GERRY JOHNSON
KEVAN SCHOLES
RICHARD WHITTINGTON

EXPLORING
CORPORATE STRATEGY

8™ EDITION

F'T Prentice Hall

IIIIIIIIIIIIII




EXPLORING
CORPORATE STRATEGY

Visit the Exploring Corporate Strategy, eighth edition Companion Website at
www.pearsoned.co.uk/ecs. Register to create your own personal account using
the access code supplied with this book to find valuable student learning material
including:

Key concepts: audio downloads, video clips, animations and quick tests to
reinforce your understanding

Chapter audio summaries that you can download or listen to online

Self assessment questions and a personal gradebook so you can test your
learning and track your progress

Revision flashcards to help you prepare for your exams
A multi-lingual online glossary to explain key concepts
Guidance on how to analyse a case study

Links to relevant sites on the web so you can explore more about the organisa-
tions featured in the case examples and case studies




Gerry Johnson BA, PhD (left) is The Professor Sir Roland Smith Chair of
Strategic Management at Lancaster University School of Management and a
Senior Fellow of the UK Advanced Institute of Management (AIM) Research.
He is the author of numerous books, has published papers in many of the
foremost management research journals in the world and is a regular speaker
at the major academic conferences throughout the world. He also serves on
the editorial boards of the Academy of Management Journal, the Strategic
Management Journal and the Journal of Management Studies. His research

is into strategic management practice, processes of strategy development
and strategic change in organisations. As a consultant he works with senior
management teams on issues of strategy development and strategic change
where he applies many of the concepts from Exploring Corporate Strategy to
help them challenge, question and develop the strategies of their organisations.

Kevan Scholes MA, PhD, DMS, CIMgt, FRSA (centre) is Principal Partner of
Scholes Associates — specialising in strategic management. He is also Visiting
Professor of Strategic Management and formerly Director of the Sheffield
Business School, UK. He has extensive experience of teaching strategy to both
undergraduate and postgraduate students at several universities. In addition
his corporate management development work includes organisations in
manufacturing, many service sectors and a wide range of public service
organisations. He has regular commitments outside the UK — including Ireland,
Australia and New Zealand. He has also been an advisor on management
development to a number of national bodies and is a Companion of The
Chartered Management Institute.

Richard Whittington MA, MBA, PhD (right) is Professor of Strategic
Management at the Said Business School and Millman Fellow at New College,
University of Oxford. He is author or co-author of eight books and has
published many journal articles. He is a senior editor of Organization Studies
and serves on the editorial boards of Organization Science, the Strategic
Management Journal and Long Range Planning, amongst others. He has had
full or visiting positions at the Harvard Business School, HEC Paris, Imperial
College London, the University of Toulouse and the University of Warwick. He
is active in executive education and consulting, working with organisations
from across Europe, the USA and Asia. His current research is focused on
strategy practice and international management.



EIGHTH EDITION

EXPLORING
CORPORATE STRATEGY

Gerry Johnson

University of Strathclyde

Kevan Scholes

Richard Whittington

Said Business School, University of Oxford

QBN Prentice Hall

FINANCIAL TIMES

An imprint of Pearson Education

Harlow, England « London « New York « Boston « San Francisco  Toronto
Sydney « Tokyo « Singapore « Hong Kong « Seoul « Taipei « New Delhi
Cape Town « Madrid « Mexico City « Amsterdam « Munich « Paris « Milan



Pearson Education Limited
Edinburgh Gate

Harlow

Essex CM20 2JE

England

and Associated Companies throughout the world

Visit us on the World Wide Web at:
www.pearsoned.co.uk

Fifth edition published under the Prentice Hall imprint 1998

Sixth edition published under the Financial Times Prentice Hall imprint 2002
Seventh edition 2005

Eighth edition published 2008

© Simon & Schuster Europe Limited 1998
© Pearson Education Limited 2002, 2008

The rights of Gerry Johnson, Kevan Scholes and Richard Whittington to be identified as authors of this
work have been asserted by them in accordance with the Copyright, Designs and Patents Act 1988.

