative bargaining skills
of each party. Several factors influence the bargaining power of buyers relative to
that of sellers:

e Size and concentration of buyers relative to suppliers. The smaller the num-
ber of buyers and the bigger their purchases, the greater the cost of losing
one. Because of their size, health maintenance organizations can purchase
healthcare from hospitals and doctors at much lower costs than can individ-
ual patients. Empirical studies show that buyer concentration lowers prices
and profits in the supplying industry.'

e Buyers’ information. The better-informed buyers are about suppliers and their
prices and costs, the better they are able to bargain. Doctors and lawyers do
not normally display the prices they charge, nor do traders in the bazaars
of Marrakesh or Chennai. Keeping customers ignorant of relative prices is
an effective constraint on their buying power. But knowing prices is of little
value if the quality of the product is unknown. In the markets for haircuts,
interior design, and management consulting, the ability of buyers to bargain
over price is limited by uncertainty over the precise attributes of the product
they are buying.

e Capacity for vertical integration. In refusing to deal with the other party,
the alternative to finding another supplier or buyer is to do it yourself. Large
beer companies have reduced their dependence on the manufacturers of alu-
minum cans by manufacturing their own. Large retail chains introduce their
own label brands to compete with those of their suppliers. Backward integra-
tion need not necessarily occur—a credible threat may suffice.

Bargaining Power of Suppliers

Analysis of the determinants of relative power between the producers in an
industry and their suppliers is precisely analogous to analysis of the relation-
ship between producers and their buyers. The only difference is that it is now
the firms in the industry that are the buyers and the producers of inputs that are
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the suppliers. Again, the relevant factors are the ease with which the firms in the
industry can switch between different input suppliers and the relative bargaining
power of each party.

The suppliers of commodities tend to lack bargaining power relative to their
customers, hence they may use cartels to boost their influence over prices (e.g.,
OPEC, the International Coffee Organization, and farmers’ marketing coopera-
tives). Conversely, the suppliers of complex, technically sophisticated components
may be able to exert considerable bargaining power. The dismal profitability of
the personal computer industry may be attributed to the power exercised by
the suppliers of key components (processors, disk drives, LCD screens) and the
dominant supplier of operating systems (Microsoft). The profitability of the wire-
less telecommunications carriers also suffers from the presence of a powerful
supplier: the monopoly position of national governments which auction spectrum
licenses.

Labor unions are important sources of supplier power. US industries where over
60% of employees are unionized (such as automobiles, steel, and airlines) earned
a return on investment that was five percentage points lower than industries where
less than 35% of employees were unionized."”

Applying Industry Analysis to Forecasting Industry Profitability

Once we understand how industry structure drives competition, which, in turn,
determines industry profitability, we can apply this analysis to forecast industry
profitability in the future.

Identifying Industry Structure

The first stage of any industry analysis is to identify the key elements of the
industry’s structure. In principle, this is a simple task. It requires identifying who
are the main players—the producers, the customers, the input suppliers, and
the producers of substitute goods—then examining some of the key structural
characteristics of each of these groups that will determine competition and bar-
gaining power.

In most manufacturing industries identifying the main groups of players is
straightforward; in other industries, particularly in service industries, mapping
the industry can be more difficult. Consider the television industry. It comprises
production companies that produce content in the form of TV shows; network
broadcasters and cable channels that commission the TV shows and create pro-
gram schedules; distributors in the form of local TV stations, cable providers, sat-
ellite TV providers, and online video streaming companies; and customers in the
form of viewers and advertisers. Additional complexity is created by the fact that
some companies occupy multiple roles within the industry. For example, Time
Warner is a content producer (Warner Brothers), a broadcast network (CW), a
cable channel (CNN, HBO), a local TV broadcaster, and a cable provider. Such
complexity raises issues of industry definition which we shall return to later in
this chapter.
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Forecasting Industry Profitability

We can use industry analysis to understand why profitability has been low in
some industries and high in others but, ultimately, our interest is not to explain
the past but to predict the future. Investment decisions made today will com-
mit resources to an industry for years—often for a decade or more—hence, it is
critical that we are able to predict what level of returns the industry is likely to
offer in the future. Current profitability is a poor indicator of future profitability—
industries such as newspapers, solar (photovoltaic) panels, and investment bank-
ing have suffered massive declines in profitability; in other industries such as
chemicals and food processing—profitability has revived. However, if an indus-
try’s profitability is determined by the structure of that industry then we can use
observations of the structural trends in an industry to forecast likely changes in
competition and profitability. Changes in industry structure typically result from
fundamental shifts in customer buying behavior, technology, and firm strategies
which can be anticipated well in advance of their impacts on competition and
profitability.

To predict the future profitability of an industry, our analysis proceeds in three
stages:

1 Examine how the industry’s current and recent levels of competition and profit-
ability are a consequence of its present structure.

2 Identify the trends that are changing the industry’s structure. Is the industry
consolidating? Are new players seeking to enter? Are the industry’s products
becoming more differentiated or more commoditized? Will additions to industry
capacity outstrip growth of demand? Is technological innovation causing new
substitutes to appear?

3 Identify how these structural changes will affect the five forces of competi-
tion and resulting profitability of the industry. Will the changes in indus-
try structure cause competition to intensify or to weaken? Rarely do all
the structural changes move competition in a consistent direction, typically
some will exacerbate competitive intensity; others will cause it to abate.
Hence, determining the overall impact on profitability tends to be a matter
of judgment.

Strategy Capsule 3.2 discusses the outlook for profitability in the wireless handset
industry:.

Using Industry Analysis to Develop Strategy

Once we understand how industry structure influences competition, which in turn
determines industry profitability, we can use this knowledge to develop firm strat-
egies. First, we can develop strategies that influence industry structure in order to
moderate competition; second, we can position the firm to shelter it from the rav-
ages of competition.
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STRATEGY CAPSULE 3.2

Wireless telephony has been one of the greatest growth
industries of the past two decades—and almost as
lucrative for the handset makers as for the service pro-
viders. During the 1990s, growth of handset sales in
North America, Europe, and Japan averaged close to
50% each year and generated massive profits and share-
holder value for the early leaders, Motorola and Nokia.

During 2005-2015, there have been profound
changes in competition and margins. Despite contin-
ued demand growth (especially in emerging markets),
profitability has fallen. During 2000-2005, the industry
leaders—Nokia, Motorola, Sony-Ericsson, Samsung, LG,
and Siemens—earned an average operating margin
of 23% on their sales of mobile devices. By 2014, the
top seven suppliers (Samsung, Apple, Lenovo, Huawei,
Nokia, LG, and Xiaomi) were earning an average operat-
ing margin of 4% (with Apple and Samsung account-
ing for almost all the combined profit).

The structural changes undermining industry
profitability included new entry; several Chinese and
Taiwanese contact manufacturers—including HTC,

Huawei, and Xiaomi—introduced branded phones. As
mature markets became saturated, so excess capacity
emerged throughout the industry, which, in turn, rein-
forced the buying power of the major distributors of
phones, the wireless service companies.

During 2016-2020, competition and profitability
will be affected by several factors:

¢ New entry seems likely to continue. In the smart-
phone market, the availability of the Android plat-
form making it easy for contract manufacturers to
design and brand their own phones will increase
the number of firms competing in this segment.

¢ Most emerging markets, including China and India,
are likely to become saturated.

¢ Product differentiation will decline. In smartphones,
the Apple and Android platforms offer increasingly
similar functionality and most of the same apps.

¢ Mergers among telecom service providers will
increase their buying power.

Strategies to Alter Industry Structure

Understanding how the structural characteristics of an industry determine the inten-
sity of competition and the level of profitability provides a basis for identifying
opportunities for changing industry structure to alleviate competitive pressures. The
first issue is to identify the key structural features of an industry that are responsible
for depressing profitability. The second is to consider which of these structural fea-
tures are amenable to change through appropriate strategic initiatives. For example:

e Between 2000 and 2006, a wave of mergers and acquisitions among the
world’s iron ore miners resulted in three companies—Vale, Rio Tinto, and
BHP Billiton—controlling 75% of global iron ore exports. The growing power
of the iron ore producers relative to their customers, the steel makers, con-
tributed to the 400% rise in iron ore prices between 2004 and 2010.'®



® Excess capacity was a major problem in the European petrochemicals indus-
try during the 1970s and 1980s. Through a series of bilateral plant exchanges,
each company built a leading position within a particular product area."

e In the US airline industry, the major airlines have struggled to change an
unfavorable industry structure resulting in a dismal record of profitability.

In the absence of significant product differentiation, the airlines have used
frequent-flyer schemes to build customer loyalty. Through hub-and-spoke
route systems, the companies have achieved dominance of particular airports:
American at Miami and Dallas/Fort Worth, Delta at Atlanta, and Southwest at
Baltimore. Mergers and alliances have reduced the numbers of competitors
on most routes.*

e Building entry barriers is a vital strategy for preserving high profitability in
the long run. A primary goal of the American Medical Association has been
to maintain the incomes of its members by controlling the numbers of
doctors trained in the US and imposing barriers to the entry of doctors from
overseas.

The idea of firms reshaping their industries to their own advantage has been
developed by Michael Jacobides. He begins with the premise that industries are in a
state of continual evolution and that all firms, even quite small ones, have the poten-
tial to influence the development of industry structure to suit their own interests—
thereby achieving what he calls architectural advantage. Jacobides encourages
firms to look broadly at their industry—to see their entire value chain and links
with firms producing complementary goods and services. The key is then to identify
“bottlenecks”—activities where scarcity and the potential for control offer superior
opportunities for profit.*! Architectural advantages results from three sources:

e Creating one’s own bottleneck: Apple’s dominance of the music download
market through iTunes is achieved through a digital rights management
(DRM) strategy that effectively locks in consumers’ through the incompatibil-
ity of its music files with other MP3 formats.

e Relieving bottlenecks in other parts of the value chain: Google developed
Android to prevent other firms from gaining a bottleneck in operating
systems for mobile devices which might have threatened Google’s ability
to transfer its dominance of search services from fixed to mobile
devices.

e Redefining roles and responsibilities in the industries: IKEA’s ability to
become the world’s biggest and most successful supplier of furniture was
based upon a strategy which required a transfer of furniture assembly from
furniture manufacturers to consumers.

Positioning the Company

Recognizing and understanding the competitive forces that a firm faces within its
industry allows managers to position the firm where competitive forces are weakest.
The recorded music industry, once reliant on sales of CDs, has been devastated by
the substitute competition in the form of digital downloads, piracy, file sharing, and
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streaming. Yet not all segments of the recorded music business have been equally
affected. The old are less inclined to new technology than younger listeners are,
hence classical music, country, and golden oldies have become comparatively more
attractive than pop and hip hop genres.

Porter describes the success of US truck-maker Paccar in sheltering itself from the
bargaining power of fleet buyers. By focusing on the preferences of independent
owner-operators (e.g., by providing superior sleeping cabins, higher-specification
seats, a roadside assistance program) Paccar has consistently been able to earn the
highest rate of return in the industry.*

Effective positioning requires the firm to anticipate changes in the competitive
forces likely to affect the industry. Traditional book retailing has been devastated
by online retailers such as Amazon and e-books. The survivors are those that have
positioned themselves to avoid these powerful competitive forces, for example
by creating new revenue sources such as cafes and events for which admission
is charged.

Defining Industries: Where to Draw the Boundaries

In our earlier discussion of the structure of the television broadcasting industry,
I noted that a key challenge in industry analysis is defining the relevant indus-
try. The Standard Industrial Classification (SIC) offers an official guide, but this
provides limited practical assistance. Suppose Ferrari is analyzing its industry
environment. Should it consider itself part of the “motor vehicles and equip-
ment” industry (SIC 371), the automobile industry (SIC 3712), or the performance
car industry? Should it see itself as part of the Italian, European, or global auto
industry?

Industries and Markets

The first issue is clarifying what we mean by the term industry. Economists define
an industry as a group of firms that supplies a market. Hence, a close correspon-
dence exists between markets and industries. So, what’s the difference between
analyzing industry structure and analyzing market structure? The principal dif-
ference is that industry analysis, notably five forces analysis, looks at industry
profitability being determined by competition in two markets: product markets
and input markets.

Everyday usage draws a clearer distinction between industries and markets.
Typically, industries are identified with relatively broad sectors, whereas markets
relate to specific products. Thus, the firms within the packaging industry compete in
many distinct product markets—glass containers, steel cans, aluminum cans, paper
cartons, plastic containers, and so on.

Similar issues arise in relation to geographical boundaries. From an economist’s
viewpoint, the US automobile industry would denote all companies supplying the US
auto market, irrespective of their location. In everyday usage, the US auto industry
usually refers to auto manufacturers located within the US.

To define an industry, it makes sense to start by identifying the firms that
compete to supply a particular market. At the outset, this approach may lead us
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to question conventional concepts of industry boundaries. For example, what
is the industry commonly referred to as banking? Institutions called banks sup-
ply a number of different products and services each comprising different sets
of competitors. The most basic distinction is between retail banking, corporate/
wholesale banking, and investment banking. Each of these can be disaggregated
into several different product markets. Retail banking comprises deposit taking,
transaction services, credit cards, and mortgage lending. Investment banking
includes corporate finance and underwriting, trading, and advisory services (such
as mergers and acquisitions).

Defining Industries and Markets: Substitution in Demand
and Supply

The central issue in defining industries and markets is to establish who is competing
with whom. To do this we need to draw upon the principle of substitutability. There
are two dimensions to this: substitutability on the demand side and substitutability
on the supply side.

Let us consider once more the industry within which Ferrari competes. Starting
with the demand side, if customers are willing to substitute only between Ferraris
and other sports-car brands brands on the basis of price differentials, then Ferrari is
part of the performance car industry. If, on the other hand, customers are willing to
substitute Ferraris for other mass-market brands, then Ferrari is part of the broader
automobile industry.

But this fails to take account of substitutability on the supply side. If volume
car producers such as Ford and Hyundai are able to apply their production facili-
ties and distribution networks to supply sports cars, then, on the basis of supply-
side substitutability, we could regard Ferrari as part of the broader automobile
industry. The same logic can be used to define the major domestic appliances as
an industry. Although consumers are unwilling to substitute between refrigerators
and dishwashers, manufacturers can use the same plants and distribution channels
for different appliances.

Similar considerations apply to geographical boundaries. Should Ferrari view
itself as competing in a single global market or in a series of separate national or
regional markets? The criterion here again is substitutability. If customers are willing
and able to substitute cars available on different national markets, or if manufac-
turers are willing and able to divert their output among different countries to take
account of differences in margins, then a market is global. The key test of the geo-
graphical boundaries of a market is price: if price differences for the same product
between different locations tend to be eroded by demand-side and supply-side
substitution, then these locations lie within a single market.

In practice, drawing the boundaries of markets and industries is a matter of judg-
ment that depends on the purposes and context of the analysis. Decisions regarding
pricing and market positioning will require a micro-level approach to market and
industry definition. Decisions over investments in technology, new plants, and new
products require a wider view of the relevant market and industry.

The boundaries of a market or industry are seldom clear-cut. A firm’s competi-
tive environment is a continuum rather than a bounded space. Thus, we may view
the competitive market of Disneyland, Hong Kong as a set of concentric circles.
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The closest competitors are nearby theme parks Ocean Park and Ma Wan Park.
Slightly more distant are Shenzhen Happy Valley, Shenzhen Window of the World,
and Splendid China. Further still are Disneyland parks in Tokyo and Shanghai and
alternative forms of entertainment, e.g., a trip to Macau or to a beach resort such as
Sanya on Hainan Island.

For the purposes of applying the five forces framework, industry definition is
seldom critical. Thus, we may define the “box” within which industry rivals com-
pete quite narrowly, but because we take account of competitive forces outside the
industry box, we can view nearby competitors as the suppliers of substitutes and
potential entrants. Hence, the precise boundaries of the industry box are not greatly
important.?

From Industry Attractiveness to Competitive Advantage:
Identifying Key Success Factors

The five forces framework allows us to determine an industry’s potential for
profit. But how is industry profit shared between the different firms competing
in that industry? Let us look explicitly at the sources of competitive advantage
within an industry. In subsequent chapters I shall develop a more comprehen-
sive analysis of competitive advantage. My goal in this chapter is simply to
identify an industry’s key success factors: those factors within an industry that
influence a firm’s ability to outperform rivals.** In Strategy Capsule 3.3, Kenichi
Ohmae, former head of McKinsey’s Tokyo office, discusses key success factors
in forestry.

Like Ohmae, our approach to identifying key success factors is straightforward
and commonsense. To survive and prosper in an industry, a firm must meet two
criteria: first, it must supply what customers want to buy; second, it must survive
competition. Hence, we may start by asking two questions:

e What do our customers want?
e What does the firm need to do to survive competition?

To answer the first question we need to look more closely at customers of the
industry and to view them not as a source of buying power and a threat to profit-
ability but as the raison d'étre of the industry and its underlying source of profit.
This requires that we inquire: Who are our customers? What are their needs? How
do they choose between competing offerings? Once we recognize the basis upon
which customers’ choose between rival offerings, we can identify the factors that
confer success upon the individual firm. For example, if travelers choose airlines
primarily on price, then cost efficiency is the primary basis for competitive advan-
tage in the airline industry and the key success factors are the determinants of
relative cost.

The second question requires that we examine the nature of competition in the
industry. How intense is competition and what are its key dimensions? Thus, in
airlines, it is not enough to offer low fares. To survive intense competition during
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As a consultant faced with an unfamiliar business
or industry, I make a point of first asking the special-
ists in the business, “What is the secret of success in
this industry?”Needless to say, | seldom get an immedi-
ate answer and so | pursue the inquiry by asking other
questions from a variety of angles in order to establish
as quickly as possible some reasonable hypotheses as
to key factors for success. In the course of these inter-
views it usually becomes quite obvious what analyses
will be required in order to prove or disprove these
hypotheses. By first identifying the probable key factors
for success and then screening them by proof or dis-
proof, it is often possible for the strategist to penetrate
very quickly to the core of a problem.

Traveling in the US last year, | found myself on one
occasion sitting in a plane next to a director of one of
the biggest lumber companies in the country. Thinking
| might learn something useful in the course of the
five-hour flight, | asked him, “What are the key factors
for success in the lumber industry?” To my surprise,
his reply was immediate: “Owning large forests and
maximizing the yield from them! The first of these key
factors is a relatively simple matter: purchase of forest-
land. But his second point required further explanation.
Accordingly, my next question was: “What variable or
variables do you control in order to maximize the yield
from a given tract?”

He replied: “The rate of tree growth is the key
variable. As a rule, two factors promote growth: the
amount of sunshine and the amount of water. Our
company doesn't have many forests with enough of
both. In Arizona and Utah, for example, we get more
than enough sunshine but too little water and so tree
growth is very low. Now, if we could give the trees in
those states enough water, they'd be ready in less than
15 years instead of the 30 it takes now. The most impor-
tant project we have in hand at the moment is aimed
at finding out how to do this!

Impressed that this director knew how to work out
a key factor strategy for his business, | offered my own
contribution: “Then under the opposite conditions,
where there is plenty of water but too little sunshine—
for example, around the lower reaches of the Columbia
River—the key factors should be fertilizers to speed up
the growth and the choice of tree varieties that don't
need so much sunshine."

Having established in a few minutes the general
framework of what we were going to talk about, |
spent the rest of the long flight very profitably hearing
from him in detail how each of these factors was being
applied.

Source: Kenichi Ohmae, The Mind of the Strategist (New York:
McGraw-Hill, 1982): 85 © The McGraw-Hill Companies Inc.,
reproduced with permission.

recessionary periods an airline requires financial strength; it may also require good

relations with regulators and suppliers.

A basic framework for identifying key success factors is presented in Figure 3.5.
Application of the framework to identify key success factors in three industries is

outlined in Table 3.2.

Key success factors can also be identified through the direct modeling of profit-
ability. In the same way that the five forces analysis models the determinants of
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FIGURE 3.5

Identifying key success factors

Pre-requisites for success

What do customers
want?

N

Y

Analysis of demand
* Who are our customers?
* What do they want?

How does the firm
survive competition?

Y

Analysis of competition
* What drives competition?

* What are the main
dimensions of competition?

* How intense is competition?
* How can we obtain a superior

o T—

competitive position?

—

KEY SUCCESS FACTORS

TABLE 3.2 Identifying key success factors: Steel, fashion clothing, and supermarkets
What do customers How do firms survive
want? (Analysis of competition? (Analysis of
demand) competition) Key success factors
Steel Low price Intense price competition Cost efficiency requires: large-
Product consistency results from undifferenti- scale plants, availability of
Reliability of supply ated products, excess low-cost raw materials, rapid
Technical specifications capacity, exit barriers, and capacity adjustment
(for special steels) high fixed costs. Hence, Also, high-technology, small-scale
cost efficiency and financial plants can achieve low costs
strength are essential through flexibility and high
productivity
High technical specifications,
quality, and service can yield a
price premium
Fashion Diversity of customer Low barriers to entry and exit, Combining differentiation
clothing preferences low seller concentration, and with low costs
Customers willing to pay buying power of retail chains Differentiation based upon style,
premium for brand, style, imply intense competition reputation, quality, and speed of
exclusivity, and quality Differentiation offers price response to changing fashions
Mass market is highly price premium, but imitation is Cost efficiency requires manufac-
sensitive rapid ture in low-wage countries
Supermarkets  Low prices Intensity competition Low costs require operational
Convenient location depends on number and efficiency, large-scale
Wide product range proximity of competitors purchases, low wages
adapted to local Bargaining power a key Differentiation requires large
preferences determinant of cost of stores (to allow wide

Fresh/quality produce, good
service, ease of parking,
pleasant ambience

bought-in goods

product range), convenient
location, familiarity with local
customer preferences




CHAPTER 3 INDUSTRY ANALYSIS: THE FUNDAMENTALS 85

industry-level profitability, we can also model firm-level profitability by identifying
the drivers of a firm’s relative profitability within an industry. Using the same approach
as in Chapter 2 (Figure 2.1), we can disaggregate return on capital employed into
component ratios, which then point to the main drivers of superior profitability. In
some industries, there are well-known formulae that link operating ratios to overall
profitability. Strategy Capsule 3.4 uses such a formula used in the airline industry to
identify key success factors.

In their battle for survival, the airlines have sought to optimize as many of these
factors as possible in order to improve their profitability. To enhance revenue, sev-
eral airlines have withdrawn from their most intensely competitive routes; others
have sought to achieve a fare premium over the cut-price airlines through superior
punctuality, convenience, comfort, and services. To improve load factors, compa-
nies have become more flexible in their pricing and in allocating different planes
to different routes. Most notably, companies have sought to cut costs by increasing
employee productivity, reducing overheads, sharing services with other airlines, and
reducing salaries and benefits.

STRATEGY CAPSULE 3.4

Profitability, as measured by operating income per ¢ Load factor (RPMs/ASMs)

available seat-mile (ASM), is determined by three o competitiveness of prices

factors: yield, which is total ti
IR, B R € e, (Vs o efficiency of route planning (e.g., through hub-
divided by the number of revenue passenger miles

(RPMs); load factor, which is the ratio of RPMs to ASMs;

and unit cost, which is total operating expenses
divided by ASMs. Thus: service, frequent-flier programs

and-spoke systems)

e building customer loyalty through quality of

Profit _ Revenue .. RPMs  Expenses e matching airplane size to demand for indi-
ASMs ~  RPMs ASMs ~ ASMs vidual flights.

Some of the main determinants of each of these

component ratios are the following: ¢ Expenses/ASMs
e wage rates and benefit levels
¢ Revenue/RPMs
o fuel efficiency of aircraft
e intensity of competition on routes flown
e productivity of employees (determined partly
o effective yield management to permit quick by their job flexibility)
price adjustment to changing market conditions
e load factors
o ability to attract business customers
o level of administrative cost.
e superior customer service.
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The usefulness of industry-level success factors in formulating strategy has been
scorned by some strategy scholars. Pankaj Ghemawat observes that the “whole
idea of identifying a success factor and then chasing it seems to have something
in common with the ill-considered medieval hunt for the philosopher’s stone, a
substance that would transmute everything it touched into gold.”” However, the
existence of common success factors in an industry does not imply that firms
should adopt similar strategies. In the fashion clothing business we identified a
number of key success factors (Table 3.2), yet all the leading companies—Inditex
(Zara), H&M, Diesel, and Mango—have adopted unique strategies to exploit these
key success factors.

Summary

In Chapter 1 we established that a profound understanding of the competitive environment is a
critical ingredient of a successful strategy. Despite the vast number of external influences that affect
every business enterprise, our focus is the firm’s industry environment which we analyze in order to
evaluate the industry’s profit potential and to identify the sources of competitive advantage.

The centerpiece of our approach is Porter’s five forces of competition framework, which links the
structure of an industry to the competitive intensity within it and to the profitability that it realizes.
The Porter framework offers a simple yet powerful organizing framework for identifying the relevant
features of an industry’s structure and predicting their implications for competitive behavior.

The primary application for the Porter five forces framework is in predicting how changes in an
industry’s structure are likely to affect its profitability. Once we understand the drivers of industry
profitability, we can identify strategies through which a firm can improve industry attractiveness and
position itself in relation to these different competitive forces.

As with most of the tools for strategy analysis that we shall consider in this book, the Porter five
forces framework is easy to comprehend. However, real learning about industry analysis and about
the Porter framework in particular derives from its application. It is only when we apply the Porter
framework to analyzing competition and diagnosing the causes of high or low profitability in an
industry that we are forced to confront the complexities and subtleties of the model. A key issue is
identifying the industry within which a firm competes and recognizing its boundaries. By employing
the principles of substitutability and relevance, we can delineate meaningful industry boundaries.

Finally, our industry analysis allows us to make a first approach at identifying the sources of com-
petitive advantage through recognizing key success factors in an industry.

| urge you to put the tools of industry analysis to work—not just in your strategic management
coursework but also in interpreting everyday business events. The value of the Porter framework is
as a practical tool—in helping us to understand the disparities in profitability between industries,
whether an industry will sustain its profitability into the future, and which start-up companies have
the best potential for making money. Through practical applications, you will also become aware
of the limitations of the Porter framework. In the next chapter we will see how we can extend our
analysis of industry and competition.
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Self-Study Questions

1. From Table 3.1, select a high-profit industry and a low-profit industry. From what you
know of the structure of your selected industry, use the five forces framework to explain
why profitability has been high in one industry and low in the other.

2. With reference to Strategy Capsule 3.1, use the five forces framework to explain why
profitability has been so high in the US market for smokeless tobacco.

3. The major forces shaping the business environment of the fixed-line telecom industry
are technology and government policy. The industry has been influenced by fiber optics
(greatly increasing transmission capacity), new modes of telecommunication (wireless
and internet telephony), the convergence of telecom and cable TV, and regulatory change
(including the opening of fixed-line infrastructures to “virtual operators”). Using the five
forces of competition framework, show how each of these developments has influenced
competition and profitability in the fixed-line telecom industry.

4. By March 2015, the online travel agency industry had consolidated around two lead-
ers: Expedia (which had acquired Travelocity, Lastminute.com, and Orbitz) and Priceline
(which owned booking.com, Kayak and OpenTable). These two market leaders competed
with numerous smaller online travel agents (e.g., TripAdvisor, Travelzoo), with traditional
travel agencies (e.g., Carlson Wagonlit, TUI, American Express—all of which had adopted
a “bricks ‘n’ clicks” business model), and with direct online sales by airlines, hotel chains,
and car rental companies. Amazon and Google were both viewed as likely entrants to the
market. The online travel agents are dependent upon computerized airline reservation
systems such as Sabre, Amadeus, and Travelport. Use Porter’s five forces framework to
predict the likely profitability of the online travel agency industry over the next ten years.

5. Walmart (like Carrefour, Ahold, and Tesco) competes in several countries of the world, yet
most shoppers choose between retailers within a radius of a few miles. For the purposes
of analyzing profitability and competitive strategy, should Walmart consider the discount
retailing industry to be global, national, or local?

6. What do you think are key success factors in:

a. the pizza delivery industry?
b. the credit card industry (where the world’s biggest issuers are: Bank of America,
JPMorgan Chase, Citigroup, American Express, Capital One, HSBC, and Discover)?
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Introduction and Objectives

Last chapter was concerned with outlining Porter’s five forces framework and showing how it can
be applied to analyzing competition, predicting industry profitability, and developing strategy. The
Porter framework is one of the most useful and widely applied tools of strategic analysis. It also has
its limitations. In this chapter, we shall extend our analysis of industry and competition beyond the
limits of the Porter framework.

By the time you have completed this chapter, you will be able to:

# Recognize the limits of the Porter five forces framework, and extend the framework to
include the role of complements as well as substitutes.

¢ Acknowledge competition as a dynamic process that changes industry structures, appreci-
ate the insights that game theory offers into the dynamics of rivalry, and use competitor
analysis to predict the competitive moves by rivals.

+ Segment an industry into its constituent markets, appraise the relative attractiveness of
different segments and apply strategic group analysis to classify firms according to their
strategic types.

Extending the Five Forces Framework

Does Industry Matter?

Porter’s five forces of competition framework has been subject to two main attacks.
Some have criticized its theoretical foundations, arguing that the “structure—conduct—
performance” approach to industrial organization that underlies it lacks rigor (espe-
cially when compared with the logical robustness of game theory). Others have
noted its empirical weaknesses. It appears that industry environment is a relatively
minor determinant of a firm’s profitability. Studies of the sources of interfirm dif-
ferences in profitability have produced very different results (Figure 4.1), but all
acknowledge that industry factors account for a minor part (Iess than 20%) of varia-
tion in return on assets among firms.

Do these findings imply that industry doesn’t matter and we relegate the analysis
of industry and competition to a minor role in our strategic analysis? Let me offer a
few thoughts.

We need to acknowledge that profitability differences within industries are greater
than profitability differences between industries. In Table 3.1, the difference in return
on equity (ROE) between the most and least profitable industries was 43 percentage
points; yet, in personal care products the spread in ROE between Colgate-Palmolive
and Avon Products was 102 percentage points, while in general retailing Walmart’s
ROE exceeded that of J. C. Penney by 66 percentage points.!
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FIGURE 4.1 How much does industry matter?
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Sources: R. Schmalensee, “Do markets differ much?” American Economic Review 75 (1985): 341-51; R. P. Rumelt,
“How much does industry matter?” Strategic Management Journal 12 (1991): 167-85; A. M. McGahan and

M. E. Porter, "How much does industry matter, really?” Strategic Management Journal 18 (1997): 15-30; G.
Hawawini, V. Subramanian, and P. Verdin, “Is Performance Driven by Industry or Firm-Specific Factors? A New Look
at the Evidence,’ Strategic Management Journal 24 (2003): 1-16; J. A. Roquebert, R. L. Phillips, and P. A. Westfall,
“Markets vs. Management: What 'Drives’ Profitability?” Strategic Management Journal 17 (1996): 653-64;

V. F. Misangyi, H. EIms, T. Greckhamer, and J. A. Lepine, "A New Perspective on a Fundamental Debate: A Multilevel
Approach to Industry, Corporate and Business Unit Effects, Strategic Management Journal 27 (2006): 571-90.

However, the usefulness of industry analysis is not conditional upon the rela-
tive importance of inter-industry and intra-industry profitability differences. Industry
analysis is important because, without a deep understanding of their competitive
environment, firms cannot make sound strategic decisions. Industry analysis is not
relevant just to choosing which industries to locate within, it is also important for
identifying attractive segments and the sources of competitive advantage within an
industry.

If our industry analysis is to fulfill its potential, it needs to go beyond the confines
of the Porter five forces framework. We need to go further in understanding the
determinants of competitive behavior between companies, in particular using more
rigorous approaches to analyze the relationship between market structure and com-
petition. We need to disaggregate broad industry sectors to examine competition
within particular segments and among particular groups of firms. But let’s begin by
considering the potential to extend the Porter framework.

Complements: A Missing Force in the Porter Model?

The Porter framework identifies the suppliers of substitute goods and services as
one of the forces of competition that reduces the profit available to firms within an
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FIGURE 4.2 Five forces, or six?
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industry. However, economic theory identifies two types of relationship between
different products: substitutes and complements. While the presence of substitutes
reduces the value of a product, complements increase its value: without ink car-
tridges my printer is useless.

Given the importance of complements to most products—the value of my car
depends on the availability of gasoline, insurance, and repair services; the value of
my razor depends upon the supply of blades and shaving foam—our analysis of the
competitive environment needs to take them into account. The simplest way is to
add a sixth force to Porter’s framework (Figure 4.2).2

Complements have the opposite effect to substitutes. While substitutes reduce
the value of an industry’s product, complements increase it. Indeed, where products
are close complements (as with my printer and ink cartridges), they have little or no
value in isolation: customers value the whole system. But how is the value shared
between the producers of the different complementary products? Bargaining power,
and its deployment, is the key. During the 1990s, Nintendo earned huge profits from
its video game consoles. Although most of the revenue and consumer value was
in the software, mostly supplied by independent developers, Nintendo was able to
appropriate most of the profits of the entire system through establishing dominance
over the games developers. Nintendo used its leadership in the console market and
ownership of the console operating system to enforce restrictive developer licenses
and maintained tight control over the manufacture and distribution of games car-
tridges (from which Nintendo earned a hefty royalty).?

A similar hardware/software complementarity exists in personal computers—
but here power has lain with the software suppliers—Microsoft in particular. IBM’s
adoption of open architecture meant that Microsoft Windows became a propri-
etary standard, while PCs were gradually reduced to commodity status. This is a
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very different situation from video games, where hardware suppliers keep propri-
etary control over their operating systems.

Where two products complement one another, profit will accrue to the supplier
that builds the stronger market position and reduces the value contributed by the
other. How is this done? The key is to achieve monopolization, differentiation, and
shortage of supply in one’s own product, while encouraging competition, com-
moditization, and excess capacity in the production of the complementary product.
This is the same principle of creating a bottleneck that we discussed in the last chap-
ter. Google has pioneered Android and Chrome as open-source operating systems in
order to counter Apple’s dominance of mobile devices and Microsoft’s dominance of
personal computers systems.

As the above examples suggest, products based on digital technologies present
some interesting issues in relation to competition and the quest for profit. In digital
markets users typically require systems that comprise hardware, an operating sys-
tem, application software, and probably internet connection as well. In these mar-
kets, competition tends to be among rival platforms—the interfaces that link the
component parts of the system. Both the users and the suppliers of applications tend
to congregate around the market-leading platform—a phenomenon we call network
externality. The result is the creation of winner-takes-all markets where a mar-
ket share leader accounts for most industry sales and scoops most, if not all, of the
industry’s profit pool. Strategy Capsule 4.1 discusses competition between different
smartphone platforms.

In winner-takes-all markets, the whole notion of industry attractiveness becomes
meaningless: the industry is only attractive to the firm that attains market leader-
ship. In smartphones the situation is slightly different because the leading platform,
Android, is open source. It is the #2 platform owner, Apple, that scoops most of the
industry’s profit—in 2014 the other leading suppliers (Samsung, Sony, LG, Lenovo,
and HTC) either made losses or earned a thin margin.! We return to the role of
network externalities in Chapter 9, when we discuss strategy in technology-based
industries.

Dynamic Competition: Hypercompetition, Game Theory,
and Competitor Analysis

Hypercompetition

The Porter five forces framework is based upon the assumption that industry struc-
ture determines competitive behavior, which in turn determines industry profitabil-
ity. But competition also unleashes the forces of innovation and entrepreneurship
that transform industry structures. Joseph Schumpeter viewed competition as a
“perennial gale of creative destruction” in which market-dominating incumbents are
challenged, and often unseated, by rivals’ innovations.

This view of Schumpeter (and the “Austrian school” of economics) that com-
petition is a dynamic process in which industry structure is constantly changing
raises the issue of whether competitive behavior should be seen as an outcome of
industry structure or a determinant of industry structure.® The issue is the speed
of structural change in the industry—if structural transformation is rapid, then the
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STRATEGY CAPSULE 4.1

A key feature of the relationship between complemen-
tary products in digital markets is that they tend to be
co-specialized. Video games are adapted to play on a
specific video game console; video game consoles
need to be designed to accommodate the character-
istics of the games they will play. This is different from
the relationship between automobiles and gasoline:
Shell gasoline will power any gasoline-fueled internal
combustion engine; a Ford Focus will run on any brand
of gasoline.

Co-specialization creates network externalities.
Network externalities arise when the value of a product
to a user depends upon the number of other users of
the product. The availability of complementary prod-
ucts is a major source of network externalities in digital
markets—the outcome tends to be winner-takes-all
markets.

Consider the market for smartphones. The attrac-
tiveness of a particular smartphone to a user depends
upon the number and quality of applications (“apps”)
available. App developers will target those platforms
with the greatest number of users. Migration by users
and developers from platforms with a low market share
to those with a high market share creates the “winner-
takes-all”effect.

Like many other digital markets, the market
for smartphones is a two-sided market where the
platform—the operating system—forms an interface
between the two sides. The two sides are the two types
of customer for operating systems: the consumers who
buy smartphones and the developers who develop
applications and pay for access.

The early market leader in smartphone operat-
ing systems was Symbian, which was jointly owned
by Nokia, Sony-Ericsson, and Motorola. However, the
launch of Apple’s iPhone in 2007 with its proprietary
iOS system, quickly displaced Symbian. While the iOS
was exclusive to Apple, apps could be created by
third-party developers who purchased Apple’s soft-
ware development kit and offered their apps through
Apple’s App Store. Revenues were split 30% for Apple
and 70% for the developer.

The introduction of Google's Android OS proved
to be a game-changer. Android was not only available
to any manufacturer, it was also open-source, which
meant that it was free. The first Android smartphone
was launched by HTC in October 2008. At the end of
2014, there were more than 50 firms supplying Android
smartphones. Moreover, there were 1.43 million apps
on offer at Google Play—the app store for Android
applications—compared with 1.21 million at Apple’s
App Store.

The operation of network externalities in the mar-
ket is evident in the growing dominance of Android
and Apple’s iOS in smartphones. Between 2011 and
2014, the combined market share of Microsoft Phone,
Blackberry OS, and Symbian declined from 46 to 4%. By
contrast, Android rose from 37 to 84%, while Apple iOS
declined from 18 to 12%.

Sources: C. Cennamo and J. Santalo, “Platform Competition:
Strategic Trade-offs in Platform Markets.” Strategic
Management Journal, 34 (2013): 1331-1350; GSMA
Intelligence, Analysis: Mobile Platform Wars (London:
February 2014).
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five forces framework does not offer a stable basis on which to predict competition
and profitability.

In most industries, Schumpeter’s process of “creative destruction” tends to be
more of a breeze than a gale. In established industries entry occurs so slowly that
profits are undermined only gradually,” while changes in industrial concentration
tend to be slow.® One survey observed: “the picture of the competitive process ...
is, to say the least, sluggish in the extreme.” As a result, both at the firm and the
industry level, profits tend to be highly persistent in the long run.'

But what about recent trends? Has accelerating technological change and inten-
sifying international competition reinforced the processes of “creative destruction”?
Rich D’Aveni argues that a general feature of industries today is hypercompetition:
“intense and rapid competitive moves, in which competitors must move quickly
to build [new] advantages and erode the advantages of their rivals.”'' If indus-
tries are hypercompetitive, their structures are likely to be less stable than in the
past, and competitive advantage will be temporary.”? According to Rita McGrath,
“Transient advantage is the new normal.”"?

Despite everyday observations that markets are becoming more volatile and mar-
ket leadership more tenuous, research findings are inconsistent. One large-scale
statistical study conclude: “The heterogeneity and volatility of competitive advantage
in US manufacturing industries has steadily and astonishingly increased since 1950.
These results suggest that a shift toward hypercompetition has indeed occurred.”**
Another study found that this increased volatility extended well beyond technology-
intensive industries but also extended beyond manufacturing industries.” However,
another study found a “lack of widespread evidence ... that markets are more unsta-
ble now than in the recent past.”'

The Contribution of Game Theory

Central to the criticisms of Porter’s five forces as a static framework is its failure to
take full account of competitive interactions among firms. In Chapter 1, we noted that
the essence of strategic competition is the interaction among players, such that the
decisions made by any one player are dependent on the actual and anticipated deci-
sions of the other players. By relegating competition to a mediating variable that links
industry structure with profitability, the five forces analysis offers little insight into
competition as a process of interactive decision making by rival firms. Game theory
allows us to model this competitive interaction. In particular, it offers two especially
valuable contributions to strategic management:

e It permits the framing of strategic decisions. Apart from its predictive value,
game theory provides a structure, a set of concepts, and a terminology that
allows us to describe and structure a competitive situation in terms of:

o identity of the players;
o specification of each player’s options;
o specification of the payoffs from every combination of options;
o the sequencing of decisions.
e It can predict the outcome of competitive situations and identify optimal

strategic choices. Through the insight that it offers into situations of competi-
tion and bargaining, game theory can predict the equilibrium outcomes of
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competitive interaction and the consequences of strategic moves by any one
player. Game theory provides penetrating insights into central issues of strat-
egy that go well beyond pure intuition. Simple models (e.g., the prisoners’
dilemma) predict whether outcomes will be competitive or cooperative,
whereas more complex games permit analysis of the effects of reputation,”’
deterrence,' information," and commitment,* especially within the context
of multi-period games. Particularly important for practicing managers, game
theory can indicate strategies for improving the structure and outcome of the
game through manipulating the payoffs to the different players.”

Game theory has been used to analyze a wide variety of competitive situa-
tions. These include the Cuban missile crisis of 1962,* rivalry between Boeing and
Airbus,® NASCAR race tactics,* auctions of airwave spectrum,? the 2008 financial
crisis,?® and the reasons why evolution has conferred such magnificent tails upon
male peacocks.” In terms of applications to competition among business enter-
prises, game theory points to five aspects of strategic behavior through which a firm
can influence competitive outcomes: cooperation, deterrence, commitment, chang-
ing the structure of the game being played, and signaling.

Cooperation One of the key merits of game theory is its ability to encompass
both competition and cooperation. A key deficiency of the five forces framework is
in viewing interfirm relations as exclusively competitive in nature. Central to Adam
Brandenburger and Barry Nalebuff’s concept of co-opetition is recognition of the
competitive/cooperative duality of business relationships.?® While some relationships
are predominantly competitive (Coca-Cola and Pepsi) and others are predominantly
cooperative (Intel and Microsoft), there is no simple dichotomy between competi-
tion and cooperation: all business relationships combine elements of both. For all
their intense rivalry, Coca-Cola and Pepsi cooperate on multiple fronts, including
common policies on sales of soda drinks within schools, environmental issues, and
health concerns. They may also coordinate their pricing and product introductions.?
Exxon and Shell have competed for leadership of the world’s petroleum industry for
over a century; at the same time they cooperate in a number of joint ventures. The
desire of competitors to cluster together—antique dealers in London’s Bermondsey
Market or movie studios in Hollywood—points to the common interests of com-
peting firms in growing the size of their market and developing its infrastructure.
Typically, competition results in inferior outcomes for participants than cooperation.
The prisoners’ dilemma game analyzes this predicament, but also points to the stra-
tegic initiatives through which a player can transform the game in order to reach a
cooperative outcome (Strategy Capsule 4.2).

Deterrence As we see in Strategy Capsule 4.2, one way of changing a game’s
equilibrium is through deterrence. The principle behind deterrence is to impose
costs on the other players for actions deemed to be undesirable. By establishing
the certainty that deserters would be shot, the British army provided a strong incen-
tive to its troops to participate in advances on heavily fortified German trenches
during the First World War.

The key to the effectiveness of any deterrent is that it must be credible. The
problem here is that, if administering the deterrent is costly or unpleasant for the
threatening party, the deterrent is not credible. If an incumbent firm threatens a
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The classic prisoners’ dilemma game involves a pair of
crime suspects who are arrested and interrogated sep-
arately. The dilemma is that each will rat on the other
with the result that both end up in jail despite the fact
that if both had remained silent they would have been
released for lack of evidence.

The dilemma arises in almost all competitive
situations—everyone could be better off with collu-
sion. Consider competition between Coca-Cola and
Pepsi in Ecuador, where each has the choice of spend-
ing big or small on advertising. Figure 4.3 shows the
payoffs to each firm.

Clearly, the best solution for both firms is for them to
each restrain their advertising expenditure (the upper
left cell). However, in the absence of cooperation, the
outcome for both firms is to adopt big budgets (the
lower right cell)—the reason being that each will fear
that any restraint will be countered by the rival seeking
advantage by shifting to a big advertising budget. The
resulting maxi-min choice of strategies (each company
chooses the strategy that maximizes the minimum
payoff) is a Nash equilibrium: no player can increase
his/her payoff by a unilateral change in strategy. Even if
collusion can be achieved, it will be unstable because

of the incentives for cheating—a constant problem for
OPEC, where the member countries agree quotas but
then cheat on them.

How can a firm escape from such prisoners' dilem-
mas? One answer is to change a one-period game
(single transaction) into a repeated game. In the above
example of competition in advertising, a multi-period
perspective allows the companies to recognize the
futility of advertising campaigns that merely cancel
one another out. In the case of supplier-buyer rela-
tions, where the typical equilibrium is a low-quality
product at a low price, moving from a spot-transaction
to a long-term vendor relationship gives the supplier
the incentive to offer a better-quality product and the
buyer to offer a price that reflects the preferred quality.

A second solution is to change the payoffs through
deterrence. In the classic prisoners'dilemma, the Mafia
shifts the equilibrium from the suspects both confess-
ing to their both remaining silent by using draconian
reprisals to enforce its “‘code of silence!” Similarly, if both
Coca-Cola and Pepsi were to threaten one another
with aggressive price cuts should the other seek advan-
tage through a big advertising budget, this could shift
the equilibrium to the top-left cell.

FIGURE 4.3 Coca-Cola’s and Pepsi’s advertising budget: The

prisoners’dilemma

COCA-COLA (Payoffs in $ millions)

Small Advertising Big Advertising In each cell,
Bl el the lower-left
Small Advertising 10 15 number is the
PEPSI | Budget 10 DY payoff to Pepsi;
the upper-right
Big Advertising -2 4 the payoff to
Budget 15 4 Coke.
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potential new entrant with a price war, such a threat will lack credibility if such a
price war would inflict more damage on the incumbent than on the new entrant.
Investing in excess capacity can be an effective means of discouraging entry. Prior
to the expiration of its NutraSweet patents, Monsanto invested heavily in unneeded
plant capacity to deter manufacturers of generic aspartame.*® Conversely, in compact
disks, the reluctance of the dominant firm (Philips) to invest heavily in new capacity
to meet growing demand encouraged a wave of new entrants.?!

However, deterrence only works when the adversaries can be deterred. A central
weakness of President George W. Bush’s “war on terror” was that ideologically moti-
vated terrorists are not susceptible to deterrence.*

Commitment For deterrence to be credible, it must be backed by commitment.
Commitment involves the elimination of strategic options: “binding an organization
to a future course of action.”® When Herndan Cortés destroyed his ships on arrival
in Mexico in 1519, he communicated, both to Montezuma and his people, that there
was no alternative to conquest of the Aztec empire. Once Airbus had decided to
build its A380 superjumbo, it was critical to signal its commitment to the project.
During 2000-2002, Airbus spent heavily on advertising the plane, even before com-
pleting the design phase, in order to encourage airlines to place orders and discour-
age Boeing from developing a rival plane.

These commitments to aggressive competition can be described as hard commit-
ments. A company may also make commitments that moderate competition; these
are called soft commitments. For example, if a company committed to achieving
certain target profit levels in the coming year, this would be a soft commitment: it
would signal its desire to avoid aggressive competitive initiatives or reactions.

How different types of commitment affect a firm’s profitability depends upon the
mode of competition. Where companies compete on price, game theory shows that
they tend to match one another’s price changes.** Hence, under price adjustments,
hard commitments (such as a commitment to cut price) tend to have a negative
profit impact and soft commitments (such as a commitment to raise prices) have
a positive impact. Conversely, where companies compete by changing their levels
of output, game theory shows that increases in output by one firm result in output
reductions by the other.®® In this situation, a hard commitment (e.g., a commitment
to build new plants) will tend to have a positive effect on the committing firm’s
profitability because it will tend to be met by other firms reducing their output.®

Changing the Structure of the Game Creative strategies can change the struc-
ture of the competitive game. A company may seek to change the structure of the
industry within which it is competing in order to increase the profit potential of
the industry or to appropriate a greater share of the available profit. Thus, establish-
ing alliances and agreements with competitors can increase the value of the game
by increasing the size of the market and building joint strength against possible
entrants. There may be many opportunities for converting win-lose (or even lose—
lose) games into win—win games by rivals designing cooperative solutions.

In some cases, it may be advantageous for a firm to assist its competitors. When in
June 2014, Tesla Motors offered to make available its patents to competitors, it was
betting that any loss in its own competitive advantage would be offset by the ben-
efits of expanding the market for electric vehicles and encouraging the wider adop-
tion of its own technologies with regard to battery design and battery recharging
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systems. As we shall see in Chapter 9, standards battles often involve the deliberate
sacrificing of potential monopoly positions by the main contestants.®”

Signaling Competitive reactions depend on how the competitor perceives its
rival’s initiative. The term signaling is used to describe the selective communication
of information to competitors (or customers) designed to influence their percep-
tions and hence provoke or suppress certain types of reaction.®® The use of misin-
formation is well developed in military intelligence. Ben McIntyre’s book Operation
Mincemeat describes how British military intelligence used a corpse dressed as
a marine officer and carrying fake secret documents to convince German high
command that the Allied landings would be in Greece, not Sicily.*

The credibility of threats is critically dependent on reputation.” Even though
carrying out threats against rivals is costly and depresses short-term profitability,
exercising such threats can build a reputation for aggressiveness that deters com-
petitors in the future. The benefits of building a reputation for aggressiveness may
be particularly great for diversified companies where reputation can be transferred
from one market to another.* Hence, Procter & Gamble’s protracted market share
wars in disposable diapers and household detergents have established a reputation
for toughness that protects it from competitive attacks in other markets.

Signaling may also be used to communicate a desire to cooperate: pre-announced
price changes can facilitate collusive pricing among firms.*

Is Game Theory Useful?

How useful is game theory to strategic management? The great virtue of game
theory is its rigor: it has established the analysis of competition on a much more
secure theoretical foundation.

However, the price of mathematical rigor has been limited applicability to real-
world situations. Game theory provides clear predictions in highly stylized situations
involving few external variables and restrictive assumptions. The result is a math-
ematically sophisticated body of theory that suffers from unrealistic assumptions and
lack of generality. When applied to more complex (and more realistic) situations,
game theory frequently results in either no equilibria or multiple equilibria, and out-
comes that are highly sensitive to small changes in initial assumptions. Overall, game
theory has not developed to the point where it permits us to model real business
situations in a level of detail that can generate precise predictions.*

In its empirical applications, game theory does a better job of explaining the past
than of predicting the future. In diagnosing Nintendo’s domination of the video
games industry in the 1980s, Monsanto’s efforts to prolong NutraSweet’s market
leadership beyond the expiration of its patents, or Airbus’s wresting of market lead-
ership from Boeing, game theory provides penetrating insight into the competitive
situation and deep understanding of the rationale behind the strategies deployed.
However, in predicting outcomes and designing strategies, game theory has been
much less impressive—the application of game theory by US and European govern-
ments to design auctions for wireless spectrum has produced some undesirable and
unforeseen results.*

So, where can game theory assist us in designing successful strategies? As with all
our theories and frameworks, game theory is useful not because it gives us answers
but because it can help us understand business situations. Game theory provides
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a set of tools that allows us to structure our view of competitive interaction. By
identifying the players in a game, the decision choices available to each, and the
implications of each combination of decisions, we have a systematic framework for
exploring the dynamics of competition. Most importantly, by describing the structure
of the game we are playing, we have a basis for suggesting ways of changing the
game and thinking through the likely outcomes of such changes.

Game theory continues its rapid development and, although it is still a long way
from providing the central theoretical foundation for strategic management, we draw
upon it in several places in this book, especially in exploring competitive dynamics
in highly concentrated markets. However, our emphasis in strategy formulation will
be less on achieving advantage through influencing the behavior of competitors
and much more on transforming competitive games through building positions of
unilateral competitive advantage. The competitive market situations with which we
shall be dealing will, for the most part, be different from those considered by game
theory. Game theory typically deals with competitive situations with closely matched
players where each has a similar range of strategic options (typically relating to price
changes, advertising budgets, capacity decisions, and new product introductions).
The outcome of these games is highly dependent on the order of moves, signals,
bluffs, and threats. Our emphasis will be less on managing competitive interactions
and more on establishing competitive advantage through exploiting uniqueness.

Competitor Analysis and Competitive Intelligence

In highly concentrated industries, the dominant feature of a company’s competitive
environment is likely to be the behavior of its closest rivals. In household detergents,
Unilever’s industry environment is dominated by the strategy of Procter & Gamble.
The same is true in soft drinks (Coca-Cola and Pepsi), jet engines (GE, United
Technologies, and Rolls-Royce), and financial information (Bloomberg and Reuters).
Similarly in local markets: the competitive environment of my local Costa coffee
shop is dominated by the presence of Starbucks across the road. While game theory
provides a theoretical apparatus for analyzing competitive interaction between small
numbers of rivals, for everyday business situations, a less formal and more empiri-
cally based approach to predicting competitors’ behavior may be more useful. Let us
examine how information about competitors can be used to predict their behavior.

Competitive Intelligence Competitive intelligence involves the systematic collec-
tion and analysis of information about rivals for informing decision making. It has
three main purposes:

e to forecast competitors’ future strategies and decisions;

e to predict competitors’ likely reactions to a firm’s strategic initiatives;

e to determine how competitors’ behavior can be influenced to make it more
favorable.

For all three purposes, the key requirement is to understand competitors in
order to predict their responses to environmental changes and our own com-
petitive moves. To understand competitors, it is important to be informed about
them. Competitive intelligence is a growth field, with specialist consulting firms,
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FIGURE 4.4 A framework for competitor analysis
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professional associations,® and a flood of recent books.* About one-quarter of large
US corporations have specialist competitive intelligence units.

The boundary between legitimate competitive intelligence and illegal industrial
espionage is not always clear. The distinction between public and private information
is uncertain and the law relating to trade secrets is much less precise than that which
covers patents and copyrights. Well-publicized cases of information theft include
the $100 million fine levied on the McLaren Mercedes Formula 1 team for possess-
ing confidential technical information belonging to Ferrari and the theft by Kolon
Industries of South Korea of trade secrets concerning the production of DuPont’s
Kevlar fiber.” More generally, the US National Counterintelligence Executive has
alleged systematic industrial espionage by the China and Russia.*

A Framework for Predicting Competitor Behavior Competitive intelligence is
not simply about collecting information. The problem is likely to be too much rather
than too little information. The key is a systematic approach that makes it clear what
information is required and for what purposes it will be used. The objective is to
understand one’s rival. A characteristic of great generals from Hannibal to Patton has
been their ability to go beyond military intelligence and to “get inside the heads”
of their opposing commanders. Michael Porter proposes a four-part framework for
predicting competitor behavior (Figure 4.4).

e Competitor’s current strategy: To predict how a rival will behave in the future,
we must understand how that rival is competing at present. As we noted in
Chapter 1, identifying a firm’s strategy requires looking at what the company
says and what it does (see “Where Do We Find Strategy?” in Chapter 1). The
key is to link the content of top management communication (with investors,
the media, and financial analysts) with the evidence of strategic actions, par-
ticularly those that involve a commitment of resources. For both sources of
information, company websites are invaluable.



102 PARTII THE TOOLS OF STRATEGY ANALYSIS

e Competitor’s objectives: To forecast how a competitor might change its strat-
egy, we must identify its goals. A key issue is whether a company is driven by
financial goals or market goals. A company whose primary goal is attaining
market share is likely to be much more aggressive a competitor than one that
is mainly interested in profitability. The willingness of the US automobile and
consumer electronics producers to cede market share to Japanese competi-
tors was partly a result of their preoccupation with short-term profitability. By
comparison, companies like Procter & Gamble and Coca-Cola are obsessed
with market share and tend to react aggressively when rivals step on their turf.
The most difficult competitors can be those that are not subject to profit disci-
plines at all—state-owned enterprises in particular. The level of current perfor-
mance in relation to the competitor’s objectives determines the likelihood of
strategy change. The more a company is satisfied with present performance,
the more likely it is to continue with its present strategy. But if performance is
falling well short of target, radical strategic change, possibly accompanied by
a change in top management, is likely.

e Competitor’s assumptions about the industry: A competitor’s strategic decisions
are conditioned by its perceptions of itself and its environment. These percep-
tions are guided by the beliefs that senior managers hold about their industry
and the success factors within it. These beliefs tend to be stable over time and
also converge among the firms within an industry: what J.-C. Spender refers
to as “industry recipes.”” Industry recipes may engender “blindspots” that limit
the capacity of a firm—even an entire industry—to respond to an external
threat. During the 1960s, the Big Three US automobile manufacturers believed
that small cars were unprofitable (which was partly a consequence of how they
allocated their overheads). The result was a willingness to yield the fast-growing
small car segment of the market to imports. The complacency with which British
and US motorcycle manufacturers viewed Japanese competition reflected similar
beliefs (Strategy Capsule 4.3).

e Competitor’s resources and capabilities: Evaluating the likelihood and serious-
ness of a competitor’s potential challenge requires assessing the strength of
that competitor’s resources and capabilities. If our rival has a massive cash
pile, we would be unwise to unleash a price war. Conversely, if we direct
our competitive initiatives toward our rivals’ weaknesses, it may be difficult
for them to respond. Richard Branson’s Virgin Group has launched a host of
entrepreneurial new ventures, typically in markets dominated by a powerful
incumbent—British Airways in airlines, EMI in music, Vodafone in wireless
telecommunications. Branson’s strategy has been to adopt innovative forms
of differentiation that are difficult for established incumbents to respond to.

Segmentation and Strategic Groups

Segmentation Analysis®®

In Chapter 3 we noted the difficulty of drawing industry boundaries and the need to
define industries both broadly and narrowly according to the types of question we
are seeking to answer. Initially, it may be convenient to define industries broadly,
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During the 1960s, lightweight Japanese motorcycles
began to flood Britain and North America. The chair-
man of BSA, Eric Turner, was dismissive of this competi-
tive challenge to the dominant position of his Triumph
and BSA brands:

The success of Honda, Suzuki, and Yamaha has
been jolly good for us. People start out by buy-
ing one of the low-priced Japanese jobs. They
get to enjoy the fun and exhilaration of the
open road and they frequently end up buy-
ing one of our more powerful and expensive

Basically, we do not believe in the lightweight
market. We believe that motorcycles are sports
vehicles, not transportation vehicles. Even if a
man says he bought a motorcycle for transporta-
tion, it's generally for leisure time use. The light-
weight motorcycle is only supplemental. Back
around World War |, a number of companies
came out with lightweight bikes. We came out
with one ourselves. We came out with another
in 1947 and it just didn't go anywhere. We have
seen what happens to these small sizes.

(American Motor Cycle, September 15, 1966)

machines.
(Advertising Age, December 27, 1965) By 1980, BSA and Triumph had ceased production
and Harley-Davidson was struggling for survival. The
Similar complacency was expressed by William world motorcycle industry, including the heavyweight
Davidson, president of Harley-Davidson: segment, was dominated by the Japanese.

but for a more detailed analysis of competition we need to focus on markets that
are drawn more narrowly in terms of both products and geography. This process of
disaggregating industries into specific markets we call segmentation.

Segmentation is particularly important if competition varies across the different
submarkets within an industry such that some are more attractive than others. While
Sony and Microsoft battled for dominance for leadership among so-called hard-core
gamers with their technologically advanced PS3 and Xbox 360 consoles, Nintendo’s
Wii became a surprise market share leader by focusing on a large and underserved
market segment: casual and older video game players. In the cutthroat tire industry,
Pirelli has achieved superior margins by investing heavily in technology and focus-
ing on high-performance tires for sports and luxury cars.>!