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system, or
transmitted in any form or by any means, electronic, mechanical, photocopying, recording or otherwise,
without either the prior written permission of the publisher or a licence permitting restricted copying in
the United Kingdom issued by the Copyright Licensing Agency Ltd, Saffron House, 6-10 Kirby Street,
London EC1N 8TS.

All trademarks used herein are the property of their respective owners. The use of any trademark in this
text does not vest in the author or publisher any trademark ownership

rights in such trademarks, nor does the use of such trademarks imply any affiliation with or
endorsement of this book by such owners.

ISBN: 978-0-273-71191-9 (text only)
ISBN: 978-0-273-71192-6 (text and cases)

British Library Cataloguing-in-Publication Data
A catalogue record for this book is available from the British Library

10 9 8 7 6 5 4 3 2 1
11 10 09 08 07

Typeset in 9.5/13pt Linoletter by 35
Printed and bound by Rotolito Lombarda, Italy

The publisher’s policy is to use paper manufactured from sustainable forests.



Brief Contents

Chapter 1 Introducing Strategy
Commentary The Strategy Lenses

Part | THE STRATEGIC POSITION

Introduction to Part |

Chapter 2 The Environment

Chapter 3 Strategic Capability

Chapter 4 Strategic Purpose

Chapter 5 Culture and Strategy

Commentary on Part | The Strategic Position

Part Il STRATEGIC CHOICES

Introduction to Part Il

Chapter 6 Business-Level Strategy

Chapter 7 Directions and Corporate-Level Strategy
Chapter 8 International Strategy

Chapter 9 Innovation and Entrepreneurship
Chapter 10 Strategy Methods and Evaluation
Commentary on Part Il Strategic Choices

Part lll STRATEGY IN ACTION

Introduction to Part

Chapter 11 Strategy Development Processes
Chapter 12 Organising for Success

Chapter 13 Resourcing Strategies

Chapter 14 Managing Strategic Change
Chapter 15 The Practice of Strategy
Commentary on Part lll  Strategy in Action

29

49
51
53
93
131
177
212

215
217
221
255
293
323
355
392

395
397
399
433
473
517
557
594






Detailed Contents

List of lllustrations XVi

List of Exhibits Xix

Preface XXiii

Getting the Most from Exploring Corporate Strategy XXVi

Guided Tour XXX

Acknowledgements XXXIV

1 Introducing Strategy 1

1.1 Introduction 2

1.2 What is strategy? 2

1.2.1 The characteristics of strategic decisions 2

1.2.2 Levels of strategy 7

1.2.3 The vocabulary of strategy 9

1.3 Strategic management 11

1.38.1 The strategic position 13

1.8.2 Strategic choices 14

1.8.3 Strategy in action 15

1.4 Strategy as a subject of study 16

1.5 Strategy as a job 18

1.6 The strategy lenses 19

Summary 22

Work assignments 23

Recommended key readings 23

References 24

Case example: Electrolux 25

Commentary The Strategy Lenses 29
Partl THE STRATEGIC POSITION

Introduction to Part | 51

2 The Environment 53

2.1 Introduction 54

2.2 The macro-environment 59

2.2.1 The PESTEL framework 55

2.2.2 Building scenarios 57



» DETAILED CONTENTS

2.3 Industries and sectors 59
2.3.1 Competitive forces - the five forces framework 59
2.3.2 The dynamics of industry structure 67

2.4 Competitors and markets 73
2.4.1 Strategic groups 73
2.4.2 Market segments 77
2.4.3 lIdentifying the strategic customer 78
2.4.4 Understanding what customers value — critical

success factors 79

2.5 Opportunities and threats 81

Summary 83

Work assignments 85

Recommended key readings 86

References 86

Case example: Global forces and the European brewing industry 88

3 Strategic Capability 93

3.1 Introduction 94

3.2 Foundations of strategic capability 95
3.2.1 Resources and competences 95
3.2.2 Threshold capabilities 96
3.2.3 Unique resources and core competences 97