The purpose of segmentation analysis is to identify attractive segments, to select
strategies for different segments, and to determine how many segments to serve.
The analysis proceeds in five stages (see Strategy Capsule 4.4 for an application;
Strategy Capsule 4.5 looks at vertical segmentation).

1 Identify key segmentation variables: Our starting point is to determine the
basis of segmentation. Segmentation decisions are essentially choices about
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FIGURE 4.5 The basis for segmentation: The characteristics of buyers and
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which customers to serve and what to offer them: hence segmentation vari-
ables relate to the characteristics of customers and the product (Figure 4.5).
The most appropriate segmentation variables are those that partition the mar-
ket most distinctly in terms of limits to substitution by customers (demand-
side substitutability) and by producers (supply-side substitutability). Price
differentials are good indicators of market segments: distinct market segments
tend to display sustained price differentials. Typically, segmentation analysis
generates far too many segmentation variables and too many categories for
each variable. For our analysis to be manageable and useful, we need to
reduce these to two or three. To do this we need to (a) identify the most
strategically significant segmentation variables and (b) combine segmentation
variables that are closely correlated. For example, in the restaurant industry,
price level, service level (waiter service/self-service), cuisine (fast-food/full
meals), and alcohol license (wine served/soft drinks only) are likely to be
closely related. We could use a single variable, restaurant type, with three
categories—full-service restaurants, cafés, and fast-food outlets—as a proxy
for all of these variables.

2 Construct a Segmentation Matrix: Once the segmentation variables have
been selected and discrete categories determined for each, the individual
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segments may be identified using a two- or three-dimensional matrix. Strategy
Capsule 4.4 shows a two-dimensional segmentation matrix for the world auto-
mobile industry.

Analyze segment attractiveness: Profitability within an industry segment is
determined by the same structural forces that determine profitability within an
industry as a whole. As a result, Porter’s five forces of competition framework
is equally effective in relation to a segment as to an entire industry. There
are, however, a few differences. First, when analyzing the pressure of competi-
tion from substitute products, we are concerned not only with substitutes from
other industries but also, more importantly, with substitutes from other segments
within the same industry. Second, when considering entry into the segment,
the main source of entrants is likely to be producers established in other seg-
ments within the same industry. The barriers that protect a segment from firms
located in other segments are called barriers to mobility to distinguish them
from the barriers to entry, which protect the industry as a whole.>> When bar-
riers to mobility are low, then the superior returns of high-profit segments tend
to be quickly eroded. As Strategy Capsule 4.4 suggests, differences in competi-
tive conditions between segments can make some much more profitable than
others; however, these profit differentials are unlikely to be sustained over the
long term.

Segmentation analysis can also be useful in identifying unexploited
opportunities in an industry. Companies that have built successful strategies
by concentrating on unoccupied segments include Walmart (discount stores
in small towns), Enterprise Rent-A-Car (suburban locations), and Edward
Jones (full-service brokerage for small investors in smaller cities). This iden-
tification of unoccupied market segments is one dimension of what Kim
and Mauborgne refer to as blue-ocean strategy: the quest for uncontested
market space.>
Identify the segment’s key success factors (KSFs): Differences in competitive struc-
ture and in customer preferences between segments result in different KSFs. By
analyzing buyers’ purchasing criteria and the basis of competition within indi-
vidual segments, we can identify KSFs for individual segments. For example,
we can segment the US bicycle market into high-price enthusiasts’ bikes sold
through specialist bike stores and economy bikes sold through discount stores.
KSFs in the enthusiast segment are technology, reputation, and dealer relations.
In the economy segment, KSFs are low-cost manufacture (most likely in China)
and a supply contract with a leading retail chain.

Select segment scope: Finally, a firm needs to decide whether it wishes to be a
segment specialist or to compete across multiple segments. The advantages of
a broad over a narrow segment focus depend on two main factors: similarity
of KSFs and the presence of shared costs. If KSFs are different across segments,
a firm will need to deploy distinct strategies which may require different capa-
bilities for different segments. Harley-Davidson has found it difficult to expand
from its core segments of heavyweight cruiser and touring bikes into other
segments of the motorcycle industry. Conversely, in automobiles, segment spe-
cialists have found it difficult to survive competition from broad-scope, volume
producers.
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Identify key segmentation variables and catego-
ries. Possible segmentation variables include: price,
size, engine power, body style, buyer type (retail
versus fleet), and geographical market. We can
reduce the number of segmentation variables—in
particular, price, size, and engine power tend to be
closely correlated. Other variables clearly define
distinct markets (e.g., geographical regions and
individual national markets).

Construct a segmentation matrix. The segmen-
tation matrix in Figure 4.6 shows geographical
regions (columns) and product types (rows). These
product types combine multiple segmentation
variables: price, size, design, and fuel type.

Analyze segment attractiveness. Applying five
forces analysis to individual segments points to
the attractiveness of the growth markets of Asia
and Latin America (especially for luxury cars) as

compared with the saturated, excess capacity
laden markets of Europe and North America. In
these mature markets, the hybrid and electric car
segments may be attractive due to fewer com-
petitors and lack of excess capacity.

Identify KSFs in each segment. In sports cars, tech-
nology and design aesthetics are likely to be key
differentiators. In luxury cars, quality and interior
design are likely to be essential. In family compact
and mini-cars, low cost is the primary basis for
competitive advantage.

Analyze attractions of broad versus narrow seg-
ment scope. Because of the potential to share tech-
nology, design, and components across models, all
product segments are dominated by full-range
mass-manufactures. In terms of geographical
segments, only in the biggest markets (primarily
China) have nationally focused producers survived.

FIGURE 4.6 A segmentation matrix of the World Automobile Market
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Segmentation is usually horizontal: markets are dis-
aggregated according to products, geography, and
customer groups. We can also segment an industry ver-
tically by identifying different value chain activities. Bain
& Company’s profit pool analysis offers one approach to
mapping profitability differences between different verti-
cal activities. Bain's profit pool mapping involves, first, esti-
mating the industry’s total profit by applying the average
margin earned by a sample of companies in the industry
toan estimate of the industry’s total revenues and, second,

FIGURE 4.7 The US auto industry profit pool

using company financial data to estimate the profit at
each stage of the value chain. Figure 4.7 shows the dis-
tribution of value in the US automobile sector. The area of
each segment’s rectangle corresponds to the total profit
for that activity. Alternatively, stock market capitalization
can be used to identify which groups of firms within a
sector are most successful at appropriating value. In the
computer sector, the market value of hardware compa-
nies has declined sharply in relation to that of software
and semiconductor companies.
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FIGURE 4.8 Strategic groups within the world petroleum industry
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Strategic Groups

Whereas segmentation analysis concentrates on the characteristics of markets as the
basis for disaggregating industries, strategic group analysis segments an industry on
the basis of the strategies of the member firms. A strategic group is “the group
of firms in an industry following the same or a similar strategy along the strategic
dimensions.”* These strategic dimensions might include product range, geographical
breadth, choice of distribution channels, level of product quality, degree of vertical
integration, choice of technology, and so on. By selecting the most important stra-
tegic dimensions and locating each firm in the industry along them, it is possible to
identify groups of companies that have adopted more or less similar approaches
to competing within the industry. In some industries strategic groups are readily
observable, for example airlines fall into two broad strategic groups: “legacy carri-
ers” (such as American, JAL, and British Airways) and “low-cost carriers” (such as
Ryanair, Easyjet, and Southwest). Other industries are more complex: Figure 4.8
shows strategic groups within the petroleum industry.”

Most of the empirical research into strategic groups has been concerned with
competition and profitability between groups—the basic argument being that mobil-
ity barriers between strategic groups permit some groups of firms to be persistently
more profitable than other groups.>® In general, the proposition that profitability dif-
ferences within strategic groups are less than differences between strategic groups
has not received robust empirical support.” This may reflect the fact that the mem-
bers of a strategic group, although pursuing similar strategies, are not necessarily in
competition with one another. For example, within the European airline industry,
the low-cost carriers pursue similar strategies, but do not, for the most part, com-
pete on the same routes. Hence, the main usefulness of strategic group analysis is in
understanding strategic positioning, recognizing patterns of competition, and iden-
tifying strategic niches; it is less useful as a tool for analyzing interfirm profitability
differences.’®
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Summary

The purpose of this chapter has been to go beyond the basic analysis of industry structure, competi-
tion, and profitability presented in Chapter 3 to consider the dynamics of competitive rivalry and the
internal complexities of industries.

In terms of industry and competitive analysis, we have extended our strategy toolkit in several
directions:

¢ We have recognized the potential for complementary products to add value and noted the
importance of strategies that can exploit this source of value. Such complementary relationships
are especially important in industries based upon digital technologies. Here complementarities
between hardware and software and between operating systems and applications have given
rise to platform-based competition and winner-takes-all markets. We shall explore these competi-
tive dynamics further in Chapter 9.

¢ We have noted the importance of competitive interactions between close rivals and learned a
structured approach to analyzing competitors and predicting their behavior. At a more sophis-
ticated theoretical level, we have recognized how game theory offers insights into competition,
bargaining, and the design of winning strategies.

+ We examined the microstructure of industries and markets and the value of segmentation analy-
sis and strategic group analysis in understanding industries at a more detailed level and in select-
ing an advantageous strategic position within an industry.

Self-Study Questions

1. HP, Canon, Epson, and other manufacturers of inkjet printers make most of their profits
from their ink cartridges. Why are cartridges more profitable than printers? Would the situ-
ation be different:

a. if cartridges were manufactured by different firms from those which make printers?

b. if cartridges were interchangeable between different printers?

c. if patent and copyright restrictions did not prevent other firms from supplying ink
cartridges that could be used in the leading brands of printer?

2. In July 2015, Microsoft announced its write-off of its Nokia handset business (acquired a
year earlier) and its withdrawal from the smartphone market. Its Windows Phone oper-
ating system had a 1% share of the smartphone market and there were about 290,000
Windows Phone apps (compared to 1.6 million for Android and 1.3 million for the Apple
iPhone). How do the dynamics of platform-based competition (see Strategy Capsule 4.1)
help explain Microsoft’s failure in the market for smartphones?

3. In November 2005, six of Paris’s most luxurious hotels—including George V, Le Bristol,
the Ritz, and Hotel de Crillon—were fined for colluding on room rates. Regular guests
showed little concern—noting that, whatever the listed rack rate, it was always possible
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to negotiate substantial discounts. Using the prisoners’ dilemma model, can you explain
why the hotels were able to collude over their listed rates but not over discounts?

4. During 2015, Netflix and Amazon were battling for leadership in the video streaming
markets of North America and Europe. Both offered a fixed-price subscription, the main
difference being that Amazon Prime’s annual subscription bundled video streaming of
movies and TV shows with the free delivery of goods from amazon.com. Netflix’s appre-
hension about Amazon stemmed from Amazon’s huge revenue stream (16 times that of
Netflix), its willingness to diversify into related businesses (Amazon supplied its own
hardware for viewing video, the Kindle Fire, and was producing its own original video
content) and its willingness to endure losses in the quest for market leadership through
aggressive price cutting. How might Netflix use the competitor analysis framework out-
lined in Figure 4.4 to predict Amazon’s competitive strategy in the market for streamed
video content?

5. How would you segment the restaurant market in your hometown? How would you
advise someone thinking of starting a new restaurant which segments might be most
attractive in terms of profit potential?

6. Consider either the North American or European markets for air travel. Can these markets
be segmented? If so, by what variables and into which categories? Can an airline be finan-
cially viable by specializing in certain segments or must airlines seek to compete across
all (or most) segments?
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5 Analyzing Resources
and Capabilities

One gets paid only for strengths; one does not get paid for weaknesses. The ques-
tion, therefore, is first: What are our specific strengths? And then: Are they the right
strengths? Are they the strengths that fit the opportunities of tomorrow, or are
they the strengths that fitted those of yesterday? Are we deploying our strengths
where the opportunities no longer are, or perhaps never were? And finally, what
additional strengths do we have to acquire?

— PETER DRUCKER'

You've gotta do what you do well.

—LUCINO NOTO, FORMER VICE CHAIRMAN, EXXONMOBIL
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Introduction and Objectives

In Chapter 1, I noted that the focus of strategy thinking has been shifted from the external environ-
ment of the firm toward its internal environment. In this chapter, we will make the same transition.
Looking within the firm, we will concentrate our attention on the resources and capabilities that
firms possess. In doing so, we shall build the foundations for our analysis of competitive advantage
(which began in Chapter 3 with the discussion of key success factors).

By the time you have completed this chapter, you will be able to:
+ Appreciate the role of a firm's resources and capabilities as a basis for formulating strategy.
+ |dentify the resources and capabilities of a firm.

¢ Evaluate the potential for a firm's resources and capabilities to confer sustainable competi-
tive advantage.

¢ Formulate strategies that exploit internal strengths while defending against internal
weaknesses.

We begin by explaining why a company’s resources and capabilities are so important to its strategy.

The Role of Resources and Capabilities in Strategy Formulation

Strategy is concerned with matching a firm’s resources and capabilities to the opportu-
nities that arise in the external environment. So far, the emphasis of the book has been
on the identification of profit opportunities in the external environment of the firm. In
this chapter, our emphasis shifts from the interface between strategy and the external
environment toward the interface between strategy and the internal environment of
the firm—more specifically, with the resources and capabilities of the firm (Figure 5.1).

There is nothing new in the idea that strategy should exploit the resource and
capability strengths of a person or an organization. The biblical tale of David and
Goliath can be interpreted from this perspective (Strategy Capsule 5.1). The growing
emphasis on the role of resources and capabilities as the basis for strategy is the result
of two factors. First, as firms’ industry environments have become more unstable, so
internal resources and capabilities rather than external market focus have been viewed
as comprising a more secure base for formulating strategy. Second, it has become
increasingly apparent that competitive advantage rather than industry attractiveness
is the primary source of superior profitability. Let us consider each of these factors.

Basing Strategy on Resources and Capabilities

During the 1990s, ideas concerning the role of resources and capabilities as the
principal basis for firm strategy and the primary source of profitability coalesced into
what has become known as the resource-based view of the firm.*
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To understand why the resource-based view has had a major impact on strategy
thinking, let us go back to the starting point for strategy formulation: the underlying
purpose of the firm which can be answered by posing the question: “What is our
business?” Conventionally, this question has been answered in terms of the market
being served: “Who are our customers?” and “Which of their needs are we seeking to
serve?” However, in a world where customer preferences are volatile and the identity
of customers and the technologies for serving them are changing, a market-focused
strategy may not provide the stability and constancy of direction needed to guide
strategy over the long term. When the external environment is in a state of flux, the

STRATEGY CAPSULE 5.1

In about 1000 8¢, David, an Israeli shepherd boy, took
up the challenge of meeting Goliath, the champion of
the Philistines in single combat. Goliath’s “height was
six cubits and a span [three meters]. He had a bronze
helmet on his head and wore a coat of scale armor of
bronze weighing five thousand shekels [58 kg]; on his
legs he wore bronze greaves, and a bronze javelin was
slung on his back: King Saul of the Israelites offered
David armor and a helmet, but David discarded them:
"] cannot go in these, he said to Saul, ‘because | am
not used to them! ... Then he took his staff in his hand,
chose five smooth stones from the stream, put them in
the pouch of his shepherd's bag and, with his sling in
his hand, approached the Philistine... As the Philistine
moved closer to attack him, David ran quickly toward

the battle line to meet him. Reaching into his bag and
taking out a stone, he slung it and struck the Philistine
on the forehead. The stone sank into his forehead, and
he fell facedown on the ground"”

David's victory over Goliath reflects a strategy based
upon exploiting three core strengths: David's courage and
self-confidence, his speed and mobility, and his expertise
with a sling. This strategy allowed him to negate Goliath's
core strengths: his size, his advanced offensive and defen-
sive equipment, and his combat experience. Had he fol-
lowed King Saul's advice and adopted a conventional
strategy for armed single combat, the outcome would
almost certainly have been very different.

Source: Holy Bible (New International Version): 1 Samuel 17:
39-49.
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firm itself, in terms of the bundle of resources and capabilities it possesses, may be
a much more stable basis on which to define its identity.

This emphasis on resources and capabilities as the foundation of firm strategy was
popularized by C. K. Prahalad and Gary Hamel in their 1990 landmark paper “The
Core Competence of the Corporation.” The potential for capabilities to be the “roots
of competitiveness,” the sources of new products, and the foundation for strategy is
exemplified by Honda and 3M, among other companies (Strategy Capsule 5.2).

In general, the greater the rate of change in a firm’s external environment, the
more likely it is that internal resources and capabilities rather than external mar-
ket focus will provide a secure foundation for long-term strategy. In fast-moving,
technology-based industries, basing strategy upon capabilities can help firms to
outlive the life-cycles of their initial products. Microsoft’s initial success was the
result of its MS-DOS operating system for the IBM PC. However, by building its
software development, marketing, and partnering capabilities Microsoft has success-
fully expanded from other operating systems to applications software (e.g., Office),
internet services (e.g., Xbox Live), and cloud-based computing services. Similarly,
Apple’s ability to combine hardware, software, ergonomics, and aesthetics to cre-
ate products with superior functionality, design, and ease of use has allowed it to
expand beyond desktop and notebook computers into MP3 players (iPod), smart-
phones (iPhone), tablet computers (iPad), and watches.

Conversely, those companies that attempted to maintain their market focus in
the face of radical technological change have often experienced huge difficulties in
building the new technological capabilities needed to serve their customers.

The saga of Eastman Kodak is a classic example. Its dominance of the world market
for photographic products was threatened by digital imaging. Kodak invested billions
of dollars developing digital technologies and digital imaging products. Yet, in January
2012, Kodak was forced into bankruptcy. Might Kodak have been better off by stick-
ing with its chemical know-how, allowing its photographic business to decline while
developing its interests in specialty chemicals, pharmaceuticals, and healthcare?*

Typewriter and office equipment makers Olivetti and Smith Corona offer similar
cautionary tales. Despite their investments in microelectronics, both failed as sup-
pliers of personal computers. Might Olivetti and Smith Corona have been better
advised to deploy their existing electrical and precision engineering know-how in
other products? This pattern of established firms failing to adjust to disruptive tech-
nological change within their own industries is well documented—in typesetting
and in disk drive manufacturing, successive technological waves have caused market
leaders to falter and have allowed new entrants to prosper.°

Resources and Capabilities as Sources of Profit

In Chapter 1, we identified two major sources of superior profitability: industry
attractiveness and competitive advantage. Of these, competitive advantage is the
more important. Internationalization and deregulation have increased competi-
tive pressure within most sectors; as a result, few industries (or segments) offer
cozy refuges from vigorous competition. As we observed in the previous chapter
(Figure 4.1), industry factors account for only a small proportion of interfirm profit
differentials. Hence, establishing competitive advantage through the development
and deployment of resources and capabilities, rather than seeking shelter from the
storm of competition, has become the primary goal of strategy.

The distinction between industry attractiveness and competitive advantage (based
on superior resources) as sources of a firm’s profitability corresponds to economists’
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Honda Motor Company has never defined itself
either as a motorcycle or an automobile company. As
Figure 5.2 shows, since its founding in 1948, its devel-
opment of expertise in designing and manufacturing
engines has taken it from motorcycles to a wide range

over 55,000 industrial, office, medical, and household
products. Is it a conglomerate?

Certainly not, claims 3M. Its vast product range rests
on a cluster of technological capabilities that it has sys-
tematically developed for over more than a century
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of internal engine products.
3M Corporation (originally Minnesota Mining and
Manufacturing) has expanded from sandpaper into

(Figure 5.3).

FIGURE 5.2 Key initiatives at Honda Motor Company
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distinctions between different types of profit (or rent). The profits arising from mar-
ket power are referred to as monopoly rents, those arising from superior resources
are Ricardian rents, after the 19th century British economist David Ricardo. Ricardo
showed that, in a competitive wheat market, when land at the margin of cultivation
earned a negligible return, fertile land would yield high returns. Ricardian rent is the
return earned by a scarce resource over and above the cost of using the resource.’
Most of the $879 million of royalties earned in 2014 by Dolby Laboratories from
licensing its sound reduction technologies comprises Ricardian rents, as does most
of the $56.2 million earned in 2014 by tennis player Roger Federer.

Distinguishing between profit arising from market power and profit arising from
resource superiority is less clear in practice than in principle. A closer look at Porter’s
five forces framework suggests that industry attractiveness often derives from the
ownership of strategic resources. Barriers to entry, for example, are typically the
result of patents, brands, know-how, or distribution channels, learning, or some
other resource possessed by incumbent firms. Monopoly is usually based on the
ownership of a key resource such as a technical standard or government license.

The resource-based approach has profound implications for companies’ strategy for-
mulation. When the primary concern of strategy was industry selection and positioning,
companies tended to adopt similar strategies. The resource-based view, by contrast,
recognizes that each company possesses a unique collection of resources and capabili-
ties; the key to profitability is not doing the same as other firms but rather exploiting
differences. Establishing competitive advantage involves formulating and implementing
a strategy that exploits a firm’s unique strengths.

The remainder of this chapter outlines a resource-based approach to strategy for-
mulation. Fundamental to this approach is a thorough and profound understanding
of the resources and capabilities of a firm. Such understanding provides a basis for
selecting a strategy that exploits the key resource and capabilities of an organization.

While our emphasis is on firm strategy, the same principles can be applied to guid-
ing our own careers. A sound career strategy is one that, like David against Goliath,
recognizes and exploits one’s strengths while minimizing vulnerability to one’s weak-
nesses—see Strategy Capsule 5.3 for an example. For both individuals and organiza-
tions the starting point is to identify the available resources and capabilities.

Identifying Resources and Capabilities

Let us begin by distinguishing between the resources and the capabilities of the
firm. Resources are the productive assets owned by the firm; capabilities are what
the firm can do. On their own, individual resources do not confer competitive advan-
tage; they must work together to create organizational capability. Organizational
capability, when applied through an appropriate strategy, provides the foundation
for competitive advantage. Figure 5.4 shows the relationships between resources,
capabilities, and competitive advantage.

Identifying Resources

Drawing up an inventory of a firm’s resources can be surprisingly difficult. No
such document exists within the accounting or management information systems
of most organizations. The balance sheet provides only a partial view of a firm’s
resources—it comprises mainly financial and physical resources. Our broader view
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The year 2001 was disastrous for Mariah Carey. Her first
movie, Glitter, was a flop, the soundtrack was Carey’s
worst selling album in years, she was dropped by EMI,
and suffered a nervous breakdown.

Lyor Cohen, the workaholic chief executive of
Island Def Jam records was quick to spot an opportu-
nity: ‘I cold-called her on the day of her release from
EMIand | said, | think you are an unbelievable artist and
you should hold your head up high. What | said stuck
on her and she ended up signing with us."

His strategic analysis of Carey’s situation was con-
cise: "l said to her, what's your competitive advantage?
A great voice, of course. And what else? You write every
one of your songs—you're a great writer. So why did
you stray from your competitive advantage? If you

have this magnificent voice and you write such com-
pelling songs, why are you dressing like that, why are
you using all these collaborations [with other artists
and other songwriters]? Why? It’s like driving a Ferrari in
first—you won't see what that Ferrari will do until you
get into sixth gear”

Cohen signed Carey in May 2002. Under Universal
Music's Island Def Jam Records, Carey returned to her
versatile voice, song-writing talents, and ballad style.
Her next album, The Emancipation of Mimi, was the
biggest-selling album of 2005, and in 2006 she won a
Grammy award.

Source: "Rap’s Unlikely Mogul," Financial Times (August 5,
2002). © The Financial Times, reproduced with permission.

FIGURE 5.4 The links between resources, capabilities, and competitive

advantage
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In 1984, Michael Eisner became CEO of the Walt Disney
Company. Between 1984 and 1988, Disney’s netincome
increased from $98 million to $570 million, and its stock
market valuation from $1.8 billion to $10.3 billion.

The key to the Disney turnaround was the mobiliza-
tion of Disney’s considerable resource base. With the
acquisition of Arvida, a real estate development com-
pany, Disney’s land holdings in Florida were developed
into hotels, convention facilities, residential housing,
and a new theme park, the Disney-MGM Studio Tour.

To exploit its huge film library, Disney began sell-
ing the Disney classics on videocassette and licensing

packages of movies to TV networks. To put Disney’s
underutilized movie studios to work, Eisner doubled
the number of movies in production and made Disney
a major producer of TV programs.

Supporting the exploitation of these tangible
resources was Disney’s critically important intangible
resource: the enduring affection of millions of people
across generations and throughout the world for Disney
and its characters. As a result, Disney’s new management
was able to boost theme park admission charges, launch
a chain of Disney Stores to push sales of Disney merchan-
dise, and replicate Disney theme parks in Europe and Asia.

of a firm’s resources, encompasses three main types of resource: tangible, intangible,
and human.

Tangible Resources Tangible resources are the easiest to identify and value:
financial resources and physical assets are valued in the firm’s balance sheet. Yet,
accounting conventions—especially historic cost valuation—typically result in tan-
gible resources being misvalued. The Walt Disney Company’s annual accounts for
2014 valued its entire movie library—based on production cost less amortization—at
a mere $1.4 billion and its total land assets (including its 28,000 acres in Florida) at
a paltry $1.2 billion.®

However, the primary goal of resource analysis is not to value a company’s tangi-
ble resources but to understand their potential for generating profit. This requires not
just balance sheet valuation but information on their composition and characteristics.
With that information we can explore two main routes to create additional value from
a firm’s tangible resources:

e What opportunities exist for economizing on their use? Can we use fewer
resources to support the same level of business or use the existing resources
to support a larger volume of business?

e Can existing assets be deployed more profitably?

Strategy Capsule 5.4 discusses how Michael Eisner’s turnaround of Walt Disney
during the mid-1980s used both these approaches.

Intangible Resources For most companies, intangible resources are more
valuable than tangible resources. Yet, in companies’ balance sheets, intangible
resources tend to be either undervalued or omitted altogether. The exclusion or
undervaluation of intangible resources is a major reason for the large and growing
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TABLE 5.1 Large companies with the highest valuation ratios, December 12, 2014

Company Ratio Nationality
Alibaba 40.25 China
Altria 23.11 USA
Colgate-Palmolive 21.96 USA
AbbVie 21.81 USA
Amazon 15.18 USA
Roche 14.24 Switz.
Celgene Corporation 13.50 USA
Gilead Sciences 11.61 USA
Facebook 11.24 USA
Starbucks 10.92 USA
GlaxoSmithKline 10.87 UK
Tata Consultancy Services 10.07 India
Accenture 9.15 USA
British American Tobacco 8.09 UK
Inditex 7.57 Spain
Nike 7.54 USA
Diageo 6.89 UK
Unilever 6.84 Neth./UK
IBM 6.40 USA
PepsiCo 6.24 USA
Boeing 6.07 USA
Note:

The table shows companies with market capitalizations exceeding $50 billion with the highest ratios of market
capitalization to balance-sheet net asset value.
Sources: Yahoo! Finance, Financial Times.

divergence between companies’ balance-sheet valuations (or book values) and their
stock-market valuations (Table 5.1). Among the most important of these underval-
ued or unvalued intangible resources are brands (Table 5.2). Interbrand values the
Walt Disney brand at $32 billion; yet in Disney’s balance sheet, all its trademarks
are valued at $1.2 billion.

Trademarks provide the legal basis for brand ownership. Trademarks are one
type of intellectual property. Other types of intellectual property are patents, copy-
rights, and trade secrets which form the proprietary knowledge assets of the firm.
The growing importance of proprietary technology as a strategic resource is appar-
ent from the efforts companies make to protect their innovations with patents and
enforce their patents through litigation. As the economy becomes increasingly knowl-
edge-based, so patents and copyrights become increasingly important resources.
For companies such as Qualcomm, a leader in CDMA digital wireless telephony,
ARM, the world’s leading designer of microprocessors for mobile devices, and W. L.
Gore Associates, the manufacturer of Gore-Tex and other high-tech fabrics, patents
are their most valuable resources.

A firm’s relationships can also be considered resources. They provide a firm with
access to information, know-how, inputs, and a wide range of other resources that
lie beyond the firm’s boundaries. Being embedded within an inter-firm network
also conveys legitimacy upon a firm, which can enhance its survival capacity. These
inter-firm relationships have been referred to as “network resources.*
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TABLE 5.2 The world’s 20 most valuable brands, 2014

Rank Brand Value, 2014 ($ bn) Change from 2013
1 Apple 1189 +21%
2 Google 107.4 +15%
3 Coca-Cola 816 +3%
4 IBM 72.2 -8%
5 Microsoft 61.2 +3%
6 General Electric 455 -3%
7 Samsung 455 +15%
8 Toyota 424 +20%
9 McDonald’s 423 +1%
10 Mercedes-Benz 343 +8%
11 BMW 34.2 +7%
12 Intel 342 -8%
13 Disney 32.2 +14%
14 Cisco 309 +6%
15 Amazon 255 +25%
16 Oracle 26.0 +8%
17 Hewlett-Packard 238 -8%
18 Gillette 229 -8%
19 Louis Vuitton 226 -9%
20 Honda 21.7 +17%
Note:

Brand values are calculated as the net present value of forecasted future earnings generated by the brand.
Source: Interbrand, http://www.bestglobalbrands.com/2014/ranking/.

Finally, organizational culture may also be considered an intangible resource.
Organizational culture is “an amalgam of shared beliefs, values, assumptions, signifi-
cant meanings, myths, rituals, and symbols that are held to be distinctive.”'* Although
difficult to identify and describe, it is clear that organizational culture is a critically
important resource in most firms: it exerts a strong influence on the capabilities an
organization develops and the effectiveness with which they are exercised.!

Human Resources Human resources comprise the skills and productive effort
offered by an organization’s employees. Human resources do not appear on the
firm’s balance sheet—the firm does not own its employees; it purchases their ser-
vices under employment contacts. However, the stability of employment relation-
ships allows us to consider human resources as part of the resources of the firm.
In the US the average length of time an employee stays with an employer is 4.6
years, in Europe it is longer—9.5 years in Great Britain, 12.3 in France and 11.7 in
Germany; in Japan it is 16.2 years.'?

Organizations devote considerable effort to analyzing their human resources: both
in hiring new employees and in appraising their performance and planning their
development. Human resource appraisal has become far more systematic and sophis-
ticated. Many organizations have established assessment centers to measure employ-
ees’ skills and attributes using indicators that research has identified as predictors of
superior job performance. Competency modeling involves identifying the set of skills,
content knowledge, attitudes, and values associated with superior performers within



a particular job category, then assessing each employee against that profile.” A key
research finding is the importance of psychological and social aptitudes in determin-
ing superior work performance—recent interest in emotional and social intelligence
reflects this.'* These findings explain the growing trend among companies to “hire
for attitude; train for skills.”

Identifying Organizational Capabilities

Resources are not productive on their own. A brain surgeon is close to useless
without a radiologist, anesthetist, nurses, surgical instruments, imaging equipment,
and a host of other resources. To perform a task, resources must work together.
An organizational capability is a “firm’s capacity to deploy resources for a desired
end result.“”® Just as an individual may be capable of playing the violin, ice-skating,
and speaking Mandarin, so an organization may possess the capabilities needed
to manufacture widgets, distribute them globally, and hedge the resulting foreign-
exchange exposure.

Although the idea that organizations possess distinctive competences is long estab-
lised,' it was not until Prahalad and Hamel introduced the term core competences
to describe those capabilities fundamental to a firm’s strategy and performance
that organizational capabilities became a central concept in strategy analysis.”” The
resulting flood of literature has created considerable confusion over terminology: I
shall use the terms capability and competence interchangeably.’®

Classifying Capabilities Before deciding which organizational capabilities are
“distinctive” or “core,” the firms needs to take a systematic view of its capabilities.
To identify a firm’s organizational capabilities, we need to have some basis for clas-
sifying and disaggregating the firm’s activities. Two approaches are commonly used:

® A functional analysis identifies organizational capabilities within each of the
firm’s functional areas: A firm’s functions would typically include: operations,
purchasing, logistics/supply chain management, design, engineering, new
product development, marketing, sales and distribution, customer service,
finance, human resource management, legal, information systems, govern-
ment relations, communication and public relations, and HSE (health, safety,
and environment).

® A value chain analysis identifies a sequential chain of the main activities
that the firm undertakes. Michael Porter’s generic value chain distinguishes
between primary activities (those involved with the transformation of inputs
and interface with the customer) and support activities (Figure 5.5)." Porter’s
broadly defined value chain activities can be disaggregated to provide a
more detailed identification of the firm’s activities (and the capabilities that
correspond to each activity). Thus, marketing might include market research,
test marketing, advertising, promotion, pricing, and dealer relations.

The problem of both approaches is that, despite providing a comprehensive view
of an organization’s capabilities, they may fail to identify those idiosyncratic capa-
bilities that are truly distinctive and critical to an organization’s competitive advan-
tage. In the case of Apple we observed earlier how its remarkable ability to create
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FIGURE 5.5 Porter’s value chain
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products of unrivaled ease of use and customer appeal results from its combining
technical capability with penetrating market insight. This capability is not readily
apparent from either a functional or a value chain analysis. To look beyond generic
capabilities to uncover those that are unique requires insight and judgment. A care-
ful examination of an organization’s history can be especially revealing. In reviewing
an organization’s successes and failures over time, do patterns emerge and what do
these patterns tell us about the capabilities that the organization possesses?

At the basis of every organizational capability is coordinated behavior among
organizational members. This is what distinguishes an organizational capability
from an individual skill. Routines and processes play a critical role in integrating
individual actions to create organizational capabilities (see Strategy Capsule 5.5).
Integration is also important among organizational capabilities. The capabilities of
an organization may be viewed as a hierarchical system in which lower-level capa-
bilities are integrated to form higher-level capabilities. For oil and gas companies, a
key requirement for success is the ability to find oil and gas. Figure 5.6 shows that
exploration capability comprises a number of component capabilities, which, in
turn, can be further disaggregated into even more specialized capabilities.

For most companies it is these higher-level capabilities that constitute the “core
competences” described by Prahalad and Hamel. Thus, Toyota’s “lean production”
capability integrates multiple capabilities that relate to just-in-time scheduling, total
quality management, statistical process control, flexible manufacturing, and continu-
ous improvement.

These higher-level capabilities tend to be cross-functional. For example, new
product development capability is an upper-level capability that integrates techno-
logical development, marketing, design, product engineering, process engineering,
and finance.

Some writers have proposed that at the highest level of the capability hierarchy
are dynamic capabilities—capabilities that allow the modification and adaptation
of lower-level operational and functional capabilities.”” We shall look more closely
at dynamic capabilities in Chapter 8.
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Resources are combined to create organizational capa-
bilities; however, an organization’s capabilities are not
simply an outcome of the resources upon which they
are based.

In sport, resource-rich teams are often outplayed
by teams that create strong capabilities from mod-
est resources. In European soccer, star-studded teams
(e.g, Chelsea, Real Madrid, and Manchester City)
are frequently humbled by those built from limited
means (e.g., Borussia Dortmund, Arsenal, and Athletico
Madrid). In business too we see upstarts with mod-
est resources outcompeting established giants: Dyson
against Electrolux in domestic appliances, Hyundai
against Toyota in automobiles, Cisco Systems against
Ericsson in telecom equipment, ARM against Intel in
microprocessors. Clearly, there is more to organizational
capability than just resources.

The academic literature views organizational capa-
bility as based upon organizational routines. These
“reqular and predictable behavioral patterns [com-
prising] repetitive patterns of activity” are viewed by
evolutionary economists as determining what firms
do, who they are, and how they develop and grow.
Like individual skills, organizational routines develop
through learning by doing—and, if not used, they
wither. Hence, there is a tradeoff between efficiency
and flexibility. A limited repertoire of routines can
be performed highly efficiently with near-perfect

coordination. The same organization may find it diffi-
cult to respond to novel situations.

Organizational capabilities do not simply emerge:
they must be created through management action:
hence in this book we shall focus on processes rather
than routines. Processes are coordinated sequences
of actions through which specific productive tasks are
performed. Not only is the term process well under-
stood by managers, the tools for designing, mapping,
and improving business processes are well developed.?

However, creating and developing organizational
capabilities is not only about putting in place pro-
cesses. Processes need to be located within appro-
priately designed organizational units, the individuals
involved need to motivated, and the resources, pro-
cesses, structures, and management systems need to
be aligned with one another< In Chapter 8 we shall
address in greater detail the challenge that companies
face in developing organizational capabilities.

Notes:

°R. R. Nelson and S. G. Winter, An Evolutionary Theory of
Economic Change (Cambridge, MA: Belknap, 1982).

°T. W. Malone, K. Crowston, J. Lee, and B. Pentland, “Tools for
Inventing Organizations: Toward a Handbook of Organizational
Processes,” Management Science 45 (1999): 425-43.

T. Felin, N. J. Foss, K. H. Heimeriks, and T. L. Madsen,
“Microfoundations of Routines and Capabilities: Individuals,
Processes, and Structure,” Journal of Management Studies, 49
(2012): 1351-1374.

Whatever the hierarchical structure of a company’s capabilities, their effectiveness
depends upon the extent to which they are mutually reinforcing in delivering the
firm’s value proposition. This complementary relationship among a company’s prin-
cipal capabilities is the basis for “corporate coherence.” Thus, Walmart’s competitive
advantage rests upon four mutually reinforcing capabilities: aggressive vendor man-
agement, point-of-sale data analysis, superior logistics, and rigorous working capital

management.?!
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FIGURE 5.6 Organization capabilities as a hierarchy of integration: the case of
oil and gas exploration

Exploration Capability I

Negotiating || Geological Seismic Drilling Well Construction ||| Partnering ||| Procurement
Capability Capability Capability |J| Capability Capability Capability ||| Capability
[ I I I ]
Directional Well Deepwater Well Hydraulic
Drilling Logging Drilling Casing Fracturing
Capability Capability Capability Capability | | Capability

Appraising Resources and Capabilities

Having identified the principle resources and capabilities of an organization, how
do we appraise their potential for value creation? There are two fundamental issues:
first, how strategically important are the different resources and capabilities of the
firm and, second, how strong are the firm’s resources and capabilities relative to
those of its competitors’. Let us begin by considering how to appraise the strategic
importance of a firm’s resources and capabilities.

Appraising the Strategic Importance of Resources
and Capabilities

Strategically important resources and capabilities are those with the potential to
generate substantial streams of profit for the firm that owns them. This depends
on three factors: their potential to establish a competitive advantage, to sustain that
competitive advantage, and to appropriate the returns from the competitive advan-
tage. Each of these is determined by a number of resource characteristics. Figure 5.7
summarizes the key relationships.

Establishing Competitive Advantage For a resource or capability to establish
a competitive advantage, two conditions must be present:

® Relevance: A resource or capability must be relevant to the key success fac-
tors in the market—in particular, it must be capable of creating value for cus-
tomers. British coal mines produced some wonderful brass bands, but these
musical capabilities did little to assist the mines in meeting competition from
cheap imported coal and North Sea gas. As retail banking shifts toward auto-
mated teller machines and online transactions, so the retail branch networks
of the banks have become less relevant for customer service.

e Scarcity: If a resource or capability is widely available within the industry, it
may be necessary in order to compete but it will not be an adequate basis
for competitive advantage. In oil and gas exploration, technologies such as
directional drilling and 3-D seismic analysis are widely available—hence they
are “needed to play” but they are not “sufficient to win.”
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Sustaining Competitive Advantage Once established, competitive advantage
tends to erode; three characteristics of resources and capabilities determine the sus-
tainability of the competitive advantage they offer:

e Durability: The more durable a resource, the greater its ability to support

a competitive advantage over the long term. For most resources, including
capital equipment and proprietary technology, the quickening pace of tech-
nological innovation is shortening their life spans. Brands, on the other hand,
can show remarkable resilience to time. Heinz sauces, Kellogg’s cereals,
Guinness stout, Burberry raincoats, and Coca-Cola have been market leaders
for over a century.

Transferability: Competitive advantage is undermined by competitive imi-
tation. If resources and capabilities are transferable between firms—i.e.,

if they can be bought and sold—then any competitive advantage that is
based upon them will be eroded. Most resources—including most human
resources—can be bought and sold with little difficulty. Other resources and
most capabilities are immobile and not easily transferred. Some resources
are specific to certain locations and cannot be relocated. A competitive
advantage of the Laphroaig distillery and its 10-year-old, single malt whis-
key is its water spring on the Isle of Islay, which supplies water flavored by
peat and sea spray. Capabilities, because they combine multiple resources
embedded in an organization’s management systems, are also difficult to
move from one firm to another. Another barrier to transferability is limited
information regarding resource quality. In the case of human resources, hir-
ing decisions are typically based on very little knowledge of how the new
employee will perform. Sellers of resources have better information about
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the performance characteristics of resources than buyers do. This creates

a problem of adverse selection for buyers.? Jay Barney has shown that
different valuations of resources by firms can result in their being either
underpriced or overpriced, giving rise to differences in profitability between
firms.* Finally, resources are complementary: they are less productive when
detached from their original home. Typically brands lose value when trans-
ferred between companies: the purchase of European brands by Chinese
companies—Aquascutum by YGM, Cerruti by Trinity Ltd., Volvo by Geely,
and Ferretti by Weichai Group—risks eroding brand equity.

® Replicability: If a firm cannot buy a resource or capability, it must build it.
In financial services, most new product innovations can be imitated easily
by competitors. In retailing, too, competitive advantages that derive from
store layout, point-of-sale technology, and marketing methods are easy to
observe and easy to replicate. Capabilities based on complex organizational
routines are less easy to copy. Federal Express’s national, next-day delivery
service and Singapore Airlines’ superior inflight services are complex capa-
bilities based on carefully honed processes, well-developed HR practices, and
unique corporate cultures. Even when resources and capabilities can be cop-
ied, imitators are typically at a disadvantage to initiators.*

e Appropriating the returns to competitive advantage: Who gains the returns gener-
ated by superior resources and capabilities? Typically the owner of that resource
or capability. But ownership may not be clear-cut. Are organizational capabili-
ties owned by the employees who provide skills and effort or by the firm which
provides the processes and culture? In human-capital-intensive firms, there is
an ongoing struggle between employees and shareholders as to the division of
the rents arising from superior capabilities. As Strategy Capsule 5.6 describes,
bargaining between star employees and owners over the sharing of spoils is a
characteristic feature of both investment banking and professional sports. This
struggle is reminiscent of Karl Marx’s description of the conflict between labor
and capital to capture surplus value. The prevalence of partnerships (rather than
shareholder-owned companies) in law, accounting, and consulting firms is one
solution to the battle for rent appropriation. The less clear are property rights
in resources and capabilities, the greater the importance of relative bargaining
power in determining the division of returns between the firm and its members.
Also, the more deeply embedded are individual skills and knowledge within
organizational routines, and the more they depend on corporate systems and
reputation, the weaker the employee is relative to the firm.

Strategy Capsule 5.7 compares my approach to appraising the strategic impor-
tance of resources and capabilities with that of Jay Barney.

Appraising the Relative Strength of a Firm’s Resources
and Capabilities

Having established which resources and capabilities are strategically most important,
we need to assess how a firm measures up relative to its competitors. Making an
objective appraisal of a company’s resources and capabilities relative to its competi-
tors’ is difficult. Organizations frequently fall victim to past glories, hopes for the
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Investment banks are a fascinating arena to view the
conflict between employees and owners to appropriate
the returns to organizational capability. Goldman Sachs
possesses outstanding capabilities in merger and acqui-
sition services, underwriting and proprietary trading.
These capabilities combine employee skills, IT infrastruc-
ture, corporate reputation, and the company’s systems
and culture. All but the first of these are owned by the
company. However, the division of returns between
employees and owners suggests that employees have
the upper hand in appropriating rents (Table 5. 3).
Similarly in professional sport: star players are well
positioned to exploit the full value of their contribution
to their teams’ performance. The $23.5 million salary
paid to Kobe Bryant for the 2014/15 NBA season seems
likely to fully exploit his value to the Los Angeles Lakers.
So too CEOs: Disney's CEO, Robert Iger, was paid
$34.3 million in 2014. But determining how much Iger

contributed to Disney’s 2013 net income of $7.4 billion as
compared with that of Disney’s other 180,000 employees
is unknown.

The more organizational performance can be iden-
tified with the expertise of an individual employee, the
more mobile is that employee, and the more likely that
the employee’s skills can be deployed with another
firm, then the stronger is the bargaining position of
that employee.

Hence, the emphasis that many investment banks,
advertising agencies, and other professional service
firms give to team-based rather than individual skills.
“We believe our strength lies in . .. our unique team-
based approach,” declares audit firm Grant Thornton.
However, employees can reassert their bargain-
ing power through emphasizing team mobility: in
September 2010, most of UBS's energy team moved
to Citi.

TABLE 5.3 Profits, dividends, and employee compensation at Goldman Sachs

2009 2011 2013
Net profits $13,390m $4,442m $8,040m
Dividends to ordinary shareholders $579m $780m $988m
Total employee compensation $16,190m $12,200m $12,613m
Compensation per employee $498,000 $366,360 $383,374

future, and their own wishful thinking. The tendency toward hubris among compa-
nies, and their senior managers, means that business success often sows the seeds
of its own destruction.” Royal Bank of Scotland’s successful acquisition of NatWest
Bank was followed by an acquisition binge culminating in the disastrous takeover

of ABN Amro in 2007.2°

Benchmarking—the process of comparing one’s processes and performance
to those of other companies—offers an objective and quantitative way for a firm to
assess its resources and capabilities relative to its competitors’.?” The results can be
salutary: Xerox Corporation, a pioneer of benchmarking during the 1980s, observed
the massive superiority of its Japanese competitors in cost efficiency, quality, and
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STRATEGY CAPSULE 5.7

The approach outlined in this chapter for apprais-
ing the strategic importance of resources is an
alternative to the more widely used VRIO framework

developed by Jay Barney. Let me compare the two
approaches so that their similarities and differences
are apparent.

GRANT: Strategic
Importance Framework

BARNEY: VRIO

Framework Comparison

Establishing competitive advantage

- Relevance - Valuable Similar: both are concerned with creating
value for customers
- Scarcity - Rare Identical: scarcity = rareness

Sustaining competitive advantage

- Durability — No equivalent criterion in VRIO
- Transferability - Imitable Similar: imitating a resource or capability
- Replicability requires either buying it (i.e. transferring it) or

replicating it
Appropriating competitive advantage

- Appropriability - Organization Similar: being organized to capture value

implies the ability to appropriate value

Sources: The VRIO Framework is found in J. B. Barney, “Looking Inside for Competitive Advantage,’ Academy of
Management Executive 9 (1995): 49-61 and J. B. Barney and W. Hesterly, Strategic Management and Competitive
Advantage 5th edn. (Pearson, 2014).

new-product development. More recent evidence shows wide gaps in most indus-
tries between average practices and best practices.”

My own experience with companies points to the need for benchmarking to be
supplemented by more reflective approaches to recognizing strengths and weak-
nesses. As I indicated in relation to the earlier discussion of “Identifying Organizational
Capabilities,” it can be highly instructive to get groups of managers together to ask
them to identify things that the company has done well in recent years and things
that it has done badly, then to ask whether any patterns emerge.

Developing Strategy Implications

Our analysis so far—identifying resources and capabilities and appraising them in
terms of strategic importance and relative strength—can be summarized in the form
of a simple display (Figure 5.8).



FIGURE 5.8 The framework for appraising resources and capabilities
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Our key focus is on the two right-hand quadrants of Figure 5.8. How do we
exploit our key strengths most effectively? How can we address our key weaknesses
in terms of both reducing our vulnerability to them and correcting them? Finally,
what about our “inconsequential” strengths: are these really superfluous or are there
ways in which we can deploy them to greater effect? Let me offer a few suggestions.

Exploiting Key Strengths

The foremost task is to ensure that the firm’s critical strengths are deployed to the
greatest effect:

e If some of Walt Disney’s key strengths are the Disney brand, the worldwide
affection that children and their parents have for Disney characters, and the
company’s capabilities in the design and operation of theme parks, the impli-
cation is that Disney should not limit its themes park activities to six loca-
tions (Anaheim, Orlando, Paris, Tokyo, Hong Kong, and Shanghai); it should
open theme parks in other locations which have adequate market potential
for year-round attendance.

e If a core competence of quality newspapers such as the New York Times, the
Guardian (UK), and Le Monde (France) is their ability to interpret events and
identify emerging trends, can this capability be used as a basis for establishing
new businesses such as customized business intelligence and other types of con-
sulting in order to supplement their declining revenues from newspaper sales?

e If a company has few key strengths, this may suggest adopting a niche
strategy. Harley-Davidson’s key strength is its brand identity; its strategy has
been to focus upon traditionally styled, technologically backward, cruiser
motorcycles. British semiconductor company ARM is a technology leader in
RISC architecture; its strategy is highly focused: it licenses its microprocessor
designs for mobile devices worldwide.

Managing Key Weaknesses

What does a company do about its key weaknesses? It is tempting to counter
weaknesses with plans to upgrade existing resources and capabilities. However,
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converting weakness into strength is likely to be a long-term task for most compa-
nies. In the short to medium term, a company is likely to be stuck with the resources
and capabilities that it has inherited.

The most decisive, and often most successful, solution to weaknesses in key
functions is to outsource. Thus, in the automobile industry, companies have become
increasingly selective in the activities they perform internally. The trend toward ver-
tical deintegration is the result of companies concentrating on their key strengths
and outsourcing other activities. Across a range of activities specialist suppliers
have more highly developed capabilities than most companies. Hence the out-
sourcing of IT (to Accenture, IBM, Capgemini), logistics (to Exel, Kuehne + Nagle,
UPS), and food service (to Compass, Sodexo).

Some companies may be present in relatively few activities within their value
chains. In athletic shoes and clothing, Nike undertakes product design, market-
ing, and overall “systems integration,” but manufacturing, logistics, and many other
functions are contracted out. We shall consider the vertical scope of the firm in
greater depth in Chapter 11.

Clever strategy formulation can allow a firm to negate its vulnerability to key
weaknesses. Consider once more Harley-Davidson. It cannot compete with Honda,
Yamaha, and BMW on technology. The solution? It has made a virtue out of its
outmoded technology and traditional designs. Harley-Davidson’s old-fashioned,
push-rod engines, and recycled designs have become central to its retro-look
authenticity.

What about Superfluous Strengths?

What about those resources and capabilities where a company has particular
strengths that don’t appear to be important sources of sustainable competitive
advantage? One response may be selective divestment. If a retail bank has a strong
but increasingly underutilized branch network, it may be time to prune its real-estate
assets and invest in web-based customer services.

However, in the same way that companies can turn apparent weaknesses into
competitive strengths, so it is possible to develop innovative strategies that turn
apparently inconsequential strengths into key strategy differentiators. Edward Jones’
network of brokerage offices and 8000-strong sales force looked increasingly irrele-
vant in an era when brokerage transactions were going online. However, by empha-
sizing personal service, trustworthiness, and its traditional, conservative investment
virtues, Edward Jones has built a successful contrarian strategy based on its network
of local offices.”

In the fiercely competitive MBA market, business schools should also seek to dif-
ferentiate on the basis of idiosyncratic resources and capabilities. Georgetown’s Jesuit



heritage is not an obvious source of competitive advantage for its MBA programs.
Yet, the Jesuit approach to education is about developing the whole person; this
fits well with an emphasis on developing the values, integrity, and emotional intel-
ligence necessary to be a successful business leader. Similarly, Dartmouth College’s
location in the woods of New Hampshire far from any major business center is not
an obvious benefit to its business programs. However, Dartmouth’s Tuck Business
School has used the isolation and natural beauty of its locale to create an MBA
program that features unparalleled community and social involvement that fosters
personal development and close network ties.

The Industry Context of Resource Analysis

An important use of resource and capability analysis is in indicating the industry
and market segments that are best aligned with a firm’s strengths and weaknesses.
Appraising resources and capabilities on the basis of strategic importance and rela-
tive strength is highly sensitive to how we define the competitive environment of
the focal firm. Consider the case of Harley-Davidson: its greatest weakness is in
technology. Harley-Davidson would be ill advised to enter the performance motor-
cycle segment, where technology is a key success factor; its focus on heavyweight
cruiser motorcycles makes much more sense: in this segment technology is much
less important.

This implies that the results of any resource and capability analysis depend
critically upon how broadly or narrowly an industry is defined. In general, it is
best to define industries fairly broadly; otherwise, there is a risk our resource/
capability analysis will become limited by the focal firm’s existing strategy and
tend to ignore both threats from distant competitors and opportunities for new
strategic departures.

More generally, as with all strategy frameworks, we need to be alert to the limi-
tations of resource and capability analysis. Not only are our criteria of strategic
importance and relative strength context-dependent but also individual resources
and capabilities are themselves multidimensional aggregations. For example, a firm’s
manufacturing capability might be assessed in relation to efficiency, quality, and
flexibility. Hence, the resource and capability analysis as outlined in this chapter is
likely to be a fairly crude tool for appraising a firm’s potential for competitive advan-
tage. However, what it does offer is a systematic approach to describe and assess
an organization’s portfolio of resources and capabilities that can be subsequently
refined.

Strategy Capsule 5.8 provides an example of how the approach outlined in this
chapter can be applied to identify and appraise the resources and capabilities of
the Icelandair Group and indicate the potential to establish a competitive advantage
within the airline industry.
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STRATEGY CAPSULE 5.8

If the key success factor in the airline business is pro-
viding safe, reliable transportation between city pairs
at a competitive price, we can begin by identifying the
resources and capabilities needed to achieve that goal.
We can then use the value chain to fill out more system-
atically this list of resources and capabilities. Table 5.4
and Figure 5.9 show the major resources and capabilities
required in the airline business and assess Icelandair’s
position relative to a peer group of competitors.

In terms of strategy implications, a key resource that
distinguishes Icelandair is location: Iceland’s popula-
tion of 326,000 offers a passenger and freight market
that Icelandair can easily dominate, but is too small to
support an international airline. Hence, to achieve effi-
cient scale, Icelandair must (a) collaborate with other
firms and the Icelandic government to develop Iceland

as a tourist destination and (b) compete on North
Atlantic routes between European and North American
cities. For (b) to be viable, Icelandair needs to make
routes that involve a stopover at its Reykjavik hub com-
petitive with the point-to-point routes offered by the
major US and European airlines. This requires (a) using
Icelandair’s operational efficiency to undercut other
airlines on price and (b) exploiting Icelandair’s opera-
tional and customer service capabilities, its human
resource strengths, and the appeal of Reykjavik/Iceland
as a stopover to establish a differentiation advantage.
Icelandair’s strategy is encapsulated in its vision state-
ment: “To unlock Iceland’s potential as a year-round
destination, to strengthen Iceland’s position as a con-
necting hub and to maintain our focus on flexibility
and experience”

FIGURE 5.9 Icelandair’s resource and capability profile
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TABLE 5.4 The resources and capabilities of Icelandair Group

Strategic importance [1 to 10]

Icelandair’s relative strength [1 to 10]

Resources

Fleet

Financial resources
Location and
route network
Landing slots

Brand

Human resources

Capabilities

Flight operations

Cabin services

Maintenance

Planes are transferrable; main differen-
tiator is age of fleet [2]

Critical for (a) buying other resources
(b) surviving downturns [7]

Critical to market access and exploit-
ing network economies [9]

Key determinant of access to con-
gested airports [6]

Important indicator of quality and
reliability [5]

Human resources critical to most
capabilities [8]

Operational capabilities are critical to
cost efficiency and user satisfaction [9]

Critically important in business class;
less important in economy class [6]

Relevant to reliability and safety, but
easily outsourced [3]

Above-average age of fleet until new planes are
delivered in 2018-2021 [2]

Strong balance sheet; positive cash flow [8]

Tiny domestic market and inferior North Atlantic
routes [3]

Limited presence at the key capacity-constrained
airports of Europe and North America [3]

Lacks international prominence and still tainted
by former image as a “hippy airline” [4]
Well-educated, well-trained, and well-motivated
employees [8]

Strong record of operational efficiency, safety, and
flexibility; cost per average seat mile below that of
US and European legacy carriers [8]

Customer reviews suggest parity in business

class and superior quality/price combination in
economy [6]

Safety record and reliability performance suggest
super capability [7]

Marketing Important for building brand aware- A key element in Icelandair’s success in expanding
ness and stimulating demand [5] tourist traffic and market share of North Atlantic
market [8]
General Essential for developing and maintain- Icelandair has a dynamic, hands-on senior man-
management ing operational, customer service, agement team that supports a flexible and com-
marketing, and support capabilities [8] mitted approach to management [9]
Notes:

This exercise is for illustrative purposes only. The assessments provided are based upon the author’s perceptions, not upon
objective measurement.
Compared to peer group, comprising Norwegian, SAS, Lufthansa, British Airways, American, EasyJet, and WOW Air.
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Summary

We have shifted the focus of our attention from the external environment of the firm to its internal
environment. We have observed that internal resources and capabilities offer a sound basis for build-
ing strategy. Indeed, when a firm's external environment is in a state of flux, internal strengths are
likely to provide the primary basis upon which it can define its identity and its strategy.

In this chapter we have followed a systematic approach to identifying the resources and capabili-
ties that an organization has access to and then have appraised these resources and capabilities in
terms of their potential to offer a sustainable competitive advantage and, ultimately, to generate profit.

Having built a picture of an organization’s key resources and capabilities and having identified
areas of strength and weakness, we can then devise strategies through which the organization can
exploit its strengths and minimize its vulnerability to its weaknesses. Figure 5.10 summarizes the
main stages of our analysis.

In the course of the chapter, we have encountered a number of theoretical concepts and relation-
ships; however, the basic issues of resource and capability analysis are intensely practical. At its core,
resource and capability analysis asks what is distinctive about a firm in terms of what it can do better
than its competitors and what it cannot. This involves not only analysis of balance sheets, employee
competencies, and benchmarking data, but also insight into the values, ambitions, and traditions of
a company that shape its priorities and identity.

FIGURE 5.10 Summary: A framework for analyzing resources and capabilities
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Because the resources and capabilities of the firm form the foundation for building competitive
advantage, we shall return again and again to the concepts of this chapter. In the next chapter we
shall consider the organizational structure and management systems through which resources and
capabilities are deployed. In Chapter 7 we shall look more closely at the competitive advantages that
arise when resource and capability strengths intersect with key success factors. In Chapter 8 we shall
consider how companies build the capabilities needed to deal with the challenges of the future.

Self-Study Questions

1.

Since it was founded in 1994, Amazon has expanded its business from online book sales,
to online general retailing, to audio and video streaming, to e-readers and tablet comput-
ers, to cloud computing. Is Amazon’s strategy based primarily upon serving a market need
or primarily on exploiting its resources and capabilities?

The world’s leading typewriter manufacturers in the 1970s included Olivetti, Underwood,
IBM, Olympia, Remington, Smith Corona, and Brother Industries. While IBM and Brother
adapted to the microelectronics revolution, most of the others failed. What strategies
might these companies have pursued rather than entering the personal computer and
electronic work processing market?

I have argued that the part of discrepancy between firms’ stock market value and their
book value reflects the fact than intangible resources are typically undervalued or not
valued at all in their balance sheets. For the companies listed in Table 5.1, which types of
resource are likely to be absent or undervalued in the firms’ balance sheets?

Many companies announce in their corporate communications: “Our people are our great-
est resource.” In terms of the criteria listed in Figure 5.7, can employees be considered
of the utmost strategic importance? For Walmart, McDonald’s, and McKinsey & Company,
how important are employees to their competitive advantages?

The chapter argues that Apple’s key capabilities are product design and product develop-
ment which combine hardware technology, software engineering, aesthetics, ergonomics,
and cognitive awareness to create products with a superior user interface and unrivalled
market appeal. How easy would it be for Samsung to replicate these capabilities of Apple?