3.3 Cost efficiency 99

3.4 Capabilities for achieving and sustaining competitive advantage 101
3.4.1 Value of strategic capabilities 102
3.4.2 Rarity of strategic capabilities 102
3.4.3 Inimitable strategic capabilities 103
3.4.4 Non-substitutability of strategic capabilities 106
3.4.5 Dynamic capabilities 107

3.5 Organisational knowledge 107

3.6 Diagnosing strategic capability 109
3.6.1 The value chain and value network 110
3.6.2 Activity maps 114
3.6.3 Benchmarking 116
3.6.4 SWOT 119

3.7 Managing strategic capability 120
3.7.1 Limitations in managing strategic capabilities 120
3.7.2 Developing strategic capabilities 121
3.7.3 Managing people for capability development 121

Summary 123

Work assignments 125

Recommended key readings 125

References 126

Case example: Making eBay work 128

4 Strategic Purpose 131

4.1 Introduction 132

4.2 Corporate governance 133



DETAILED CONTENTS G

4.2.1 The governance chain 138
4.2.2 Corporate governance reforms 138
4.2.3 Different governance structures 138
4.2.4 How governing bodies influence strategy 143
4.2.5 Ownership choices 144

4.3 Business ethics and social responsibility 145
4.3.1 Corporate social responsibility 145
4.3.2 The role of individuals and managers 150

4.4 Stakeholder expectations 153
4.4.1 Stakeholder mapping 156
4.4.2 Power 160

4.5 Organisational purposes: values, mission, vision and objectives 163
4.5.1 Corporate values 163
4.5.2 Mission and vision statements 164
4.5.3 Objectives 164
Summary 167
Work assignments 169
Recommended key readings 170
References 170
Case example: Product Red and Gap 173
5 Culture and Strategy 177
5.1 Introduction 178
5.2 Strategic drift 179
5.2.1 Strategies change incrementally 179
5.2.2 The tendency towards strategic drift 180
5.2.3 A period of flux 183
5.2.4 Transformational change or death 183

5.3 Why is history important? 184
5.3.1 Path dependency 185
5.3.2 Historical analysis 188

5.4 What is culture and why is it important? 189
5.4.1 National and regional cultures 190
5.4.2 The organisational field 192
5.4.3 Organisational culture 194
5.4.4 Organisational subcultures 195
5.4.5 Culture’s influence on strategy 196
5.4.6 Analysing culture: the cultural web 197
5.4.7 Undertaking cultural analysis 201

5.5 Managing in an historic and cultural context 203
Summary 205
Work assignments 205
Recommended key readings 206
References 206
Case example: Marks & Spencer (A) 208

Commentary on Part | The Strategic Position 212



D DETAILED CONTENTS
PartIl STRATEGIC CHOICES

Introduction to Part Il 217
6 Business-Level Strategy 221
6.1 Introduction 222
6.2 Identifying strategic business units 223
6.3 Bases of competitive advantage: the ‘strategy clock’ 224
6.3.1 Price-based strategies (routes 1 and 2) 227
6.3.2 (Broad) Differentiation strategies (route 4) 229
6.3.3 The hybrid strategy (route 3) 230
6.3.4 Focused differentiation (route 5) 230
6.3.5 Failure strategies (routes 6, 7 and 8) 231

6.4 Sustaining competitive advantage 231
6.4.1 Sustaining price-based advantage 232
6.4.2 Sustaining differentiation-based advantage 233
6.4.3 Strategic lock-in 235
6.4.4 Responding to competitive threat 236

6.5 Competitive strategy in hypercompetitive conditions 238
6.5.1 Overcoming competitors’ bases of strategic advantage 238
6.5.2 Characteristics of successful hypercompetitive strategies 239