Given the profile of Icelandair’s resources and capabilities outlined in Strategic Capsule 5.8,
how might Icelandair best exploit its resources and capabilities to (a) expand passenger
numbers traveling to and from Iceland and (b) profitably grow its share of the North
Atlantic market?

Apply resource and capability analysis to your own business school. Begin by identifying
the resources and capabilities relevant to success in the market for business education,
appraise the resources and capabilities of your school, and then make strategy recommen-
dations regarding such matters as the programs to be offered and the overall positioning
and differentiation of the school and its offerings.

CHAPTER 5 ANALYZING RESOURCES AND CAPABILITIES
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Ultimately, there may be no long-term sustainable advantage other than the ability
to organize and manage.

—JAY GALBRAITH AND ED LAWLER

I'd rather have first-rate execution and second-rate strategy anytime than brilliant
ideas and mediocre management.

—JAMIE DIMON, CEO, JPMORGAN CHASE & CO.

Many people regard execution as detail work that's beneath the dignity of a
business leader. That's wrong. To the contrary, it's a leader’s most important job.

—LARRY BOSSIDY, FORMER CEO, HONEYWELL
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Introduction and Objectives

We spend a lot of our time strategizing: figuring out how we can best develop our careers; making
plans for a summer vacation; thinking about how to improve our sexual attractiveness. Most of these
strategies remain just wishful thinking: if strategy is to yield results, it must be backed by commit-
ment and translated into action.

The challenges of strategy implementation are much greater for organizations than for individuals.
Executing strategy requires the combined efforts of all the members of the organization. Many of those
implementing strategy will have played no role in its formulation; others will find that the strategy
conflicts with their own personal interests; some may not believe in the strategy. Even without these
impediments, there is the simple truth that implementation tends to be neglected because it requires
commitment, persistence, and hard work. "How many meetings have you attended where people left
without firm conclusions about who would do what and when?”asks super-consultant, Ram Charan.!

We begin with the management systems through link strategy to action. As we shall see, formal
strategic planning systems may not be particularly effective at formulating strategy; their primary
value is in creating a mechanism for linking strategy to a system of implementation that involves
operational planning, target setting, and resource allocation.

However, the challenge of strategy implementation goes beyond the tasks of operationalizing
strategic decisions. The way in which a company organizes itself is fundamental to the effectiveness
of its strategic management. Hence, a wider goal of this chapter is to introduce the concepts needed
to understand the challenge of organizing and to provide a framework for designing organizational
structure. Finally, we shall consider not just the role of organizational structure but also the informal
aspects of an organization's social structure, namely its organizational culture.

The broader aim of this chapter is to introduce the fundamentals of strategy implementation: the
basic aspects of organizational structure and systems that determine the effectiveness with which
strategy is executed. In subsequent chapters we shall consider strategy implementation in particular
business contexts. For example, Chapter 8 discusses the management of strategic change; Chapter 9
considers the organizational conditions conducive to innovation; Chapter 10 considers organizing to
compete in mature industries; Chapter 12 examines the structure and systems of the multinational
corporation; Chapter 14 deals with organizing the multibusiness company; Chapter 15 discusses the
role of mergers, acquisitions, and alliances in strategy implementation.

By the time you have completed this chapter, you will be able to:

# Understand how strategic planning links to operational planning, performance manage-
ment, and resource allocation in implementing strategy.

o Appreciate the basic principles that determine the structural characteristics of complex
human organizations.

o Select the organizational structure best suited to a particular business context.

o Recognize how companies have been changing their organizational structures in recent
years and the forces driving these changes.
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From Strategy to Execution

Strategic management has conventionally been viewed as a two-stage process:
first, formulation, then implementation. As we observed in Chapter 1, the notion
of strategic management as a top-down process in which top management for-
mulates then the lower levels of the organization implement has been challenged
by Henry Mintzberg. His strategy-as-process view recognized that in the course
of implementation the intended strategy is reformulated and redirected by the
emergent strategy.*

The notion that strategic management can be separated into self-contained for-
mulation and implementation stages is wrong. The intended strategy of any organi-
zation is inevitably incomplete: it comprises goals, directions, and priorities, but it
can never be a comprehensive plan. It is during the implementation phase that the
gaps are filled in and, because circumstances change and unforeseen issues arise,
inevitably the strategy changes. At the same time, strategy formulation must take
account of the conditions of implementation. The observation “Great strategy; lousy
implementation” is typically a misdiagnosis of strategic failure: a strategy which
has been formulated without taking account of its ability to be implemented is a
poorly formulated strategy. The conventional formulation-implementation sequence
is summed up in the adage “Structure follows strategy.” Yet, management guru Tom
Peters argues the reverse:® for Domino’s Pizza, with its global network of 8000
franchised outlets, or Amway, with its pyramid of commission-based, independent
distributors, the structure is the strategy.

Clearly, strategy formulation and implementation are interdependent. Nevertheless,
the fact remains that purposeful behavior requires that action must be preceded by
intention. Hence, a feature of all the strategic planning systems that I have encountered
is recognition that a strategy cannot be implemented until it has been formulated. In
these strategy processes, formulation is linked to implementation by systems of opera-
tional planning, performance management, and resource allocation.

The Strategic Planning System: Linking Strategy to Action

Our outline of the development of strategic management in Chapter 1 (see “A Brief
History of Business Strategy”) indicated that companies adopted corporate plan-
ning, not to formulate strategy but to facilitate coordination and control in increas-
ingly large and complex organizations.

Similarly with entrepreneurial start-ups. When Steve Jobs and Steve Wozniak
founded Apple Computer at the beginning of 1977, strategy was developed in their
heads and through their conversation. A written articulation of Apple’s strategy did
not appear until they needed to write a business plan in order to attract venture
capital funding.* However, Apple did not adopt a systematic strategic planning pro-
cess until several years later when it needed to establish capital expenditure budgets
for its different functions and product teams and link strategy to day-to-day decision
making.

Thus, Mintzberg’s claim that formalized strategic planning is a poor way to make
strategy, even if it is right, fails to recognize the real value of strategic planning sys-
tems. As we shall see, strategic planning systems play an important role in building
consensus, communicating the strategy and its rationale throughout the organization,
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allocating resources to support the strategy, and establishing performance goals to
guide and motivate the individuals and groups responsible for carrying out the
strategy.

The Annual Strategic Planning Cycle Most large companies have a regular
(normally annual, sometimes bi-annual) strategic planning process that results in a
document that is endorsed by the board of directors and provides a development
plan for the company for the next three to five years. The strategic planning process
is a systematized approach that assembles information, shares perceptions, conducts
analysis, reaches decisions, ensures consistency among those decisions, and com-
mits managers to courses of action and performance targets.

Strategic planning processes vary between organizations. At some it is highly
centralized. Even after an entrepreneurial start-up has grown into a large com-
pany, strategy making may remain the preserve of the chief executive. At MCI
Communications, former CEO Orville Wright observed: “We do it strictly top-
down at MCL” However, at most large companies, the strategic planning
process involves a combination of top-down direction and bottom-up initiatives.®

Figure 6.1 shows a typical strategic planning cycle. The principal stages are:

1. Setting the context: guidelines, forecasts, assumptions. The CEO typically initi-
ates the process by indicating strategic priorities—these will be influenced by
the outcome of the previous performance reviews. In addition, the strategic
planning unit may provide assumptions or forecasts that offer a common basis
for strategic planning by different units within the organization. For example,
the 2014-2017 strategic plan of the Ttalian oil and gas company Eni was built
upon (a) the goal of increasing free cash flow by expanding petroleum produc-
tion and rationalizing downstream activities and (b) assumptions that the price
of crude would average $90 per barrel and the dollar/euro exchange rate would
average 1.3.7

FIGURE 6.1 The generic annual strategic planning cycle
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2. Business plans. On the basis of these priorities and planning assumptions, the
different organizational units—product divisions, functional departments, and
geographical units—create strategic plans which are then presented for com-
ment and discussion to top management. This dialogue represents a critically
important feature of the strategy system: it provides a process for sharing knowl-
edge, communicating ideas, and reaching consensus. This process may be more
important than the strategic plans that are created. As General (Iater President)
Dwight Eisenhower observed: “Plans are nothing; planning is everything.” At
Eni, business plans were created for each of Eni’s major divisions: exploration
and production, gas and power, and refining and marketing.

3. The corporate plan. Once agreed, the business plans are then integrated to cre-
ate the corporate strategic plan that is then presented to the board for approval.

4. Capital expenditure budgets. Capital expenditure budgets link strategy to
resource allocation. They are established through both top-down and bottom-
up initiatives. When organizational units prepare their business plans, they will
indicate the major projects they plan to undertake during the strategic planning
period and the capital expenditures involved. When top management aggre-
gates business plans to create the corporate plan, it establishes capital expendi-
ture budgets both for the company as a whole and for the individual businesses.
The businesses then submit capital expenditure requests for specific projects
that are evaluated through standard appraisal methodologies, typically using
risk-adjusted discounted cash flow analysis. Capital expenditure approvals take
place at different levels of a company according to their size. Projects of up to
$5 million might be approved by a business unit head; projects of up to
$25 million might be approved by divisional top management; larger projects
might need to be approved by the top management committee; the biggest
projects may require approval by the board of directors. Eni’s strategic plan for
2014-2017 established a capital expenditure budget of €54 billion, of which
€44.4 billion would go to exploration and production.

5. Operational plans and performance targetls. Implementing strategy requires
breaking down strategic plans into a series of shorter-term plans that provide
a focus for action and a basis for performance monitoring. At the basis of the
annual operating plan are a set of performance targets derived from the stra-
tegic plan. These performance targets are both financial (sales growth, mar-
gins, return on capital) and operational (inventory turns, defect rates, number
of new outlets opened). In the section on “Setting Performance Targets” in
Chapter 2, T outlined the basic cascading logic for goal setting: overall goals
of the organization are disaggregated into more specific performance goals as
we move down the organization. As Chapter 2 shows, this can use either a
simple financial disaggregation or the balanced scorecard methodology. There
is nothing new about this approach: management by objectives (the pro-
cess of participative goal setting) was proposed by Peter Drucker in 1954.%
Performance targets can be built into the annual operating budget. The oper-
ating budget is a pro forma profit-and-loss statement for the company as a
whole and for individual divisions and business units for the upcoming year.
It is usually divided into quarters and months to permit continual monitoring
and the early identification of variances. The operating budget is part forecast
and part target. Each business typically prepares an operating budget for the
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following year that is then discussed with the top management committee and,
if acceptable, approved. In some organizations the budgeting process is part
of the strategic planning system: the operating budget is the first year of the
strategic plans; in others, budgeting follows strategic planning. Operational
planning is more than setting performance targets and agreeing budgets; it
also involves planning specific activities. As Bossidy and Charan explain: “An
operating plan includes the programs your business is going to complete
within one year ... Among these programs are product launches; the market-
ing plan; a sales plan that takes advantage of market opportunities; a manu-
facturing plan that stipulates production outputs; and a productivity plan that
improves efficiency.”

Organizational Design: The Fundamentals of Organizing

Implementing strategy is not just about strategic planning processes and linking
them to goal setting, operational activities, and resource allocation. Strategy imple-
mentation encompasses the entire design of the organization. How a firm is orga-
nized determines its capacity for action. We saw in the previous chapter that the
design of processes and structures is fundamental to organizational capabilities. The
same is true in war: from the conquests of the Roman legions, to the one-sided out-
come of the Franco-Prussian War (1871) and the Israeli victories in the Six-Day War
(1967) and Yom Kippur War (1973), organizational superiority has played a critical
role in military success.

Business enterprises come in many shapes and sizes. Samsung Corporation and
Louie’s Sandwich Bar on 32nd Street, New York share few organizational com-
monalities. When we include social enterprises, we expand the range of organiza-
tions even further. Yet, almost all organizations begin as tiny start-ups that involve
merely the ambition and efforts of an individual or a small group of people. Strategy
Capsule 6.1 summarizes some of the key developments in the development of the
business corporation.

Despite their diversity, all business enterprises face the same challenge of design-
ing structures and systems that match the particular circumstances of their own situ-
ation. In the same way that strategic management is a quest for unique solutions to
the matching of internal resources and capabilities to external business opportunity,
so organizational design is about selecting structures, systems, and management
styles that can best implement such strategies. To establish principles, guidelines,
and criteria for designing business organizations we need to consider the fundamen-
tal challenges of organizing.

To design a firm we must first recognize what it is supposed to do. According to
Henry Mintzberg:

Every organized human activity—from making pots to placing a man on the
moon—gives rise to two fundamental and opposing requirements: the division
of labor into various tasks, and the coordination of these tasks to accomplish the
activity. The structure of the organization can be defined simply as the ways in
which labor is divided into distinct tasks and coordination is achieved among these
tasks.'
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Specialization and Division of Labor

Firms exist because of their efficiency advantages in producing goods and services.
The fundamental source of efficiency is specialization through the division of labor
into separate tasks. Consider Adam Smith’s description of pin manufacture:

One man draws out the wire, another straightens it, a third cuts it, a fourth points
it, a fifth grinds it at the top for receiving the head; to make the head requires two
or three distinct operations; to put it on is a peculiar business, to whiten the pins
is another; it is even a trade by itself to put them into the papers."

Smith’s pin makers produced about 4800 pins per person each day. “But if they
had all wrought separately and independently, and without any of them having been
educated to this peculiar business, they certainly could not each have made 20, per-
haps not one pin, in a day.” Henry Ford’s assembly-line system introduced in 1913
was based on the same principle. Between the end of 1912 and early 1914 the time
taken to assemble a Model T fell from 106 hours to six hours.

But specialization comes at a cost. The more a production process is divided
between different specialists, the more complex is the challenge of integrating
their separate efforts. The more volatile and unstable the external environment,
the greater the number of decisions that need to be made and the greater are the
coordination costs. Hence, the more stable the environment, the greater the optimal
division of labor. This is true both for firms and for entire societies. Civilizations are
built on an increased division of labor, which is only possible through stability. As
the recent histories of Somalia, Syria, and the Congo have demonstrated so tragically,
once chaos reigns, societies regress toward subsistence mode, where each family
unit must be self-sufficient.

The Cooperation Problem

Integrating the efforts of specialist individuals involves two organizational problems:
first, there is the cooperation problem—that of aligning the interests of individuals
who have divergent goals—second, the coordination problem—even in the absence
of goal conflict, how do individuals harmonize their different activities?

The economics literature analyzes cooperation problems arising from goal mis-
alignment as the agency problem."? An agency relationship exists when one
party (the principal) contracts with another party (the agent) to act on behalf of
the principal. The problem is ensuring that the agent acts in the principal’s interest.
Within the firm, the major agency problem is between owners (shareholders) and
managers. The problem of ensuring that managers operate companies to maximize
shareholder wealth is at the center of the corporate governance debate. During
the 1990s, changes in top management remuneration—in particular the increasing
use of stock options—were intended to align the interests of managers with those
of shareholders. However, it seems that bonus and stock option plans offer perverse
incentives: encouraging either an emphasis on short-term over long-term profit-
ability or even the manipulation of reported earnings (e.g., Enron, WorldCom)."?

Agency problems exist throughout the hierarchy. For individual employees,
systems of incentives, monitoring, and appraisal encourage them to pursue organi-
zational goals rather than doing their own thing or simply shirking. In addition, the
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STRATEGY CAPSULE 6.1

The large corporation, the dominant feature of the
advanced capitalist economy, is of recent origin. At the
beginning of the 19th century, most production, even
in Britain, the most industrially advanced economy of
the time, was undertaken by individuals and by fami-
lies working in their own homes. In the US, the biggest
business organizations in the mid-19th century were
family-owned farms, especially some of the large plan-
tations of the South.? The business corporation, one of
the greatest innovations of modern society, resulted
from two main sources: legal development and orga-
nizational innovation.

A corporation is an enterprise that has a legal iden-
tity: it can own property, enter into contracts, sue, and
be sued. The first corporations were created by royal
decree, notably the colonial trading companies: the
British East India Company (1600), the Dutch East India
Company (1602), and Hudson’s Bay Company (1670).
The introduction of limited liability during the mid-19th
century, protected shareholders from corporate debts
thereby pemitting large-scale equity financing.®

During the 19th century, most ideas about orga-
nization and management derived from the biggest
organizations of that time: European armies. General
von Moltke's organization of the Prussian army into divi-
sions and general staff functions during the 1860s pro-
vided the basic model for large industrial corporations.©
However, toward the end of the 19th century organiza-
tional developments in the US encouraged new think-
ing about business administration which would form
the basis of “the second industrial revolution”:

& Line-and-Staff Structure: lLack of transportation
and communication meant that most companies
operated in just one place. The railroad and the
telegraph changed all that. In the US, the railroad
companies were the first to create geographi-
cally separate operating units managed by an

administrative headquarters. “Line” employees
were engaged in operational tasks within oper-
ating units; “staff” comprised administrators and
functional specialists located at head office. These
simple line-and-staff structures developed into
more complex functional structures; companies
such as Sears Roebuck & Co. and Shell Transport
and Trading managed numerous operating units
with large functionally specialized headquarters.

The holding company was a financial structure cre-
ated by a parent company acquiring controlling
equity stakes in a number of subsidiary companies.
Its management structures were simple: the parent
appointed the board of directors of the subsidiar-
ies and received dividends, but otherwise there
was little integration or overall managerial control.
The holding company structure allows entrepre-
neurs such as Richard Branson and families such
as the Tata family of India to control large business
empires without the need for either the capital or
the management structure required by an inte-
grated corporation.

The multidivisional corporation: During the 1920s, the
multidivisional form began to replace both central-
ized, functional structures and loose-knit holding
companies. At DuPont, increasing size and a widen-
ing product range strained the functional structure
and overloaded top management. The solution
devised by Pierre Du Pont was to decentralize: 10
product divisions were created, each with their own
sales, R & D, and support activities. The corporate
head office headed by an executive committee
took responsibility for coordination, strategy, and
resource allocation® Soon after, General Motors,
a loose holding company built by acquisition,
adopted a similar structure to solve its problems of
weak financial control and a confused product line.
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FIGURE 6.2 General Motors Corporation: Organizational structure, 1921
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The new structure (shown in Figure 6.2) divided
decision making between the division heads, each
responsible for their division's operations and per-
formance, and the president, as head of the general
office and responsible for the corporation’s devel-
opment and control. During the next 50 years, the
multidivisional structure became the dominant

organizational form for large corporations.

During recent decades, international expansion
has been the dominant source of corporate growth.
Industry after industry has been transformed by the
emergence of global giants: Arcelor Mittal in steel,
AB-Inbev in beer, Toyota in automobiles, McDonald's
in fast food. Yet, despite the incredible success of the
shareholder-owned corporations, other business forms
continue to exist. Some sectors—agriculture, retailing,
and many service industries—are dominated by family

firms and individual proprietorships; partnerships pre-
dominate in professional service industries such as law;
cooperatives are prominent in some sectors, especially
agriculture; despite the privatization trend of the 1990s,
state-owned enterprises are highly influential. Saudi
Aramco, Indian Railways, China Mobile, China National
Petroleum, and Royal Bank of Scotland are all industry
leaders that are majority state-owned.

Notes:

°A. D. Chandler, The Visible Hand: The Managerial Revolution in
American Business (Cambridge, MA: MIT Press, 1977): Chapter 2.
®J. Micklethwait and A. Wooldridge, The Company: A Short
History of a Revolutionary Idea (New York: Modern Library, 2005).
“R. Stark, Sociology, 10th edn. (Belmont, CA: Wadsworth, 2006).
9A. D. Chandler, Strategy and Structure (Cambridge: MIT Press,
1962):382-3.

¢A. P. Sloan, My Years with General Motors (London: Sidgwick &
Jackson, 1963): 42-56.
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organization structure may cause organizational goals to fragment. Each depart-
ment tends to create its own subgoals that conflict with those of other depart-
ments. The classic conflicts are between different functions: sales wishes to please
customers, production wishes to maximize output, R & D wants to introduce mind-
blowing new products, while finance worries about profit and loss.

Several mechanisms are available to management for achieving goal alignment
within organizations:

e Control mechanisms typically operate through hierarchical supervision.
Managers supervise the behavior and performance of subordinates who must
seek approval for actions that lie outside their defined area of discretion.
Control is enforced through positive and negative incentives: the primary
positive incentive is the opportunity for promotion up the hierarchy; negative
incentives are dismissal and demotion.

® Performance incentives link rewards to output: they include piece rates for
production workers and profit bonuses for executives. Such performance-
related incentives have two main benefits: first, they are high powered—they
relate rewards directly to output—and, second, they economize on the need
for costly monitoring and supervision of employees. Pay-for-performance
becomes more difficult when employees work in teams or on activities
where output is difficult to measure.

e Shared values. Some organizations are able to achieve high levels of coopera-
tion and low levels of goal conflict without extensive control mechanisms
or performance-related incentives. Churches, charities, clubs, and voluntary
organizations typically display a commonality of values among members
that supports common purpose. Similarly for business enterprises, as we saw
in Chapter 2 (see pp. 52-53), shared values encourage the perceptions and
views of organizational members to converge, which facilitates consensus,
averts conflict and enhances firm performance.'* In doing so shared values
can act as a control mechanism that is an alternative to bureaucratic control
or financial incentives. An organization’s values are one component of its
culture. Strategy Capsule 6.2 discusses the role of organizational culture for
aligning individual actions with company strategy.

e Persuasion. Implementing strategy requires leadership and at the heart of
leadership is persuasion. For J.-C. Spender, language is central, both to the
conceptualization of strategy and to its implementation.” The effectiveness
of all leaders—political, military, religious, and business—is dependent upon
their ability to influence the behavior of others. The use of language for the
purposes of persuasion is the art of rhetoric. Management rhetoric is not
simply about communicating strategy; it is about changing the perceptions
of organizational members, their relationships with the organization, and,
ultimately, guiding their actions to actualize the strategy under conditions of
uncertainty and ambiguity.

The Coordination Problem

The desire to cooperate is not enough to ensure that organizational members inte-
grate their efforts—it is not a lack of a common goal that causes Olympic relay teams
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Corporate culture comprises the beliefs, values, and
behavioral norms of the company, which influence
how employees think and behave? It is manifest in
symbols, ceremonies, social practices, rites, vocabulary,
and dress. While shared values are effective in align-
ing the goals of organizational members, culture as a
whole exercises a wider influence on an organization’s
capacity for purposeful action. Organizational culture is
a complex phenomenon. It is influenced by the exter-
nal environment—in particular the national and ethnic
cultures within which the firm is embedded. It may also
be influenced by the social and professional cultures
of organizational members. Most of all, it is a product of
the organization's history: the founder’s personality and
beliefs tend to be especially influential. For example, the
corporate culture of Walt Disney Company continues to
reflect the values, aspirations, and personal style of Walt
Disney. A corporate culture is seldom homogeneous:
different cultures may be evident in the research lab, in
sales, and within the accounting department.

Culture can facilitate both cooperation and coor-
dination. In companies such as Starbucks, Shell,
Nintendo, and Google, strong corporate cultures cre-
ate a sense of identity among employees that supports
communication and organizational routines. However,
culture can also impede strategy implementation.
Cultures can also be divisive and dysfunctional. At the
British bank NatWest during the 1990s, John Weeks
identified a“culture of complaining”which was a barrier
to top-down strategy initiatives A culture is likely to
support some types of corporate action but handicap
others. Salomon Brothers (now part of Citigroup) was
renowned for its individualistic, internally competitive
culture that reinforced drive and individual effort but
did little to support cooperation. The culture of the
British Broadcasting Corporation (BBC) reflects internal
politicization, professional values, internal suspicion,

and a dedication to the public good, but without a
strong sense of customer focus.©

Cultures take a long time to develop and can-
not easily be changed. As the external environment
changes, a highly effective culture may become dys-
functional. The police forces of many US cities have
developed cultures of professionalism and militarism,
which increased their effectiveness in fighting crime,
but also contributed to problems of isolation and unre-
sponsiveness to community needs.?

Culture is probably the single most powerful deter-
minant of how an organization behaves—according to
Peter Drucker, “Culture eats strategy for breakfast!" Yet,
culture is far from being a flexible management tool at
the disposal of chief executives. Culture is a property
of the organization as a whole, which is not amenable
to top management manipulation. CEOs inherit rather
than create the culture of their organizations. The key
issue is to recognize the culture of the organization
and to ensure that structure and systems work with
the culture and not against it. Where organizational
culture supports strategy, it can be very valuable. First,
it is cheap: as a control device it saves on the costs of
monitoring and financial incentives; second, it permits
flexibility: when individuals internalize the goals and
principles of the organization, they can be allowed to
use their initiative and creativity in their work.

Notes:

°E. H. Schein, “Organizational Culture," American Psychologist 45
(1990): 109-19.

®J. Weeks, Unpopular Culture: The Ritual of Complaint in a British
Bank (Chicago: University of Chicago Press, 2004).

<T. Burns, The BBC: Public Institution and Private World (London:
Macmillan, 1977).

9“Policing: Don't Shoot,’ Economist (December 13, 2014): 37.

¢J. Weeks, “On Management: Culture Eats Strategy,” Manage-
ment Today (June 2006).
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to drop the baton. Unless individuals can find ways of coordinating their efforts, pro-
duction doesn’t happen. As we have already seen in our discussion of organizational
capabilities, the exceptional performance of Walmart, the Cirque du Soleil, and the
US Marine Corps Band derives less from the skills of the individual members as from
superb coordination between them. Among the mechanism for coordination, the fol-
lowing can be found in all firms:

® Rules and directives: A basic feature of the firm is the existence of general
employment contracts under which individuals agree to perform a range
of duties as required by their employer. This allows managers to exercise
authority by means of general rules (“Secret agents on overseas missions will
have essential expenses reimbursed only on production of original receipts”)
and specific directives (“Miss Moneypenny, show Mr Bond his new tooth-
brush with 4G communication and a concealed death ray”).

® Routines: Where activities are performed recurrently, coordination based on
mutual adjustment and rules becomes institutionalized within organizational
routines. As we noted in the previous chapter, these “regular and predict-
able sequences of coordinated actions by individuals” are fundamental to
the operation of organizational processes and provide the foundation of
organizational capability. If organizations are to perform complex activi-
ties efficiently and reliably, rules, directives, and mutual adjustments are not
enough—coordination must become embedded in routines.

® Mutual adjustment: The simplest form of coordination involves the mutual
adjustment of individuals engaged in related tasks. In soccer or doubles
tennis, players coordinate their actions spontaneously without direction or
established routines. Such mutual adjustment occurs in leaderless teams
and is especially suited to novel tasks where routinization is not feasible.

The relative roles of these different coordination devices depend on the types
of activity being performed and the intensity of collaboration required. Rules are
highly efficient for activities where standardized outcomes are required—most
quality-control procedures involve the application of simple rules. Routines are
essential for activities where close interdependence exists between individuals,
be the activity a basic production task (supplying customers at Starbucks) or more
complex (performing a heart bypass operation). Mutual adjustment works best
for non-standardized tasks (such as problem solving) where those involved are
well informed of the actions of their co-workers, either because they are in close
visual contact (a chef de cuisine and his/her sous chefs) or because of informa-
tion exchange (designers using interactive CAD software).

Hierarchy in Organizational Design

Hierarchy is the fundamental feature of organizational structure. It is the primary
means by which companies achieve specialization, coordination, and cooperation.
Despite the negative images that hierarchy often conveys, it is a feature of all com-
plex human organizations and is essential for efficiency and flexibility. The critical
issue is not whether to organize by hierarchy—there is little alternative—but how
the hierarchy should be structured and how its various parts should be linked.
Hierarchy can be viewed both as a system of control based upon relationships of
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authority and as a system of coordination where hierarchy is a means of achieving
efficiency and adaptation.

Hierarchy as Control: Bureaucracy Hierarchy is an organizational system in
which individuals are positioned at different vertical levels. At each level, members
of the organization report to their superior, and have subordinates to supervise and
monitor. Hierarchy offers a solution to the problem of cooperation through the
imposition of top-down control.

As a formalized administrative system for exercising centralized power, hierarchy
was the basis of the government system of the Ch’in dynasty of China in the late
third century Bc and, since then, has been a feature of all large organizations in the
fields of public administration, religion, and the military. For Max Weber, “the father
of organizational theory,” hierarchy was the central feature of his system of bureau-
cracy which involved: “each lower office under the control and supervision of a
higher one”; a “systematic division of labor”; formalization in writing of “administra-
tive acts, decisions, and rules”; and work governed by standardized rules and oper-
ating procedures, where authority is based on “belief in the legality of enacted rules
and the right of those elevated to authority under such rules to issue commands.”*

Weber’s preference for rationality and efficiency over cronyism and personal
use of hierarchical authority typical of his time encouraged organizational designs
that sought safeguards against human traits such as emotion, creativity, fellowship,
and idiosyncrasies of personality. As a result bureaucratic organizations have been
referred to as mechanistic'” or as machine bureaucracies.”

Hierarchy as Coordination: Modularity ~Almost all complex systems are orga-
nized as hierarchies where elements combine to form components which them-
selves combine to form more complex entities:"

® The human body comprises subsystems such as the respiratory system, ner-
vous system, and digestive system, each of which consists of organs, each of
which is made up of individual cells.

e The physical universe is hierarchy with galaxies at the top, below them are
solar systems and we can continue down all the way to atoms and further to
of subatomic particles.

e Social systems comprise individuals, families, communities, and nations.

e A novel is organized by chapters, paragraphs, sentences, words, and letters.

Viewing organizations as natural hierarchies rather than as systems of vertical
control points to the advantages of hierarchical structures in coordinating produc-
tive activities:

® FEconomizing on coordination: Suppose we launch a consulting firm with
five partners. If we structure the firm as a “self-organized team” where coor-
dination is by mutual adjustment (Figure 6.3a), 10 bilateral interactions must
be managed. Alternatively, if we appoint the partner with the biggest feet as
managing partner (Figure 6.3b), there are only four relationships to be man-
aged. Of course, this says nothing about the quality of the coordination: for
routine tasks such as assigning partners to projects, the hierarchical structure
is clearly advantageous; for complex problem solving, the partners are better
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FIGURE 6.3 How hierarchy economizes on coordination
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reverting to a self-organizing team to thrash out a solution. The larger the
number of organizational members, the greater the efficiency benefits from
organizing hierarchically. Microsoft’s Windows 8 development team involved
about 3200 software development engineers, test engineers, and program
managers. These were organized into 35 “feature teams,” each of which
was divided into a number of component teams. As a result, each engineer
needed to coordinate only with the members of his or her immediate team.
The modular structure of the Windows 8 development team mirrors the mod-
ular structure of the product.

® Adaptability: Hierarchical, modular systems can evolve more rapidly than
unitary systems. This adaptability requires decomposability: the ability of each
component subsystem to operate with some measure of independence from
the other subsystems. Modular systems that allow significant independence
for each module are referred to as loosely coupled.*® The modular structure
of Windows 8 enabled a single feature team to introduce innovative product
features and innovative software solutions without the need to coordinate
with all 34 other teams. The key requirement is that the different modules
must fit together—this requires a standardized interface. The multidivisional
firm is a modular structure. At Procter & Gamble, decisions about develop-
ing new shampoos can be made by the Beauty, Hair and Personal Care sec-
tor without involving P&G’s other three sectors (Baby, Feminine and Family
Care; Fabric and Home Care; and Health and Grooming). A divisional struc-
ture also makes it easier for P&G to add new businesses (Gillette, Wella) and
to divest them (Folgers Coffee, Pringles, pet foods, Duracell batteries).*

Contingency Approaches to Organization Design

Like strategy, organizational design has been afflicted by the quest to find the “best”
way of organizing. During the first half of the 20th century, bureaucracy and scien-
tific management were believed to be the best way of organizing. During the 1950s
and 1960s, the human relations school recognized that cooperation and coordina-
tion within organizations was about social relationships, which bureaucracy stifled
through inertia and alienation: “Theory X” had been challenged by “Theory Y.”#
However, empirical studies pointed to different organizational characteristics being
suited to different circumstances. Among Scottish engineering companies, Burns and
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TABLE 6.1 Mechanistic versus organic organizational forms

Feature Mechanistic forms Organic forms

Task definition Rigid and highly specialized Flexible and broadly defined

Coordination and control Rules and directives vertically imposed Mutual adjustment, common culture

Communication Vertical Vertical and horizontal

Knowledge Centralized Dispersed

Commitment and loyalty To immediate superior To the organization and its goals

Environmental context Stable with low technologjical Dynamic with significant technological
uncertainty uncertainty and ambiguity

Source: Adapted from Richard Butler, Designing Organizations: A Decision-Making Perspective (London: Routledge, 1991): 76, by permission
of Cengage Learning.

Stalker found that firms in stable environments had mechanistic forms, characterized
by bureaucracy; those in less stable markets had organic forms that were less formal
and more flexible.?® Table 6.1 contrasts key characteristics of the two forms.

By the 1970s, contingency theory—the idea there was no one best way to orga-
nize; it depended upon the strategy being pursued, the technology employed, and
the surrounding environment—had become widely accepted.? Although Google
and McDonald’s are of similar sizes in terms of revenue, their structures and systems
are very different. McDonald’s is highly bureaucratized: high levels of job special-
ization, formal systems, and a strong emphasis on rules and procedures. Google
emphasizes informality, low job specialization, horizontal communication, and the
importance of principles over rules. These differences reflect differences in strategy,
technology, human resources, and the dynamism of the business environments that
each firm occupies. In general, the more standardized goods or services (beverage
cans, blood tests, or haircuts for army inductees) are and the more stable the envi-
ronment is, the greater are the efficiency advantages of the bureaucratic model with
its standard operating procedures and high levels of specialization. Once markets
become turbulent, or innovation becomes desirable, or buyers require customized
products—then the bureaucratic model breaks down.

These contingency factors also cause functions within companies to be orga-
nized differently. Stable, standardized activities such as payroll, treasury, taxation,
customer support, and purchasing activities tend to operate well when organized
along bureaucratic principles; research, new product development, marketing, and
strategic planning require more organic modes of organization.

As the business environment has become increasingly turbulent, the trend has
been toward organic approaches to organizing, which have tended to displace more
bureaucratic approaches. Since the mid-1980s, almost all large companies have
made strenuous efforts to restructure and reorganize in order to achieve greater flex-
ibility and responsiveness. Within their multidivisional structures, companies have
decentralized decision making, reduced their number of hierarchical layers, shrunk
headquarters staffs, emphasized horizontal rather than vertical communication, and
shifted the emphasis of control from supervision to accountability.

However, the trend has not been one way. The financial crisis of 2008 and its after-
math have caused many companies to reimpose top-down control. Greater aware-
ness of the need to manage financial, environmental, and political risks in sectors
such as financial services, petroleum, and mining have also reinforced centralized
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control and reliance on rules. It is possible that the cycles of centralization and
decentralization that many companies exhibit are a means by which they balance the
tradeoff between integration and flexible responsiveness.”

Developments in ICT have worked in different directions. In some cases the auto-
mation of processes has permitted their centralization and bureaucratization (think of
the customer service activities of your bank or telecom supplier). In other areas, ICT
has encouraged informal approaches to coordination. The huge leaps in the avail-
ability of information available to organizational members and the ease with which
they can communicate with one another has increased vastly the capacity for mutual
adjustment without the need for intensive hierarchical guidance and leadership.

Organizational Design: Choosing the Right Structure

We have established that the basic feature of organizations is hierarchy. In order to
undertake complex tasks, people need to be grouped into organizational units, and
cooperation and coordination need to be established among these units. The key
organizational questions are now:

@ On what basis should specialized units be defined?

e How should the different organizational units be assembled for the purposes
of coordination and control?

In this section we will tackle these two central issues of organizational design.
First, on what basis should individuals be grouped into organizational units?
Second, how should organizational units be configured into overall organizational
structures?

Defining Organizational Units

In creating a hierarchical structure, on what basis are individuals assigned to organi-
zational units within the firm? This issue is fundamental and complex. Multinational,
multiproduct companies are continually grappling with the issue of whether they
should be structured around product divisions, country subsidiaries, or functional
departments, and periodically they undergo the disruption of changing from one to
another. Employees can be grouped on the basis of:

e common tasks: cleaners will be assigned to maintenance services and teach-
ers will assigned to a unit called a faculty;

e products: shelf fillers and customer services assistants will be assigned to one
of the following departments: kitchen goods, tableware, bedding, or domestic
appliances;

@ location: the 141,000 associates that work in Starbucks stores are organized
by location: each store employs an average of 16 people;

e process: in most production plants, employees are organized by process:
assembly, quality control, warehousing, shipping. Processes tend to be
grouped into functions.
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How do we decide whether to use task, product, geography, or process to
define organizational units? The fundamental issue is intensity of coordination
needs: those individuals who need to interact most closely should be located
within the same organizational unit. In the case of Starbucks, the individual stores
are the natural units: the manager, the baristas, and the cleaners at a single location
need to form a single organizational unit. British Airways needs to be organized by
processes and functions: the employees engaged in particular processes—flying,
in-flight services, baggage handling, aircraft maintenance, and accounts—need to
be working in the same organizational units. These process units then can be com-
bined into broader functional groupings: flight operations, engineering, marketing,
sales, customer service, human resources, information, and finance.

This principle of grouping individuals according to the intensity of their coordina-
tion needs was developed by James Thompson in his analysis of interdependence
within organizations. He distinguished three levels of interdependence: pooled interde-
pendence (the loosest), where individuals operate independently but depend on one
another’s performance; sequential interdependence, where the output of one individual
is the input of the other; and reciprocal interdependence (the most intense), where
individuals are mutually dependent. At the first level of organization, priority should be
given to creating organizational units for reciprocally interdependent employees (e.g.,
members of an oilfield drilling team or consultants working on a client assignment).?

In general, the priorities for the first level of organization tend to be clear: it is
usually fairly obvious whether employees need to be organized by task, process, or
location. How the lower-level organizational units should be grouped into broader
organizational units tends to be less clear. In 1921 it was far from obvious as to
whether DuPont would be better off with its functional structure or reorganized into
product divisions. In taking over as Procter & Gamble’s CEO in 2000, A. G. Lafley
had to decide whether to keep P&G’s new-product divisional structure or revert to
the previous structure in which the regional organizations were dominant.

In deciding how to organize the upper levels of firm structure the same principle
applies: where are the coodination needs the greatest?. At Nestlé, it is more important
for the managers of the chocolate plants to coordinate with the marketing and sales
executives for chocolate than with the plant manager for Evian bottled water: Nestlé
is better organized around product divisions than around functions. Hyundai Motor
produces a number of different models of car and is present in many countries of the
world; however, given its global strategy and the close linkages between its different
models, Hyundai is better organized by function rather than by product or geography.

Over time, the relative importance of these different coordination needs changes,
causing firms to change their structures. The process of globalization has involved
easier trade and communication between countries and growing similarities in con-
sumer preferences. As a result multinational corporations have shifted from geo-
graphically based structures to worldwide product divisions.

Alternative Structural Forms: Functional,
Multidivisional, Matrix

On the basis of these alternative approaches to grouping tasks and activities we can
identify three basic organizational forms for companies: the functional structure,
the multidivisional structure, and the matrix structure.
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The Functional Structure Single-business firms tend to be organized along
functional lines. Grouping together functionally similar tasks is conducive to exploit-
ing scale economies, promoting learning and capability building, and deploying
standardized control systems. Since cross-functional integration occurs at the top of
the organization, functional structures are conducive to a high degree of centralized
control by the CEO and top management team.

However, even for single-product firms, functional structures are subject to
the problems of cooperation and coordination. Different functional departments
develop their own goals, values, vocabularies, and behavioral norms, which makes
cross-functional integration difficult. As the size of the firm increases, the pressure
on top management to achieve effective integration increases. Because the different
functions of the firm tend to be tightly coupled rather than loosely coupled, there
is limited scope for decentralization. In particular, it is very difficult to operate indi-
vidual functions as semi-autonomous profit centers.

Hence, even undiversified companies may replace a functional structure with a
structure based upon product divisions during their growth phases: this was the case
with General Motors during the 1920s.

However, as companies and their industries mature, the need for efficiency, cen-
tralized control, and well-developed functional capabilities can cause companies to
revert to functional structures. For example:

® When John Scully became CEO of Apple in 1984, the company was orga-
nized by product: Apple II, Apple III, Lisa, and Macintosh. Cross-functional
coordination within each product was strong, but there was little integration
across products: each had a different operating system, applications were
incompatible, and scale economies in purchasing, manufacturing, and dis-
tributions could not be exploited. Scully’s response was to reorganize Apple
along functional lines to gain control, reduce costs, and achieve a more
coherent product strategy.

e General Motors, a pioneer of the multidivisional structure, moved toward a
more functional structure. As cost efficiency became its strategic priority, it
maintained its brand names (Cadillac, Chevrolet, Buick) but merged these
separate divisions into a more functionally based structure to exploit scale
economies and foster the development and transfer of know-how (compare
Figure 6.4 with Figure 6.2).

The Multidivisional Structure We have seen how the product-based, multidi-
visional structure emerged during the 20th century in response to the coordination
problems caused by diversification. The key advantage of divisionalized structures
(whether product based or geographically based) is the potential for decentral-
ized decision making. The multidivisional structure is the classic example of a
loose-coupled, modular organization where business-level strategies and operating
decisions can be made at the divisional level, while the corporate headquarters con-
centrates on corporate planning, budgeting, and providing common services.
Central to the efficiency advantages of the multidivisional corporation is the abil-
ity to apply a common set of corporate management tools to a range of different
businesses. At ITT, Harold Geneen’s system of “managing by the numbers” allowed
him to cope with over 50 divisional heads reporting directly to him. At BP, a system



CHAPTER 6 ORGANIZATION STRUCTURE AND MANAGEMENT SYSTEMS 157

FIGURE 6.4 General Motors Corporation: Organizational structure, January 2015
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of “performance contracts” allowed CEO John Browne to oversee BP’s 24 businesses,
each of which reported directly to him. Divisional autonomy also fosters the devel-
opment of leadership capability among divisional heads—an important factor in
grooming candidates for CEO succession.

The large, divisionalized corporation is typically organized into three levels: the
corporate center, the divisions, and the individual business units, each representing
a distinct business for which financial accounts can be drawn up and strategies for-
mulated. Figure 6.5 shows General Electric’s organizational structure at the corporate
and divisional levels.

In Chapter 14, we shall look in greater detail at the organization of the multi-
business corporation.

Matrix Structures Whatever the primary basis for grouping, all companies
that embrace multiple products, multiple functions, and multiple locations must

FIGURE 6.5 General Electric: Organizational structure, January 2015
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coordinate across all three dimensions. Organizational structures that formalize
coordination and control across multiple dimensions are called matrix structures.

Figure 6.6 shows the Shell management matrix (prior to reorganization in 1996).
Within this structure, the general manager of Shell’s Berre refinery in France reported
to his country manager, the managing director of Shell France, but also to his busi-
ness sector head, the coordinator of Shell’s refining sector, as well as having a func-
tional relationship with Shell’s head of manufacturing.

Many diversified, multinational companies, including Philips, Nestlé, and Unilever,
adopted matrix structures during the 1960s and 1970s, although in all cases one
dimension of the matrix tended to be dominant in terms of authority. Thus, in the
old Shell matrix the geographical dimension, as represented by country heads and
regional coordinators, had primary responsibility for budgetary control, personnel
appraisal, and strategy formulation.

Since the 1980s, most large corporations have dismantled or reorganized their
matrix structures. Shell abandoned its matrix during 1995-1996 in favor of a struc-
ture based on four business sectors: upstream, downstream, chemicals, and gas and

FIGURE 6.6 Royal Dutch Shell Group: Pre-1996 matrix structure
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power. During 2001-2002, the Swiss/Swedish engineering giant ABB abandoned
its much-lauded matrix structure in the face of plunging profitability and mounting
debt. In fast-moving business environments companies have found that the benefits
from formally coordinating across multiple dimensions have been outweighed by
excessive complexity, larger head-office staffs, slower decision making, and diffused
authority. Bartlett and Ghoshal observe that matrix structures “led to conflict and
confusion; the proliferation of channels created informational logjams as a prolif-
eration of committees and reports bogged down the organization; and overlapping
responsibilities produced turf battles and a loss of accountability.”?

Yet, all complex organizations that comprise multiple products, multiple functions,
and multiple geographical markets need to coordinate within each of these dimensions.
The problem of the matrix organization is not attempting to coordinate across multiple
dimensions—in complex organizations such coordination is essential. The problem is
when this multidimensional coordination is over-formalized, resulting in a top-heavy
corporate HQ and over-complex systems that slow decision making and dull entrepre-
neurial initiative. The trend has been for companies to focus formal systems of coordina-
tion and control on one dimension, then allowing the other dimensions of coordination
to be mainly informal. Thus, while Shell is organized primarily around four business sec-
tors and these sectors exercise financial and strategic control over the individual oper-
ating companies, Shell still has country heads, responsible for coordinating all Shell’s
activities in relation to legal, taxation, and government relations within each country, and
functional heads, responsible for technical matters and best-practice transfer within their
particular function, be it manufacturing, marketing, or HR.

Trends in Organizational Design

Consultants and management scholars have proclaimed the death of hierarchical
structures and the emergence of new organizational forms. Two decades ago, two of
America’s most prominent scholars of organization identified a “new organizational
revolution” featuring “flatter hierarchies, decentralized decision making, greater tol-
erance for ambiguity, permeable internal and external boundaries, empowerment of
employees, capacity for renewal, self-organizing units, [and] self-integrating coordi-
nation mechanisms.”*

In practice, there has been more organizational evolution than organizational rev-
olution. Certainly major changes have occurred in the structural features and man-
agement systems of industrial enterprises, yet there is little that could be described as
radical organizational innovation or discontinuities with the past. Hierarchy remains
the basic structural form of almost all companies, and the familiar structural configu-
rations—functional, divisional, and matrix—are still evident. Nevertheless, within
these familiar structural features, change has occurred:

® Delayering: Companies have made their organizational hierarchies flatter. The

motive has been to reduce costs and to increase organizational responsive-
ness. Wider spans of control have also changed the relationships between
managers and their subordinates, resulting in less supervision and greater
decentralization of initiative. At Tata Steel, the management hierarchy was
reduced from 13 layers to five. In briefing the McKinsey lead consultant, the
CEO, Dr Irani, observed: “We are over-staffed, no doubt, but more damag-
ing is the lack of responsiveness to fleeting opportunities ... Our decision
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making is not as fast as it should be with everyone looking over their shoul-
der for approval ... The objective is to redesign job content more meaning-
fully. The purpose is to rejuvenate the organization by defining richer jobs
with fewer hierarchical layers of reporting.”

e Adbocracy and team-based organization: Adhocracies, according to Henry
Mintzberg, are organizations that feature shared values, high levels of partici-
pation, flexible communication, and spontaneous coordination. Hierarchy,
authority, and control mechanisms are largely absent.*® Adhocracies tend to
exist where problem solving and other non-routine activities predominate
and where expertise is prized. Individual teams involved in research, consult-
ing, engineering, entertainment, and crisis response tend to be adhocracies.
At a larger organizational scale, companies such as Google, W. L. Gore &
Associates, and some advertising agencies have adopted team-based struc-
tures with many of the features of adhocracies.

® Project-based organizations: Closely related to team-based organizations are
project-based organizations. A key feature of the project-based organization
is recognition that work assignments are for a finite duration, hence the orga-
nization structure needs to be dynamically flexible. Project-based organiza-
tions are common in sectors such as construction, consulting, oil exploration,
and engineering. Because every project is different and involves a sequence
of phases, each project needs to be undertaken by a closely interacting team
that is able to draw upon the know-how of previous and parallel project
teams. As cycle times become compressed across more and more activities,
companies are introducing project-based organization into their conventional
divisional and functional structures—for example new product development,
change management, knowledge management, and research are increasingly
organized into projects.

® Network structures: A common feature of new approaches to company orga-
nization is an emphasis on the informal over formal aspects of organizational
structure. The main approach to describing and analyzing this informal struc-
ture is from the perspective of a social network—the pattern of interactions
among organizational members (which can also be extended to those outside
the organization). Social network analysis offers insight into how informa-
tion and know-how move within organizations, how power and influence are
determined, and how organizations adapt. The importance of social networks
to the behavior and performance of organizations has led several management
thinkers to recommend that these informal social structures be the primary
basis for organizational structure and supplant traditional, formal structures.
Thus, Gunnar Hedlund and Bartlett and Ghoshal have proposed network-
based models of the multinational corporation.*® This emphasis on patterns
of communication and interaction rather than the formal relationships puts
emphasis on the informal mechanisms through which coordination occurs and
work gets done within organizations. Advances in information and communi-
cations technology have greatly increased the scope for coordination to occur
outside of the formal structure, leading many observes to advocate the disman-
tling of much of the formal structures that firms have inherited.

® Permeable organizational boundaries: Network relationships exist between
firms as well as between individuals. As firms specialize around their core



competencies and products become increasingly complex, so these interfirm
networks become increasingly important. As we shall see when we look
more closely at strategic alliances (Chapter 15), localized networks of closely
interdependent firms have been a feature of manufacturing for centuries.
Such networks are a traditional feature of the industrial structure of much of
northern Italy.?> Hollywood and Silicon Valley also feature clusters of special-
ized firms that coordinate to design and produce complex products.®

These emerging organizational phenomena share several common characteristics:

e A focus on coordination rather than on control: In contrast to the command-
and-control hierarchy, these structures focus almost wholly on achieving
coordination. Financial incentives, culture, and social controls take the place
of hierarchical control.

e Reliance on informal coordination where mutual adjustment replaces rules
and directives: Central to all non-hierarchical structures is their dependence
on voluntary coordination through bilateral and multilateral adjustment.

The capacity for coordination through mutual adjustment has been greatly
enhanced by information technology.

e Individuals in multiple organizational roles: Reconciling complex patterns of
coordination with high levels of flexibility and responsiveness is difficult if job
designs and organizational structures are rigidly defined. Increasingly, individ-
ual employees are required to occupy multiple roles simultaneously. For exam-
ple, in addition to a primary role as a brand manager for a particular product
category, a person might be a member of a committee that monitors commu-
nity engagement activities, part of a task force to undertake a benchmarking
study, and a member of a community of practice in web-based marketing.

Summary

CHAPTER 6 ORGANIZATION STRUCTURE AND MANAGEMENT SYSTEMS

Strategy formulation and strategy implementation are closely interdependent. The formulation of
strategy needs to take account of an organization’s capacity for implementation; at the same time,
the implementation process inevitably involves creating strategy. If an organization’s strategic man-
agement process is to be effective then its strategic planning system must be linked to actions, com-
mitments and their monitoring, and the allocation of resources. Hence, operational plans and capital
expenditure budgets are critical components of a firm’s strategic management system.

Strategy implementation involves the entire design of the organization. By understanding the
need to reconcile specialization with cooperation and coordination, we are able to appreciate
the fundamental principles of organizational design.

Applying these principles, we can determine how best to allocate individuals to organizational
units and how to combine these organizational units into broader groupings—in particular the
choice between basic organizational forms such as functional, divisional, or matrix organizations.

161
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We have also seen how company’s organizational structures have been changing in recent years,
influenced both by the demands of their external environments and the opportunities made avail-
able by advances in information and communication technologies.

The chapters that follow will have more to say on the organizational structures and manage-
ment systems appropriate to different strategies and different business contexts. In the final chapter
(Chapter 16) we shall explore some of the new trends and new ideas that are reshaping our thinking
about organizational design.

Self-Study Questions

1.

Jack Dorsey, the CEO of Twitter, Inc., has asked for your help in designing a strategic
planning system for the company. Would you recommend a formal strategic planning sys-
tem with an annual cycle such as that outlined in “The Strategic Planning System: Linking
Strategy to Action” and Figure 6.1? (Note: Twitter’s strategy is summarized in Strategy
Capsule 1.5 in Chapter 1.)

Referring to Strategy Capsule 6.1, as DuPont expanded its product range (from explosives
into paints, dyes, plastics, and synthetic fibers) why do you think the functional structure
(organized around manufacturing plants and other functions such as sales, finance, and
R & D) became unwieldy? Why did the multidivisional structure based on product groups
improve management effectiveness?

Within your own organization (whether a university, company, or not-for-profit organiza-
tion), which departments or activities are organized mechanistically and which organ-
ically? To what extent does the mode of organization fit the different environmental
contexts and technologies of the different departments or activities?

In 2008, Citigroup announced that its Consumer business would be split into Consumer
Banking, which would continue to operate through individual national banks, and
Global Cards, which would form a single global business (similar to Citi's Global
Wealth Management division). On the basis of the arguments relating to the “Defining
Organizational Units” section above, why should credit cards be organized as a global unit
and all other consumer banking services as national units?

The examples of Apple and General Motors (see “Functional Structure” section above)
point to the evolution of organizational structures over the industry life-cycle. During the
growth phase, many companies adopt multidivisional structures; during maturity and
decline, many companies revert to functional structures. Why might this be? (Note: you
may wish to refer to Chapter 8, which outlines the main features of the life-cycle model.)

Draw an organizational chart for a business school that you are familiar with. Does the
school operate with a matrix structure (for instance, are there functional/discipline-based
departments together with units managing individual programs)? Which dimension of the
matrix is more powerful, and how effectively do the two dimensions coordinate? How
would you reorganize the structure to make the school more efficient and effective?
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SEARS MOTOR BUGGY: $395
For car complete with rubber tires, Timken roller bearing axles, top, storm front, three
oil-burning lamps, horn, and one gallon of lubricating oil. Nothing to buy but gasoline.
... We found there was a maker of automobile frames that was making 75 per-
cent of all the frames used in automobile construction in the United States. We
found on account of the volume of business that this concern could make frames
cheaper for automobile manufacturers than the manufacturers could make them-
selves. We went to this frame maker and asked him to make frames for the Sears
Motor Buggy and then to name us prices for those frames in large quantities. And
so on throughout the whole construction of the Sears Motor Buggy. You will find
every piece and every part has been given the most careful study; you will find that
the Sears Motor Buggy is made of the best possible material; it is constructed to
take the place of the top buggy; it is built in our own factory, under the direct super-
vision of our own expert, a man who has had fifteen years of automobile experi-
ence, a man who has for the past three years worked with us to develop exactly the
right car for the people at a price within the reach of all.

—EXTRACT FROM AN ADVERTISEMENT IN THE SEARS ROEBUCK & CO. CATALOG, 1909: 1150

If the three keys to selling real estate are location, location, location, then the three
keys of selling consumer products are differentiation, differentiation, differentiation.

—ROBERT GOIZUETA, FORMER CHAIRMAN, COCA-COLA COMPANY
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Introduction and Objectives

In this chapter, we integrate and develop the elements of competitive advantage that we have
analyzed in previous chapters. Chapter 1 noted that a firm can earn superior profitability either by
locating in an attractive industry or by establishing a competitive advantage over its rivals. Of these
two, competitive advantage is the more important. As competition has intensified across almost all
industries, very few industry environments can guarantee secure returns; hence, the primary goal of
a strategy is to establish a position of competitive advantage for the firm.

Chapters 3and 5 provided the two primary components of our analysis of competitive advantage.
The last part of Chapter 3 analyzed the external sources of competitive advantage: customer require-
ments and the nature of competition determine the key success factors within a market. Chapter 5
analyzed the internal sources of competitive advantage: the potential for the firm's resources and
capabilities to establish and sustain competitive advantage.

This chapter looks more deeply at competitive advantage. We look first at the dynamics of com-
petitive advantage, examining the processes through which competitive advantage is created and
destroyed. This gives us insight into how competitive advantage can be attained and sustained. We
then look at the two primary dimensions of competitive advantage: cost advantage and differentia-
tion advantage and develop systematic approaches to their analysis.

By the time you have completed this chapter, you will be able to:

o Identify the circumstances in which a firm can create and sustain competitive advan-
tage over a rival and recognize how resource conditions create imperfections in the
competitive process that offer opportunities for competitive advantage.

« Distinguish the two primary types of competitive advantage: cost advantage and dif-
ferentiation advantage.

+ Identifythe sources of costadvantage in an industry, apply costanalysis toassessafirm’s
relative cost position, and recommend strategies to enhance cost competitiveness.

& Appreciate the potential for differentiation to create competitive advantage, ana-
lyze the sources of differentiation, and formulate strategies that create differentiation
advantage.

How Competitive Advantage Is Established and Sustained

To understand how competitive advantage emerges, we must first understand what
competitive advantage is. Most of us can recognize competitive advantage when
we see it: Walmart in discount retailing, Singapore Airlines in long-haul air travel,
Google in online search, Embraer in regional jets. Yet, defining competitive advan-
tage is troublesome. At a basic level we can define it as follows: When two or more
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Jfirms compete within the same market, one firm possesses a competitive advantage
over its rivals when it earns (or has the potential to earn) a persistently higher
rate of profit.

The problem here is that if we identify competitive advantage with superior prof-
itability, why do we need the concept of competitive advantage at all? A key distinc-
tion is that competitive advantage may not be revealed in higher profitability—a firm
may forgo current profit in favor of investing in market share, technology, customer
loyalty, or executive perks.!

In viewing competitive advantage as the result of matching internal strengths to
external success factors, I may have conveyed the notion of competitive advantage
as something static and stable. In fact, as we observed in Chapter 4 when discuss-
ing competition as a process of “creative destruction,” competitive advantage is a
disequilibrium phenomenon: it is created by change and, once established, it sets in
motion the competitive process that leads to its destruction.

Establishing Competitive Advantage

The changes that generate competitive advantage can be either internal or external.
Figure 7.1 depicts the basic relationships.

External Sources of Change For an external change to create competitive
advantage, the change must have differential effects on companies because of
their different resources and capabilities or strategic positioning. For example,
during 2014, the price of Brent crude declined from $108 to $58 per barrel. As a
result, within the automobile industry the competitive position of Daimler, Jaguar
Land Rover, and other companies producing large, conventionally powered cars
improved relative to Toyota, Honda, Tesla, and other producers of electric and
fuel-efficient cars.

The greater the magnitude of the external change and the greater the difference
in the strategic positioning of firms, the greater the propensity for external change
to generate competitive advantage, as indicated by the dispersion of profitability

FIGURE 7.1 The emergence of competitive advantage
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among the firms within an industry. The world’s tobacco industry has a relatively
stable external environment and the leading firms pursue similar strategies with
similar resources and capabilities: differences in profitability among firms tend to
be small. The toy industry, on the other hand, comprises a heterogeneous group of
firms that experience unpredictable shifts in consumer preferences and technology.
As a result, profitability differences are wide and variable.

The competitive advantage that arises from external change also depends on
firms’ ability to respond to change. Any external change creates entrepreneurial
opportunities that will accrue to the firms that exploit these opportunities most
effectively. Entrepreneurial responsiveness involves one of two key capabilities:

e The ability to anticipate changes in the external environment. IBM has
displayed a remarkable ability to renew its competitive advantage through
anticipating, and then taking advantage of, most of the major shifts in the
IT sector: the rise of personal computing, the advent of the internet,
the shift in value from hardware to software and services, and the develop-
ment of cloud computing. Conversely, Hewlett-Packard has failed to recog-
nize and respond to these changes.

e Speed. As markets become more turbulent and unpredictable, quick-response
capability has become increasingly important as a source of competitive
advantage. Quick responses require information. As conventional economic
and market forecasting has become less effective, so companies rely increas-
ingly on “early-warning systems” through direct relationships with customers,
suppliers, and even competitors. Quick responses also require short cycle
times so that information can be acted upon speedily. In fashion retailing,
quick response to fashion trends is critical to success. Zara, the retail cloth-
ing chain owned by the Spanish company Inditex, has built a vertically
integrated supply chain that cuts the time between a garment’s design and
retail delivery to under three weeks (against an industry norm of three to six
months.? This emphasis on speed as a source of competitive advantage was
popularized by the Boston Consulting Group’s concept of time-based compe-
tition? and in the surge of interest by consultants and academics in strategic
agility.* Advances in IT—the internet, real-time electronic data exchange,
and wireless communication—have greatly enhanced response capabilities
throughout the business sector.

Internal Sources of Change: Competitive Advantage from Innovation
Competitive advantage may also be generated internally through innovation which
creates competitive advantage for the innovator while undermining the competitive
advantages of previous market leaders—the essence of Schumpeter’s process of “crea-
tive destruction.” Although innovation is typically thought of as new products or pro-
cesses that embody new technology, a key source of competitive advantage is strategic
innovation—new approaches to serving customers and competing with rivals.
Strategic innovation typically involves creating value for customers from novel
products, experiences, or modes of product delivery. Thus, in the retail sector, com-
petition is driven by a constant quest for new retail concepts and formats. This may
take the form of big-box stores with greater variety (Toys “R” Us, Home Depot),
augmented customer service (Nordstrom), novel approaches to display and store
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Among business buzzwords, the term business model
is one of the most loosely defined. According to Joan
Magretta, business models are simply “stories that
explain how enterprises work!In doing so they address
the fundamental questions of “How do we make
money in this business?” and “What is the underlying
economic logic that explains how we deliver value to
customers and at an appropriate cost?” Subsequent
definitions have extended the concept of the business
model to encompass not only the core logic of how the
business creates and captures value but also the broader
business system through which that value creation and
capture occurs. Thus, Zott et al. define the business
model as “depicting the content, structure, and gover-
nance of transactions designed to create value through
the exploitation of business opportunities.”®

Although the terms business model and strategy are
often used synonymously, if “business model”is to be a
useful concept, it needs to be distinguished from “strat-
egy. While “business model” describes the overall con-
figuration of a firm’s business system, “strategy” describes
the specifics of how that business model fits a firm's
particular market context and its resource and capabil-
ity endowments. Thus, Southwest Airlines developed a
new business model involving minimal passenger ser-
vices and point-to-point routes using a single model of
aircraft. This low-cost carrier model has been imitated by
start-up airlines throughout the world. Yet, Southwest,
Ryanair, EasyJet, and AirAsia each have distinct strategies
in terms of the routes they fly and variations in how they
apply the basic business model.

CHAPTER 7 THE SOURCES AND DIMENSIONS OF COMPETITIVE ADVANTAGE

Strategic innovation through new business models
has the capacity to revolutionize established industries.
This was certainly the case with the low-cost carrier
model pioneered by Southwest. It is also true of fran-
chising, a business model first adopted by the Singer
sewing machine company for its dealers, but perfected
and popularized by McDonald’s.

Recent interest in business models has been
closely associated with the rise of e-commerce,
where the strategic challenge for new businesses has
been devising business models that permit the mon-
etization of their innovations.c Thus, newspapers have
adopted a variety of business models in their quest
to generate revenues from their online content, these
include:

free access with paid third-party advertising;
user subscriptions;

*
*
& metered access with limited free access;
*

“freemium” models with some content offered free

but more valuable content only available through
subscription.

Notes:

2J. Magretta, “Why Business Models Matter," Harvard Business
Review (May 2002): 86-92.

bC. Zott, R. Amit, and L. Massa, “The Business Model: Recent
Developments and Future Research," Journal of Management,
37 (July 2011): 1019-1042.

“The Search for a New Business Model," Pew Journalism
Research Project (March 4, 2012). http://www.journalism.
0rg/2012/03/05/search-new-business-model/.

layout (Sephora in cosmetics), or new systems of supplying customers that recon-
figure the entire value chain (IKEA). Strategic innovations—especially within e-com-
merce—often take the form of business model innovations. Strategy Capsule 7.1
introduces the concept of a business model and provides examples of business

model innovations.
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STRATEGY CAPSULE 7.2

Kim and Mauborgne argue that the best value-
creating opportunities for business lie not in existing
industries following conventional approaches to com-
peting (what they refer to as “red oceans”) but seeking
uncontested market space. These “blue oceans”may be
entirely new industries created by technological inno-
vation (such as wireless telephony and biotechnology)
but are more likely to be the creation of new market
space within existing industries using existing tech-
nologies. This may involve:

¢ New customer segments for existing products, e.g.,
Apple Computer’s recognition of the potential of
the use of microcomputers in homes and schools.

¢ Reconceptualization of existing products, e.g.,
Cirque du Soleil's reinvention of the circus as a mul-
timedia, theatrical experience.

¢ Novel recombinations of product attributes and
reconfigurations of established value chains that
establish new positions of competitive advantage,

eg, Dell's integrated system for ordering, assem-
bling, and distributing PCs, which permitted unprec-
edented customer choice and speed of fulfilment.

The strategy canvas is a framework for developing
blue ocean strategies. The horizontal axis shows the
different product characteristics along which the firms
in the industry compete; the vertical axis shows the
amount of each characteristic a firm offers its custom-
ers. Starting with the value line showing the industry’s
existing offerings, the challenge is to identify a strategy
that can provide a novel combination of attributes. This
involves four types of choice:

¢ Raise: What factors should be raised well above the
industry’s standard?

¢ Eliminate: Which factors that the industry has long
competed on should be eliminated?

¢ Reduce: Which factors should be reduced well
below the industry’s standard?

An alternative approach to identifying the potential for strategic innovation is that
developed by Insead’s Kim Chan and Renee Mauborgne. Their blue ocean strategy
represents a quest for “uncontested market space” (Strategy Capsule 7.2).° Strategic
innovation often involves combining performance attributes that were previously
viewed as conflicting. Thus, Virgin America offers the low fares typical of budget air-
lines together with inflight services that are superior to those of most legacy carriers.
Indeed, a common feature of many innovative strategies is the combination of low
cost with superior customer value. However, Gary Hamel warns that few strategic
innovations offer sustainable competitive advantage: management innovations such
as Procter & Gamble’s brand management system and Toyota’s lean production are
likely to offer competitive advantages that endure.”

Sustaining Competitive Advantage

Once established, competitive advantage is eroded by competition. The speed with
which competitive advantage is undermined depends on the ability of competitors
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& Create: Which factors should be created that the Source: Based upon W. C. Kim and R. Mauborgne, Blue Ocean
Strategy: How to Create Uncontested Market Space and Make
the Competition Irrelevant (Boston: Harvard Business School
Figure 7.2 compares value lines for Cirque du Soleil Press, 2005).

industry has never offered?

and a traditional circus.

FIGURE 7.2 The Strategy Canvas: Value lines for Cirque du Soleil and the
traditional circus
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to challenge either by imitation or innovation. Imitation is the most direct form of
competition; thus, for competitive advantage to be sustained over time, barriers to
imitation must exist. Rumelt uses the term isolating mechanisms to describe the
barriers that prevent the erosion of the superior profitability of individual firms.?
Past evidence suggests that isolating mechanisms have been effective in sustain-
ing competitive advantage: interfirm profit differentials often persist for periods
of a decade or more.” However, as discussed in Chapter 4 (see the “Dynamic
Competition” section), the advent of hypercompetition may have accelerated
the erosion of competitive advantages.

To identify the sources of isolating mechanisms, we need to examine the pro-
cess of competitive imitation. For one firm to successfully imitate the strategy of
another, it must meet four conditions: it must identify the competitive advantage of a
rival, it must have an incentive to imitate, it must be able to diagnose the sources of
the rival’'s competitive advantage, and it must be able to acquire the resources and
capabilities necessary for imitation. At each stage the incumbent can create isolating
mechanisms to impede the would-be imitator (Figure 7.3).
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FIGURE 7.3 Sustaining competitive advantage: Types of isolating mechanism

REQUIREMENT FOR IMITATION ISOLATING MECHANISM

Identification ® Obscure superior performance

* Deterrence: signal aggressive intentions
* Pre-emption: exploit all available
opportunities

Incentives for imitation

¢ Use multiple sources of competitive

iagnosi .
DIEETERE advantages to create causal ambiguity

* Base competitive advantage upon resources
and capabilities that are immobile and
difficult to replicate

Resource acquisition

1111

Identification: Obscuring Superior Performance A simple barrier to imita-
tion is to obscure the firm’s superior profitability. According to George Stalk of the
Boston Consulting Group: “One way to throw competitors off balance is to mask
high performance so rivals fail to see your success until it’s too late.”* In the 1948
movie classic The Treasure of the Sierra Madre, Humphrey Bogart and his partners
went to great lengths to obscure their find from other gold prospectors."!

For firms that dominate a niche market, one of the attractions of remaining a
private company is to avoid disclosing financial performance. Few food proces-
sors realized the profitability of canned cat and dog food until the UK Monopolies
Commission revealed that the leading firm, Pedigree Petfoods (a subsidiary of
Mars Inc.), earned a return on capital employed of 47%."2

In order to discourage the emergence of competitors, companies may forgo
maximizing their short-term profits. The theory of limit pricing, in its simplest form,
postulates that a firm in a strong market position sets prices at a level that just fails
to attract entrants."

Deterrence and Preemption A firm may avoid competition by undermining
the incentives for imitation. If a firm can persuade rivals that imitation will be
unprofitable, it may be able to avoid competitive challenges. In Chapter 4 we
discussed strategies of deterrence and the role of signaling and commitment in
supporting them.* For deterrence to work, threats must be credible. Following the
expiration of its NutraSweet patents in 1987, Monsanto fought an aggressive price
war against the Holland Sweetener Company. Although costly, this gave Monsanto
a reputation for aggression that deterred other would-be entrants into the aspar-
tame market.”

A firm can also deter imitation by preemption—occupying existing and potential
strategic niches to reduce the range of investment opportunities open to the chal-
lenger. Preemption can take many forms:
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e Proliferation of product varieties by a market leader can leave new entrants
and smaller rivals with few opportunities for establishing a market niche.
Between 1950 and 1972, for example, the six leading suppliers of breakfast
cereals introduced 80 new brands into the US market.'

e Large investments in production capacity ahead of the growth of market
demand also preempt market opportunities for rivals. Monsanto’s heavy
investment in plants for producing NutraSweet ahead of its patent expiration
was a clear threat to would-be producers of generic aspartame.

e Patent proliferation can protect technology-based advantage by limiting com-
petitors’ technical opportunities. In 1974, Xerox’s dominant market position
was protected by a wall of over 2000 patents, most of which were not used.
When IBM introduced its first copier in 1970, Xerox sued it for infringing 22
of these patents."”

Diagnosing Competitive Advantage: Causal Ambiguity and Uncertain
Imitability 1f a firm is to imitate the competitive advantage of another, it
must understand the basis of its rival’s success. For Kmart or Target to imitate
Walmart’s success in discount retailing they must first understand what makes
Walmart so successful. While it is easy to point to what Walmart does differently, the
difficult task is to identify which differences are the critical determinants of superior
profitability. Is it Walmart’s store locations (typically in small towns with little direct
competition)? Its tightly integrated supply chain? Its unique management system?
The information system that supports Walmart’s logistics and decision-making prac-
tices? Or is it a culture built on traditional rural American values of thrift and hard
work? Similarly, problems face Sony in seeking to imitate Apple’s incredible success
in consumer electronics.

Lippman and Rumelt identify this problem as causal ambiguity: when a firm’s
competitive advantage is multidimensional and is based on complex bundles of
resources and capabilities, it is difficult for rivals to diagnose the success of the lead-
ing firm. The outcome of causal ambiguity is uncertain imitability: if the causes of a
firm’s success cannot be known for sure, successful imitation is uncertain.'

Recent research suggests that the problems of strategy imitation may run
even deeper. We observed in Chapter 5 that capabilities are the outcome of
complex combinations of resources and that multiple capabilities interact to
confer competitive advantage. Research into complementarity among an organi-
zation’s activities suggests that these interactions extend across the whole range
of management practices."” Strategy Capsule 7.3 describes Urban Outfitters as
an example of a unique “activity system.” Where activities are tightly linked,
complexity theory—NK modeling in particular—predicts that, within a particular
competitive environment, a number of fitness peaks will appear, each associated
with a unique combination of strategic variables.? The implications for imita-
tion is that to locate on the same fitness peak as another firm not only requires
recreating a complex configuration of strategy, structure, management systems,
leadership, and business processes but also means that getting it just a little bit
wrong may result in the imitator missing the fitness peak and finding itself in an
adjacent valley.?!

One of the challenges for the would-be imitator is deciding which management
practices are generic best practices and which are contextual—complementary with
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STRATEGY CAPSULE 7.3

Urban Outfitters Inc. was founded in Philadelphia in
1976. By 2014, its three main chains—Urban Outfitters,
Anthropologie, and Free People—comprised over 500
stores in ten countries. The company describes itself as
targeting well-educated, urban-minded, young adults
aged 18 to 30 through its unique merchandise mix and
compelling store environment: “We create a unified
environment in our stores that establishes an emo-
tional bond with the customer. Every element of the
environment is tailored to the aesthetic preferences of
our target customers. Through creative design, much
of the existing retail space is modified to incorporate
a mosaic of fixtures, finishes and revealed architectural
details. In our stores, merchandise is integrated into a
variety of creative vignettes and displays designed to
offer our customers an entire look at a distinct lifestyle.”

According to Michael Porter and Nicolaj Siggelkow,
Urban Outfitters offers a set of management practices
that is both distinctive and highly interdependent. The

urban-bohemian-styled product mix, which includes
clothing, furnishings, and gift items, is displayed within
bazaar-like stores, each of which has a unique design.
To encourage frequent customer visits, the layout of
each store is changed every two weeks, creating a
new shopping experience whenever customers return.
Emphasizing community with its customers, it forgoes
traditional forms of advertising in favor of blogs and
word-of-mouth transmission. Each practice makes
little sense on its own, but together they represent a
distinctive, integrated strategy. Attempts to imitate
Urban Outfitters’ competitive advantage would most
likely fail because of the difficulty of replicating every
aspect of the strategy before integrating them in the
right manner.

Source: Urban Outfitters Inc. 10-K Report to January 31, 2014;
M. E. Porter and N. Siggelkow, “Contextuality within Activity
Systems and Sustainable Competitive Advantage,’ Academy of
Management Perspectives 22 (May 2008): 34-56.

other management practices. For example, if we consider Sears Holdings" delib-
eration of which of Walmart’s management practices to imitate in its Kmart stores,
some practices (e.g., employees required to smile at customers, point-of-sale data
transferred direct to the corporate database) are likely to be generically beneficial.
Others, such as Walmart’s “everyday low prices” pricing policy, low advertising sales
ratio, and hub-and-spoke distribution are likely to be beneficial only when com-
bined with other practices.

Acquiring Resources and Capabilities Having diagnosed the sources of an
incumbent’s competitive advantage, the imitator’s next challenge is to assemble the
necessary resources and capabilities for imitation. As we saw in Chapter 5, a firm
can acquire resources and capabilities in two ways: it can buy them or it can build
them. The imitation barriers here are limits to the transferability and replicability of
resources and capabilities. (See Chapter 5’s “Sustaining Competitive Advantage” sec-
tion for a discussion of these resource characteristics.) Strategy Capsule 7.4 shows
how the resource requirements for competitive advantage differ across different
market settings.
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Competitive advantage arises where there are
imperfections in the competitive process, which in
turn result from the conditions under which essen-
tial resources and capabilities are available. Hence,
by analyzing imperfections of competition, we can
identify the sources of competitive advantage in dif-
ferent types of market. The key distinction is between
the two types of value-creating activity: trading and
production.

In trading markets the limiting case is efficient mar-
kets, which correspond closely to perfectly competitive
markets (examples include the markets for securities,
foreign exchange, and commodity futures). If prices
reflect all available information and adjust instanta-
neously to newly available information, no market
trader can expect to earn more than any other. It is not
possible to beat the market on any consistent basis—
in other words competitive advantage is absent. This
absence of competitive advantage reflects the con-
ditions of resource availability. Both of the resources
needed to compete—finance and information—are
equally available to all traders.

Competitive advantage in trading markets requires
imperfections in the competitive process:

¢ Where there is an imperfect availability of informa-
tion, competitive advantage results from supe-
rior access to information—hence the criminal
penalties for insider trading in most advanced
economies.

& Where transaction costs are present, competitive
advantage accrues to the traders with the lowest
transaction costs, hence the superior returns to
low-cost index mutual funds over professionally

managed funds. Vanguard’s S&P 500 Index fund
with administrative costs of 0.5% annually has out-
performed 90% of US equity mutual funds.

¢ If markets are subject to systematic behavioral
trends (e.g., the small firm effect or the January
effect), competitive advantage accrues to traders
with superior knowledge of market psychology or
of systematic price patterns (chart analysis). If mar-
kets are subject to bandwagon effects, competi-
tive advantage can be gained in the short term by
following the herd (momentum trading) and lon-
ger term by a contrarian strategy. Warren Buffett is
a contrarian who is “fearful when others are greedy,
and greedy when others are fearful”

In production markets the potential for competitive
advantage is much greater because of the complex
combinations of the resources and capabilities required,
the highly differentiated nature of these resources
and capabilities, and the imperfections in their sup-
ply. Within an industry, the more heterogeneous are
firms’ endowments of resources and capabilities, the
greater the potential for competitive advantage. In the
European electricity-generating industry, the growing
diversity of players—utilities (EDF, ENEL), gas distribu-
tors (Gaz de France, Centrica), petroleum majors (Shell,
ENI), independent power producers (AES, E.ON), and
wind generators—has expanded opportunities for
competitive advantage and widened the profit differ-
entials between them.

Differences in resource endowments also influence
the erosion of competitive advantage: the more similar
are competitors’ resources and capabilities, the easier
is imitation.
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Types of Competitive Advantage: Cost and Differentiation

A firm can achieve a higher rate of profit (or potential profit) over a rival in one of two
ways: either it can supply an identical product or service at a lower cost or it can sup-
ply a product or service that is differentiated in such a way that the customer is willing
to pay a price premium that exceeds the additional cost of the differentiation. In the
former case, the firm possesses a cost advantage; in the latter, a differentiation advan-
tage. In pursuing cost advantage, the goal of the firm is to become the cost leader in
its industry or industry segment. Cost leadership requires the firm to “find and exploit
all sources of cost advantage [and] sell a standard, no-frills product.”* Differentiation
by a firm from its competitors is achieved “when it provides something unique that is
valuable to buyers beyond simply offering a low price.”® Figure 7.4 illustrates these
two types of advantage. By combining the two types of competitive advantage with
the firm’s choice of scope—broad market versus narrow segment—Michael Porter has
defined three generic strategies: cost leadership, differentiation, and focus (Figure 7.5).

Cost Analysis

Historically, strategic management has emphasized cost advantage as the primary basis
for competitive advantage in an industry. This focus on cost reflected the traditional
emphasis by economists on price as the principal medium of competition. It also reflected
the quest by large industrial corporations during the last century to exploit economies of

FIGURE 7.4 Sources of competitive advantage
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scale and scope through investments in mass production and mass distribution. During
the 1970s and 1980s, this preoccupation with cost advantage was reflected in the wide-
spread interest in the experience curve as a tool of strategy analysis (Strategy Capsule 7.5).

In recent decades, companies have been forced to think more broadly and
radically about cost efficiency. Growing competition from emerging market coun-
tries has created intense cost pressures for Western and Japanese firms, resulting
in novel approaches to cost reduction, including outsourcing, offshoring, process
re-engineering, lean production, and organizational delayering.

The Sources of Cost Advantage

There are seven principal determinants of a firm’s unit costs (cost per unit of output)
relative to its competitors; we refer to these as cost drivers (Figure 7.7).

The relative importance of these different cost drivers varies across industries,
between firms within an industry, and across the different activities within a firm. By
examining each of these different cost drivers in relation to a particular firm, we can
analyze a firm’s cost position relative to its competitors’, diagnose the sources of inef-
ficiency, and make recommendations as to how a firm can improve its cost efficiency.

Economies of Scale The predominance of large corporations in most manufac-
turing and service industries is a consequence of economies of scale. Economies of
scale exist wherever proportionate increases in the amounts of inputs employed in
a production process result in lower unit costs. Economies of scale have been con-
ventionally associated with manufacturing. Figure 7.8 shows a typical relationship
between unit cost and plant capacity. The point at which most scale economies are
exploited is the minimum efficient plant size (MEPS).

Scale economies arise from three principal sources:

e Technical input-output relationships: In many activities, increases in output
do not require proportionate increases in input. A 10000-barrel oil storage
tank does not cost five times as much as a 2000-barrel tank. Similar volume-
related economies exist in ships, trucks, and steel and petrochemical plants.

e Indivisibilities: Many resources and activities are “lumpy”—they are unavail-
able in small sizes. Hence, they offer economies of scale as firms are able
to spread the costs of these items over larger volumes of output. In R & D,
new product development and advertising market leaders tend to have much
lower costs as a percentage of sales than their smaller rivals.

e Specialization: Increased scale permits greater task specialization. Mass pro-
duction involves breaking down the production process into separate tasks
performed by specialized workers using specialized equipment. Division of
labor promotes learning and assists automation. Economies of specialization
are especially important in knowledge-intensive industries such as investment
banking, management consulting, and software development, where large firms
are able to offer specialized expertise across a broad range of know-how.

Scale economies are a key determinant of an industry’s level of concentration (the
proportion of industry output accounted for by the largest firms). In many consumer
goods industries, scale economies in marketing have driven industry consolidation.

CHAPTER 7 THE SOURCES AND DIMENSIONS OF COMPETITIVE ADVANTAGE
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STRATEGY CAPSULE 7.5

The experience curve has its basis in the systematic
reduction in the time taken to build airplanesand Liberty
ships during World War II. In a series of studies, ranging
from bottle caps and refrigerators to long-distance calls
and insurance policies, the Boston Consulting Group
(BCG) observed a remarkable regularity in the reduc-
tions in unit costs with increased cumulative output. Its
law of experience states: the unit cost of value added to
a standard product declines by a constant percentage
(typically between 15 and 30%) each time cumulative
output doubles. (Where “unit cost of value added"is the
unit cost of production less the unit cost of bought-in
components and materials). °Figure 7.6 shows the expe-
rience curve for Ford's Model T.

The experience curve has important implications
for strategy. If a firm can expand its output faster than
its competitors can, it can move down the experience
curve more rapidly and open up a widening cost dif-
ferential. BCG concluded that a firm’s primary strate-
gic goal should be driving volume growth through
maximizing market share. BCG identified Honda in

motorcycles as an exemplar of this strategy.® The quest
for market share was supported by numerous studies
confirming a positive relationship between profitabil-
ity and market sharec However, association does not
imply causation—it seems likely that market share and
profitability are both outcomes of some other source of
competitive advantage—product innovation, or supe-
rior marketing.4

The weaknesses of the experience curve as a strategy
tool are, first, it fails to distinguish several sources of cost
reduction (learning, scale, process innovation); second,
it presumes that cost reductions from experience are
automatic—the reality is that they must be managed.

Notes:

2Boston Consulting Group, Perspectives on Experience (Boston:
BCG, 1970).

®Boston Consulting Group, Strategy Alternatives for the British
Motorcycle Industry (London: HMSO, 1975).

“R. Jacobsen and D. Aaker, “Is Market Share All That It's Cracked
Up To Be?"Journal of Marketing, 49 (Fall 1985 ): 11-22.

9R. Wensley , “PIMS and BCG: New Horizons or False Dawn?”
Strategic Management Journal, 3 ( 1982): 147-58.

FIGURE 7.6 Experience curve for the Ford Model T, 1909-1920
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FIGURE 7.7 The drivers of cost advantage
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Figure 7.9 shows how soft drink brands with the greatest sales volume tend to have
the lowest unit advertising costs. In other industries—especially aerospace, automo-
biles, software, and telecommunications—the need to amortize the huge costs of
new product development has forced consolidation. Where product development is
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very costly, volume is essential to profitability. The Boeing 747 was hugely profitable
because 1508 were built between 1970 and 2014. The challenge for the Airbus A380
is whether there is sufficient worldwide demand to cover its $18 billion develop-
ment cost.

Yet, even in industries where scale economies are important, small and medium-
sized companies continue to survive and prosper in competition with much bigger
rivals. In automobiles, BMW, Jaguar Land Rover, and Hyundai have been more prof-
itable than Toyota, Ford, and GM. In commercial banking, there is no evidence that
big banks outperform smaller players either on profitability or costs.** How do small
and medium-sized firms offset the disadvantages of small scale? First, by exploit-
ing superior flexibility; second, by outsourcing activities where scale is critical to
efficiency (e.g., specialist car makers typically license technologies and designs and
buy in engines); third, by avoiding the motivational and coordination problems that
often afflict large organizations.”

Economies of Learning The experience curve has its basis in learning-by-doing.
Repetition develops both individual skills and organizational routines. In 1943, it
took 40,000 labor-hours to build a B-24 Liberator bomber. By 1945, it took only
8000 hours.” Intel’s dominance of the world microprocessor market owes much to
its accumulated learning in the design and manufacture of these incredibly complex
products. Learning occurs both at the individual level through improvements in
dexterity and problem solving and at the group level through the development and
refinement of organizational routines.?’

Process Technology and Process Design  Superior processes can be a source
of huge cost economies. Pilkington’s revolutionary float glass process gave it (and
its licensees) an unassailable cost advantage in producing flat glass. Ford’s mov-
ing assembly line reduced the time taken to assemble a Model T from 106 hours
in 1912 to six hours in 1914. When process innovation is embodied in new capital
equipment, diffusion is likely to be rapid. However, the full benefits of new process
technologies typically require system-wide changes in job design, employee incen-
tives, product design, organizational structure, and management controls. Between
1979 and 1986, General Motors spent $40 billion on new process technology with

FIGURE 7.9 Economies of scale in advertising: US soft drinks
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the goal of becoming the world’s most efficient manufacturer of automobiles.
However, major efficiency gains from improved processes may come from process
redesign without significant technological innovation. Dell’s cost leadership in per-
sonal computers during the 1990s resulted from its reconfiguration of the industry’s
traditional value chain. Toyota’s system of lean production combines several work
practices including just-in-time scheduling, total quality management, continuous
improvement (kaizen), teamwork, job flexibility, and supplier partnerships.

Business process re-engineering (BPR) is an approach to redesigning operational
processes that gained massive popularity during the 1990s. “Re-engineering gurus”
Michael Hammer and James Champy define BPR as: “the fundamental rethinking
and radical redesign of business processes to achieve dramatic improvements in
critical contemporary measures of performance, such as cost, quality, service, and
speed.”® BPR recognizes that operational and commercial processes evolve over
time without consistent direction or systematic appraisal. BPR begins with the ques-
tion: “If we were starting afresh, how would we design this process?”

BPR has led to major gains in efficiency, quality, and speed (Strategy Capsule 7.0),
but where business processes are complex and embedded in organizational rou-
tines, it is likely that no one in the organization fully understands the operation of
existing processes. In such circumstances, Hammer and Champy’s recommendation
to “obliterate” existing processes and start with a “clean sheet of paper” runs the risk
of destroying organizational capabilities that have been nurtured over a long period.
In recent years BPR has been partly superceded by business process management,
where the emphasis has shifted from workflow management to the broader applica-
tion of information technology (web-based applications in particular) to the rede-
sign and enhancement of organizational processes.*

Product Design Design-for-manufacture—designing products for ease of pro-
duction rather than simply for functionality and esthetics—can offer substantial cost
savings, especially when linked to the introduction of new process technology.

e Volkswagen cut product development and component costs by redesigning
its 30 different models around just four separate platforms. The VW Beetle,
Audi TT, Golf, and Audi A3, together with several Seat and Skoda models, all
share a single platform.

e In printed circuit boards (PCBs), design-for-manufacture has resulted in huge
productivity gains through increasing yields and facilitating automation.

Service offerings, too, can be designed for ease and efficiency of production. Motel
6, cost leader in US budget motels, carefully designs its product to keep operating
costs low. Its motels occupy low-cost, out-of-town locations; it uses standard motel
designs; it avoids facilities such as pools and restaurants; and it designs rooms to facili-
tate easy cleaning and low maintenance. However, efficiency in service design is com-
promised by the tendency of customers to request deviations from standard offerings
(“T'd like my hamburger with the bun toasted on one side only, please”). This requires
a clear strategy to manage variability either through accommodation or restriction.®!

Capacity Utilization Over the short and medium terms, plant capacity is
more or less fixed and variations in output cause capacity utilization to rise or
fall. Underutilization raises unit costs because fixed costs must be spread over
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STRATEGY CAPSULE 7.6

Michel Hammer and James Champy describe how busi-
ness process re-engineering resulted in IBM reducing
the time taken to approve requests by sales personnel
for new customer credit approval from six days to four
hours. Under the old system, five stages were involved:

1 an IBM salesperson telephoned a request for
financing, which was logged on a piece of paper;
2 the request was sent to the credit department,

which checked the customer’s creditworthiness;

3 the request and credit check were sent to the
business practices department where a loan cov-
enant was drawn up;

4 the paperwork was passed to a pricer, who deter-
mined the interest rate;

5  the clerical group prepared a quote letter that
was sent to the salesperson.

Frustrated by the delays and resulting lost sales,
two managers undertook an experiment. They took a

financing request and walked it through all five steps.
They discovered that all five stages could be com-
pleted within 90 minutes!

The problem was that the process had been
designed for the most complex credit requests that
IBM received, whereas in the vast majority of cases no
specialist judgment was called for: all that was needed
was to check credit ratings and to plug numbers into
standard algorithms. The credit approval process was
redesigned by replacing the specialists (credit check-
ers, pricers, and so on) with generalists who undertook
all five processes. Only where the request was non-
standard or unusually complex were specialists called
in. Not only was processing time reduced by 94%,
but the number of employees involved was reduced
and the total number of customer approvals greatly
increased.

Source: Adapted from M. Hammer and J. Champy,
Re-engineering the Corporation: A Manifesto for Business
Revolution (New York: HarperBusiness, 1993): 36-9.

fewer units of production; pushing output beyond normal full capacity also cre-
ates inefficiencies. Boeing’s efforts to boost output during 2006-2011 resulted
in increased unit costs due to overtime pay, premiums for night and weekend shifts,
increased defects, and higher levels of maintenance. Hence, the ability to speedily
adjust capacity to downturns in demand can be a major source of cost advantage.
During the 2008-2009 recession, survival in hard-hit sectors such as house building,
construction equipment, and retailing required fast response to declining demand:
Caterpillar announced it was cutting 20,000 jobs on January 28, 2008, the same day
it reported a downturn in its quarterly sales.?

Input Costs The firms in an industry do not necessarily pay the same price for
identical inputs. There are several sources of lower input costs:

e Locational differences in input prices: The prices of inputs, and wage rates
in particular, vary between locations. In the US, software engineers earned
an average of $82,000 in 2014. In India, the average was $11,000. In auto



assembly the hourly rate in Chinese plants was about $3.50 an hour in 2014
compared with $28 in the US (not including benefits).*

e Ownership of low-cost sources of supply: In raw-material-intensive
industries, ownership of low-cost sources of material can offer a mas-
sive cost advantage. In petroleum, lifting costs for the three “supermajors”
(ExxonMobil, Royal Dutch Shell, and BP) were about $18 per barrel in 2013;
for Saudi Aramco they were about $5.

e Non-union labor: Labor unions result in higher levels of pay and benefits and
work rules that can lower productivity. In the US airline industry, non-union
Virgin America had average salary and benefit cost per employee of $79,161
in 2013 compared with $98,300 for United (80% unionized).

e Bargaining power: The ability to negotiate preferential prices and discounts can
be a major source of cost advantage for industry leaders, especially in retailing.**
Amazon’s growing dominance of book retailing allows it to demand discounts
from publishers of up to 60%.%

Residual Efficiency Even after taking account of the basic cost drivers—scale,
technology, product and process design, input costs, and capacity utilization—
unexplained cost differences between firms typically remain. These residual efficien-
cies relate to the extent to which the firm approaches its efficiency frontier of optimal
operation which depends on the firm’s ability to eliminate “organizational slack”°
or “X-inefficiency.”” These excess costs have a propensity to accumulate within cor-
porate headquarters—where they become targets for activist investors.*® Eliminating
these excess costs often requires a threat to a company’s survival—in his first year as
CEO, Carlos Ghosn cut Nissan Motor’s operating costs by 20%.% At Walmart, Ryanair,
and Amazon, high levels of residual efficiency are the result of management systems
and company values that are intolerant of unnecessary costs and glorify frugality.

Using the Value Chain to Analyze Costs

To analyze an organization’s cost position and seek opportunities for cost reduction,
we need to look at individual activities. Chapter 5 introduced the value chain as a
framework for viewing the sequence of activities that a company or business unit
performs. Each activity tends to be subject to a different set of cost drivers, which give
it a distinct cost structure. A value chain analysis of a firm’s costs seeks to identify:

e the relative importance of each activity with respect to total cost;

e the cost drivers for each activity and the comparative efficiency with which
the firm performs each activity;

® how costs in one activity influence costs in another;

@ which activities should be undertaken within the firm and which activities
should be outsourced.

A value chain analysis of a firm’s cost position comprises the following stages:

1 Disaggregate the firm into separate activities: Determining the appropriate value
chain activities is a matter of judgment. It requires identifying which activities
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are separate from one another, which are most important in terms of cost, and
their dissimilarity in terms of cost drivers.

2 Estimate the cost that each activity contributes to total costs. Michael Porter
suggests the detailed assignment of operating costs and assets to each value
activity; however, even with activity-based costing, detailed cost allocation can
be a major exercise.®

3 Identify cost drivers: For each activity, what factors determine the level of unit
cost relative to other firms? For some activities, cost drivers can be deduced
simply from the nature of the activity and the types of cost incurred. For
activities with large fixed costs such as new product development or marketing,
the principal cost driver is likely to be the ability to amortize costs over a large
volume of sales. For labor-intensive activities, key cost drivers tend to be wage
rates, process design, and defect rates.

4 Identify linkages: The costs of one activity may be determined, in part, by the
way in which other activities are performed. Xerox discovered that its high ser-
vice costs relative to competitors’ reflected the complexity of design of its copi-
ers, which required 30 different interrelated adjustments.

5 Identify opportunities for reducing costs: By identifying areas of comparative
inefficiency and the cost drivers for each, opportunities for cost reduction become
evident. If scale economies are a key cost driver, can volume be increased? If
wage costs are excessive, will employees accept productivity-increasing mea-
sures; alternatively, can production be relocated? If an activity cannot be per-
formed efficiently within the firm, can it be outsourced?

Figure 7.10 shows how the application of the value chain to automobile manu-
facture can identify possible cost reductions.

Differentiation Analysis

A firm differentiates itself from its competitors “when it provides something unique
that is valuable to buyers beyond simply offering a lower price.”! Differentiation
advantage occurs when a firm is able to obtain from its differentiation a price pre-
mium that exceeds the cost of providing the differentiation.

Every firm has opportunities for differentiating its offering to customers, although
the range of differentiation opportunities depends on the characteristics of the
product. An automobile or a restaurant offers greater potential for differentiation
than cement, wheat, or memory chips. These latter products are called commodities
precisely because they lack physical differentiation. Yet, according to Tom Peters,
“Anything can be turned into a value-added product or service.”* Consider the
following:

e Cement is the ultimate commodity product, yet Cemex, based in Mexico, has
become a leading worldwide supplier of cement and ready-mix concrete
through emphasizing “building solutions”—one aspect of which is ensuring
that 98% of its deliveries are on time (compared to 34% for the industry as a
whole).*
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FIGURE 7.10 Using the value chain in cost analysis: An automobile manufacturer

COST DRIVER

SEQUENCE OF ANALYSIS VALUE CHAIN
1. IDENTIFY ACTIYITIES PURCHASING
Establish the basic framework of the value
. . o o o COMPONENTS
chain by identifying the principal activities AND
LR MATERIALS

2. ALLOCATE TOTAL COSTS

For a first-stage analysis, a rough estimate
of the breakdown of total cost by activity is
sufficient to indicate which activities offer
the greatest scope for cost reductions.

3. IDENTIFY COST DRIVERS
(See diagram.)

4. IDENTIFY LINKAGES

Examples include:

1. Consolidating purchase orders to
increase discounts increases inventories.
2. High-quality parts and materials reduce
costs of defects at later stages.

3. Reducing manufacturing defects cuts
warranty costs.

4. Designing different models around
common components and platforms
reduces manufacturing costs.

5. IDENTIFY OPPORTUNITIES

COST REDUCTION

For example:

Purchasing: Concentrate purchases on
fewer suppliers to maximize purchasing
economies. Institute just-in-time
component supply to reduce inventories.

R & D/Design/Engineering: Reduce

frequency of model changes. Reduce
number of different models (e.g., single
range of global models). Design for
commonality of components and platforms.

Component manufacture: Exploit
economies of scale through concentrating
production of each component on fewer
plants. Outsource wherever scale of
production or run lengths are suboptimal
or where outside suppliers have technology
advantages. For labor-intensive
components (e.g., seats, dashboards,
trim), relocate production in low-wage
countries. Improve capacity utilization
through plant rationalization or supplying
components to other manufacturers.

\/

Prices of bought-in
components depend upon:

* Order sizes

* Average value of purchases
per supplier

* Location of suppliers

R & D, DESIGN,

AND
ENGINEERING

\/

Size of R & D commitment
Productivity of R & D

Number and frequency of new
models

Sales per model

COMPONENT

MANUFACTURE

\/

Scale of plants

Run length per component
Capacity utilization
Location of plants

ASSEMBLY

\/

Scale of plants

Number of models per plant
Degree of automation

Level of wages

Location of plants

TESTING AND

QUALITY
CONTROL

\/

Level of quality targets
Frequency of defects

INVENTORIES

OF FINISHED
PRODUCTS

\/

Predictability of sales
Flexibility of production
Customers' willingness to wait

SALES AND

MARKETING

\/

Size of advertising budget
Strength of existing reputation
Sales volume

DISTRIBUTION

AND DEALER
SUPPORT

\/

Number of dealers

Sales per dealer

Desired level of dealer support
Frequency of defects

repaired under warranty




188 PARTIII BUSINESS STRATEGY AND THE QUEST FOR COMPETITIVE ADVANTAGE

e Online bookselling is inherently a commodity business—any online book-
seller has access to the same titles and same modes of distribution. Yet
Amazon has exploited the information generated by its business to offer
a range of value-adding services: best-seller lists, reviews, and customized
recommendations.

The lesson is this: differentiation is not simply about offering different product
features; it is about identifying and understanding every possible interaction between
the firm and its customers and asking how these interactions can be enhanced or
changed in order to deliver additional value to the customer. This requires looking
at both the firm (the supply side) and its customers (the demand side). While supply-
side analysis identifies the firm’s potential to create uniqueness, the critical issue is
whether such differentiation creates value for customers and whether the value cre-
ated exceeds the cost of the differentiation. Only by understanding what customers
want, how they choose, and what motivates them can we identify opportunities for
profitable differentiation.

Thus, differentiation strategies are not about pursuing uniqueness for its own sake.
Differentiation is about understanding customers and how to best meet their needs.
To this extent, the quest for differentiation advantage takes us to the heart of business
strategy. The fundamental issues of differentiation are also the fundamental issues of
business strategy: Who are our customers? How do we create value for them? And
how do we do it more effectively and efficiently than anyone else?

Because differentiation is about uniqueness, establishing differentiation advantage
requires creativity: it cannot be achieved simply through applying standardized frame-
works and techniques. This is not to say that differentiation advantage is not ame-
nable to systematic analysis. As we have observed, there are two requirements for
creating profitable differentiation. On the supply side, the firm must be aware of the
resources and capabilities through which it can create uniqueness (and do it better
than competitors). On the demand side, the key is insight into customers and their
needs and preferences. These two sides form the major components of our analysis
of differentiation.

The Nature and Significance of Differentiation

The potential for differentiating a product or service is partly determined by its
physical characteristics. For products that are technically simple (a pair of socks, a
brick), that satisfy uncomplicated needs (a corkscrew, a nail), or must meet rigorous
technical standards (a DRAM chip, a thermometer), differentiation opportunities are
constrained by technical and market factors. Products that are technically complex
(an airplane), that satisfy complex needs (an automobile, a vacation), or that do not
need to conform to particular technical standards (wine, toys) offer much greater
scope for differentiation.

Beyond these constraints, the potential in any product or service for differentiation
is limited only by the boundaries of the human imagination. For seemingly simple
products such as shampoo, toilet paper, and bottled water, the proliferation of brands
on any supermarket’s shelves is testimony both to the ingenuity of firms and the
complexity of customers’ preferences. Differentiation extends beyond the physical
characteristics of the product or service to encompass everything about the product
or service that influences the value that customers derive from it. This means that
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differentiation includes every aspect of the way in which a company relates to its
customers. Starbucks’ ability to charge up to $5 for a cup of coffee (compared to a US
average price of $1.38) rests not just on the characteristics of the coffee but also on the
overall “Starbucks Experience” which encompasses the retail environment, the sense
of community in which customers participate, and the values that Starbucks projects.
Differentiation activities are not specific to particular functions such as design and
marketing; they infuse all aspects of the relationship between an organization and its
customers, including the identity and culture of a company.

Differentiation includes both tangible and intangible dimensions. Tangible dif-
Jferentiation is concerned with the observable characteristics of a product or service
that are relevant to customers’ preferences and choice processes, for example size,
shape, color, weight, design, material, and performance attributes such as reliability,
consistency, taste, speed, durability, and safety. Tangible differentiation also extends
to products and services that complement the product in question: delivery, after-
sales services, and accessories.

Opportunities for intangible differentiation arise because the value that cus-
tomers perceive in a product is seldom determined solely by observable product
features or objective performance criteria. Social, emotional, psychological, and
esthetic considerations are present in most customer choices. For consumer goods
and services the desire for status, exclusivity, individuality, security, and community
are powerful motivational forces. Where a product or service is meeting complex
customer needs, differentiation choices involve the overall image of the firm and
its offering. Image differentiation is especially important for those products and
services whose qualities and performance are difficult to ascertain at the time of
purchase (so-called experience goods). These include cosmetics, medical services,
and education.

Differentiation and Segmentation Differentiation is different from segmenta-
tion. Differentiation is concerned with how a firm competes—the ways in which
it can offer uniqueness to customers. Such uniqueness might relate to consist-
ency (McDonald’s), reliability (Federal Express), status (American Express), quality
(BMW), and innovation (Apple). Segmentation is concerned with where a firm com-
petes in terms of customer groups, localities, and product types.

Whereas segmentation is a feature of market structure, differentiation is a strategic
choice made by a firm. Differentiation may lead to focusing upon particular market
segments, but not necessarily. IKEA, McDonald’s, Honda, and Starbucks all pursue
differentiation, but position themselves within the mass market spanning multiple
demographic and socioeconomic segments.*

The Sustainability of Differentiation Advantage Differentiation offers a more
secure basis for competitive advantage than low cost does. A position of cost advan-
tage is vulnerable to the emergence of new competitors from low-cost countries
and to adverse movements in exchange rates. Cost advantage can also be over-
turned by innovation: discount brokerage firms were undercut by internet brokers,
discount stores by online retailers. Differentiation advantage would appear to be
more sustainable. Large companies that consistently earn above-average returns on
capital—such as Colgate-Palmolive, Diageo, Johnson & Johnson, Kellogg’s, Procter &
Gamble, 3M, and Wyeth—tend to be those that have pursued differentiation through
quality, branding, and innovation.
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Analyzing Differentiation: The Demand Side

Analyzing customer demand enables us to determine which product characteristics
have the potential to create value for customers, customers’ willingness to pay for
differentiation, and a company’s optimal competitive positioning in terms of differ-
entiation variables. Analyzing demand begins with understanding why customers
buy a product or service. Market research systematically explores customer prefer-
ences and customer perceptions of existing products. However, the key to successful
differentiation is to understand customers: a simple, direct inquiry into the purpose
of a product and the needs of its customers can often be far more illuminating than
statistically validated market research (Strategy Capsule 7.7).

Understanding customer needs requires the analysis of customer preferences in
relation to product attributes. Techniques include:

® Multidimensional scaling (MDS) permits customers’ perceptions of com-
peting products to be represented graphically in terms of key product
attributes.® For example, a survey of consumer ratings of competing pain
relievers resulted in the mapping shown in Figure 7.11. Multidimensional
scaling has also been used to classify 109 single-malt Scotch whiskies accord-
ing to the characteristics of their color, nose, palate, body, and finish.%

e Conjoint analysis measures the strength of customer preferences for different
product attributes. The technique requires, first, an identification of the under-
lying attributes of a product and, second, market research to rank hypothetical
products that contain alternative bundles of attributes. The results can then be
used to estimate the proportion of customers who would prefer a hypothetical
new product to competing products already available in the market.”” Conjoint
analysis was used by Marriott to design the attributes of its Courtyard hotel
chain.

® Hedonic price analysis views products as bundles of underlying attributes.® Tt
uses regression analysis to estimate the implicit market price for each attribute.
For example, price differences among European automatic washing machines
can be related to differences in capacity, spin speed, energy consumption,
number of programs, and reliability. A machine that spins at 1000 rpm sold at
about a $200 price premium to one that spins at 800 rpm.* Similarly, price dif-
ferences between models of personal computer reflect differences in processor
speed, memory, and hard drive capacity. The results of this analysis can then
be used to make decisions as to what levels of each attribute to include within
a new product and the price point for that product.

The Role of Social and Psychological Factors Analyzing product differen-
tiation in terms of measurable performance attributes tends to ignore customers’
underlying motivations. Few goods or services only satisfy physical needs: most
buying is influenced by social and psychological motivations, such as the desire
to find community with others and to reinforce one’s own identity. Psychologist
Abraham Maslow proposed a hierarchy of human needs that progress from basic
survival needs to security needs, to belonging needs, to esteem needs, up to the
desire for self-actualization.®® For most goods, brand equity has more to do with sta-
tus and identity than with tangible product performance. The disastrous introduction
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Getting back to strategy means getting back to a
deep understanding of what a product is about. Some
time ago, for example, a Japanese home appliance
company was trying to develop a coffee percolator.
Should it be a General Electric-type percolator, execu-
tives wondered? Should it be the same drip type that
Philips makes? Larger? Smaller? | urged them to ask a
different kind of question: Why do people drink coffee?
What are they looking for when they do? If your objec-
tive is to serve the customer better, then shouldn't you
understand why that customer drinks coffee in the first
place? Then you would know what kind of percolator
to make.

The answer came back: good taste. Then | asked
the company’s engineers what they were doing to
help the consumer enjoy good taste in a cup of coffee.
They said they were trying to design a good percola-
tor. | asked them what influences the taste in a cup of
coffee. No one knew. That became the next question
we had to answer. It turns out that lots of things can
affect taste—the beans, the temperature, the water.
We did our homework and discovered all the things
that affect taste . ..

Of all the factors, water quality, we learned, made
the greatest difference. The percolator in design at the
time, however, didn't take water quality into account

at all . . . We discovered next that grain distribution
and the time between grinding the beans and pouring
in the water were crucial. As a result we began to think
about the product and its necessary features in a new
way. It had to have a built-in dechlorinating function. It
had to have a built-in grinder. All the customer should
have to dois pour in water and beans...

To start you have to ask the right questions and set
the right kinds of strategic goals. If your only concern
is that General Electric has just brought out a percola-
tor that brews coffee in 10 minutes, you will get your
engineers to design one that brews it in seven minutes.
And if you stick to that logic, market research will tell
you that instant coffee is the way to go ... Conventional
marketing approaches won't solve the problem. If you
ask people whether they want their coffee in 10 min-
utes or seven, they will say seven, of course. But it's still
the wrong question. And you end up back where you
started, trying to beat the competition at its own game.
If your primary focus is on the competition, you will
never step back and ask what the customers’inherent
needs are, and what the product really is about.

Source: Reprinted by permission of Harvard Business Review.
From “Getting Back to Strategy,"Kenichi Ohmae, November/
December 1988, p. 154, Copyright © 1988 by the Harvard
Business School Publishing Corporation; all rights reserved.

of “New Coke” in 1985 was the result of Coca-Cola giving precedence to tangi-
ble differentiation (taste preferences) over intangible differentiation (authenticity).”
Harley-Davidson harbors no such illusions: it recognizes quite clearly that it is in the
business of selling lifestyle, not transportation.

If the dominant customer needs that a product satisfies are identity and social
affiliation, the implications for differentiation are far reaching. In particular, to identify
profitable differentiation opportunities requires that we analyze not only the prod-
uct and its characteristics but also customers, their lifestyles and aspirations, and the
relationship of the product to those lifestyles and aspirations. Market research that
focuses upon traditional demographic and socioeconomic factors may be less useful
than a deep understanding of consumers’ relationships with a product. As consumers
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FIGURE 7.11 Consumer perceptions of competing pain relievers: A multidimensional
scaling mapping
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become increasingly sensitive to the activities of companies that supply their goods
and services, so companies are drawn toward corporate social responsibility as a
means of protecting and augmenting the value of their brands.*

Figure 7.12 summarizes the key points of this discussion by posing some basic
questions that explore the potential for demand-side differentiation.

Analyzing Differentiation: The Supply Side

Demand analysis identifies customers’ demands for differentiation and their willing-
ness to pay for it, but creating differentiation advantage also depends on a firm’s
ability to offer differentiation. This in turn depends upon the activities that the firm
performs and the resources it has access to.

The Drivers of Uniqueness Differentiation is concerned with the provision
of uniqueness. A firm’s opportunities for creating uniqueness in its offerings to
customers are not located within a particular function or activity but can arise
in virtually everything that it does. Michael Porter identifies several sources of
uniqueness:

product features and product performance;

complementary services (such as credit, delivery, repair);

intensity of marketing activities (such as rate of advertising spending);
technology embodied in design and manufacture;

quality of purchased inputs;

procedures that influence the customer experience (such as the rigor of qual-
ity control, service procedures, frequency of sales visits);
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FIGURE 7.12 Identifying differentiation potential: The demand side
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e skill and experience of employees;
@ location (such as with retail stores);

e degree of vertical integration (which influences a firm’s ability to control
inputs and intermediate processes).>

Differentiation can also occur through bundling—oftfering a combination of com-
plementary products and services.” Such bundling counteracts the normal tendency
toward unbundling as markets mature: products become commoditized while com-
plementary services become provided by specialist suppliers. Electronic commerce
reinforces the process, enabling customers to assemble their own bundles of goods
and services with few transaction costs. The business of European tour operators
has shrunk as vacationers use online travel and reservations systems to create their
own customized vacations.

Rebundling of products and services has become especially important in
business-to-business transactions through “providing customer solutions”—combi-
nations of goods and services that are tailored to the needs of each client. This
involves a radical rethink of the business models in most companies.>

Product Integrity Differentiation decisions cannot be made on a piecemeal
basis. Establishing a coherent and effective differentiation position requires the firm
to assemble a complementary package of differentiation attributes. If Burberry, the
British fashion house, wants to expand its range of clothing and accessories, it needs
to ensure that every new product offering is consistent with its overall image as
a quality-focused brand that combines traditional British style with contemporary
edginess. Product integrity refers to the consistency of a firm’s differentiation; it is
the extent to which a product achieves:
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total balance of numerous product characteristics, including basic functions,
esthetics, semantics, reliability, and economy . . . Product integrity has both inter-
nal and external dimensions. Internal integrity refers to consistency between the
function and structure of the product—e.g., the parts fit well, components match
and work well together, layout achieves maximum space efficiency. External
integrity is a measure of how well a product’s function, structure, and semantics
fit the customer’s objectives, values, production system, lifestyle, use pattern, and
self-identity.>

Simultaneously achieving internal and external integrity is a complex organiza-
tional challenge: it requires a combination of close cross-functional collaboration
and intimate customer contact.”” This integration of internal and external product
integrity is especially important to those supplying “lifestyle” products, where dif-
ferentiation is based on customers’ social and psychological needs. Here, the cred-
ibility of the image depends critically on the consistency of the image presented.
One element of this integration is a linked identity between customer and company
employees. For instance:

e Harley-Davidson’s image of ruggedness, independence, individuality, and
community is supported by a top management team that dons biking
leathers and participates in owners’ group rides, and a management sys-
tem that empowers shop-floor workers and fosters quality, initiative, and
responsibility.

® The revival of Starbucks’ fortunes after the return of Howard Schultz as CEO
in 2008 was the result of a reinvigoration of the “Starbucks Experience”
through reconnecting with customers, reemphasizing the mystique of good
coffee, and renewing Starbucks’ commitment to social and environmental
responsibility.

Signaling and Reputation Differentiation is only effective if it is communicated
to customers. But information about the qualities and characteristics of products is
not always readily available to potential customers. The economics literature dis-
tinguishes between search goods, whose qualities and characteristics can be ascer-
tained by inspection, and experience goods, whose qualities and characteristics are
only recognized after consumption. This latter class of goods includes medical ser-
vices, baldness treatments, frozen TV dinners, and wine. Even after purchase, per-
formance attributes may be slow in revealing themselves. Bernie Madoft established
Bernard L. Madoff Investment Securities LLC in 1960—it took 48 years before the
renowned investment house was revealed as a “giant Ponzi scheme.”®

In the terminology of game theory (see Chapter 4), the market for experience
goods corresponds to a classic prisoners’ dilemma. A firm can offer a high-quality
or a low-quality product. The customer can pay either a high or a low price. If
quality cannot be detected, then equilibrium is established, with the customer
offering a low price and the supplier offering a low-quality product, even though
both would be better off with a high-quality product sold at a high price. The
resolution of this dilemma is for producers to find some credible means of signal-
ing quality to the customer. The most effective signals are those that change the
payoffs in the prisoners’ dilemma. Thus, an extended warranty is effective because
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providing such a warranty would be more expensive for a low-quality producer
than a high-quality producer. Brand names, warranties, expensive packaging,
money-back guarantees, sponsorship of sports and cultural events, and a carefully
designed retail environment in which the product is sold are all signals of quality.
Their effectiveness stems from the fact that they represent significant investments
by the manufacturer that will be devalued if the product proves unsatisfactory to
customers.

The more difficult it is to ascertain performance prior to purchase, the more
important signaling is.

e A perfume can be sampled prior to purchase and its fragrance assessed, but
its ability to augment the identity of the wearer and attract attention remains
uncertain. Hence, the key role of branding, packaging, advertising, and lavish
promotional events in establishing the perfume’s identity and performance
credentials.

e In financial services, the customer cannot easily assess the honesty, finan-
cial security, or competence of the supplier. Hence, financial service com-
panies emphasize symbols of security and stability: imposing head offices,
conservative office decor, smartly dressed employees, and trademarks such
as Prudential’s rock and Travelers’ red umbrella. Bernie Madoff’s multibil-
lion investment swindle was sustained by his close association with leading
figures among New York’s Jewish community, his prominent role in cultural
and charitable organizations, and the aura of exclusivity around his invest-
ment firm.

Brands Brands fulfill multiple roles. At its most basic level, a brand provides
a guarantee of the quality of a product simply by identifying the producer of a
product, thereby ensuring the producer is legally accountable for the products sup-
plied. Further, the brand represents an investment that provides an incentive to
maintain quality and customer satisfaction. It is a credible signal of quality because
of the disincentive of its owner to devalue it. As a result, a brand acts as a guarantee
to the customer that reduces uncertainty and search costs. The more difficult it is to
discern quality on inspection, and the greater the cost to the customer of purchasing
a defective product, the greater the value of a brand: a trusted brand name is more
important to us when we purchase mountaineering equipment than when we buy
a pair of socks.

This role of the brand as a guarantor of reliability is particularly significant in
e-commerce. Internet transactions are characterized by the anonymity of buyers and
sellers and lack of government regulation. As a result, well-established players in
e-commerce—Amazon, Microsoft, eBay, and Yahoo!—can use their brand to reduce
consumers’ perceived risk.

By contrast, the value conferred by consumer brands such as Red Bull, Harley-
Davidson, Mercedes-Benz, Gucci, Virgin, and American Express is less a guarantee of
reliability and more an embodiment of identity and lifestyle. Traditionally, advertising
has been the primary means of influencing and reinforcing customer perceptions.
Increasingly, however, consumer goods companies are seeking new approaches to
brand development that focus less on product characteristics and more on “brand



196 PARTIII BUSINESS STRATEGY AND THE QUEST FOR COMPETITIVE ADVANTAGE

experience,” “tribal identity,” “shared values,” and “emotional dialogue.” Traditional
mass-market advertising is less effective for promoting this type of brand identity
as word-of-mouth promotion deploying web-based social networks—what has been
referred to as viral marketing or stealth marketing.”

The Costs of Differentiation Differentiation adds cost: higher-quality inputs,
better-trained employees, higher advertising costs, and better after-sales service. If
differentiation narrows a firm’s market scope, it also limits the potential for exploit-
ing scale economies.

One means of reconciling differentiation with cost efficiency is to postpone dif-
ferentiation to later stages of the firm’s value chain. Modular design with common
components permits scale economies while permitting product variety. All the major
automakers have standardized platforms, engine types, and components while offer-
ing customers multiple models and a wide variety of colors, trim, and accessory
options.

Bringing It All Together: The Value Chain in
Differentiation Analysis

There is little point in identifying the product attributes that customers value most
if the firm is incapable of supplying those attributes. Similarly, there is little pur-
pose in identifying a firm’s ability to supply certain elements of uniqueness if these
are not valued by customers. The key to successful differentiation is matching
the firm’s capacity for creating differentiation to the attributes that customers value
most. For this purpose, the value chain provides a particularly useful framework. Let’s
begin with the case of a producer good i.e., one that is supplied by one firm to another.

Value Chain Analysis of Producer Goods Using the value chain to identify
opportunities for differentiation advantage involves three principal stages:

1 Construct a value chain for the firm and its customer. It may be useful to con-
sider not just the immediate customer but also firms further downstream in the
value chain. If the firm supplies different types of customers, it’s useful to draw
separate value chains for each major category of customer.

2 Identify the drivers of uniqueness in each activity of the firm’s value chain.
Figure 7.13 identifies some possible sources of differentiation within Porter’s
generic value chain.

3 Locate linkages between the value chain of the firm and that of the buyer. What
can the firm do with its own value chain activities that can reduce the cost or
enhance the differentiation potential of the customer’s value chain activities? The
amount of additional value that the firm creates for its customers through exploit-
ing these linkages represents the potential price premium the firm can charge for
its differentiation. Strategy Capsule 7.8 demonstrates the identification of differen-
tiation opportunities by lining the value chains of a firm and its customers.

Value Chain Analysis of Consumer Goods Value chain analysis of differentia-
tion opportunities can also be applied to consumer goods. Few consumer goods
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are consumed directly: typically, consumers engage in a chain of activities that
involve search, acquisition, and use of the product. In the case of consumer dura-
bles, the value chain may include search, purchase, financing, acquisition of com-
plementary products and services, operation, service and repair, and eventual
disposal. Such complex consumer value chains offer many potential linkages with
the manufacturer’s value chain, with rich opportunities for innovative differentia-
tion. Harley-Davidson has built its strategy around the notion that it is not supply-
ing motorcycles; it is supplying a customer experience. This has encouraged it to
expand the scope of its contact with its customers to provide a wider range of ser-
vices than any other motorcycle company. Even nondurables involve the consumer
in a chain of activities. Consider a frozen TV dinner: it must be purchased, taken
home, removed from the package, heated, and served before it is consumed. After
eating, the consumer must clean any used dishes, cutlery, or other utensils. A value
chain analysis by a frozen foods producer would identify ways in which the product
could be formulated, packaged, and distributed to assist the consumer in perform-
ing this chain of activities.

Implementing Cost and Differentiation Strategies

The two primary sources of competitive advantage define two fundamentally
different approaches to business strategy. A firm that is competing on low cost
is distinguishable from a firm that competes through differentiation in terms of
market positioning, resources and capabilities, and or