6.6 Competition and collaboration 240
6.7 Game theory 241
6.7.1 The ‘prisoner’s dilemma’: the problem of cooperation 243
6.7.2 Sequential games 246
6.7.3 Changing the rules of the game 246
Summary 247
Work assignments 249
Recommended key readings 250
References 250
Case example: Madonna: still the reigning queen of pop? 251
7 Directions and Corporate-Level Strategy 255
7.1 Introduction 256
7.2 Strategic directions 257
7.2.1 Market penetration 258
7.2.2 Consolidation 260
7.2.3 Product development 261
7.2.4 Market development 261
7.2.5 Diversification 262

7.3 Reasons for diversification 262
7.3.1 Related diversification 265
7.3.2 Unrelated diversification 267
7.3.3 Diversification and performance 269

7.4 Value creation and the corporate parent 270

7.4.1 Value-adding and value-destroying activities of
corporate parents 270



DETAILED CONTENTS «

7.4.2 The portfolio manager 274
7.4.3 The synergy manager 275
7.4.4 The parental developer 276
7.5 Portfolio matrices 278
7.5.1 The growth/share (or BCG) matrix 278
7.5.2 The directional policy (or GE-McKinsey) matrix 280
7.5.3 The parenting matrix 282
Summary 286
Work assignments 286
Recommended key readings 287
References 287
Case example: The Virgin Group 289
International Strategy 203
8.1 Introduction 294
8.2 Internationalisation drivers 295
8.3 National and international sources of advantage 300
8.3.1 Porter’s Diamond 300
8.3.2 The international value network 302
8.4 International strategies 304
8.5 Market selection and entry 306
8.5.1 Market characteristics 307
8.5.2 Competitive characteristics 308
8.5.3 Entry modes 311
8.6 Internationalisation and performance 314
8.7 Roles in an international portfolio 315
Summary 316
Work assignments 318
Recommended key readings 318
References 319
Case example: Lenovo Computers: East meets West 320
Innovation and Entrepreneurship 323
9.1 Introduction 324
9.2 Innovation dilemmas 325
9.2.1 Technology push or market pull 326
9.2.2 Product or process innovation 328
9.2.3 Technological or business model innovation 329
9.3 Innovation diffusion 331
9.3.1 The pace of diffusion 332
9.3.2 The diffusion S-curve 333
9.4 Innovators and followers 336
9.4.1 First-mover advantages and disadvantages 336
9.4.2 First or second? 337
9.4.3 The incumbents’ response 338
9.5 Entrepreneurship and relationships 342
9.5.1 Stages of entrepreneurial growth 342
9.5.2 Entrepreneurial relationships 343

9.5.3 Social entrepreneurship 346



» DETAILED CONTENTS

Summary

Work assignments

Recommended key readings

References

Case example: Skype: innovators and entrepreneurs

10 Strategy Methods and Evaluation

10.1 Introduction
10.2 Methods of pursuing strategies
10.2.1 Organic development
10.2.2 Mergers and acquisitions
10.2.3 Strategic alliances
10.3 Strategy evaluation
10.3.1 Suitability
10.3.2 Acceptability
10.3.3 Feasibility
10.3.4 Evaluation criteria: three qualifications
Summary
Work assignments
Recommended key readings
References
Case example: Tesco conquers the world?

Commentary on Part Il Strategic Choices

348
349
350
350
352

355

356
356
357
357
360
365
366
368
380
382
383
385
386
386
389

392

Partlll. STRATEGY IN ACTION

Introduction to Part Ill

11 Strategy Development Processes

11.1 Introduction
11.2 Intended strategy development
11.2.1 Strategy development through strategic leadership:
the role of vision and command
11.2.2 Strategic planning systems
11.2.3 Externally imposed strategy
11.3 Emergent strategy development
11.3.1 Logical incrementalism
11.8.2 Resource allocation processes
11.3.3 Organisational politics
11.3.4 Cultural processes
11.4 Patterns of strategy development
11.5 Challenges for managing strategy development
11.5.1 Managing intended and realised strategy
11.5.2 The learning organisation
11.5.3 Strategy development in uncertain and complex
conditions

397

399

400
401

401
402
407
407
408
411
414
416
417
419
419
421

422



12

13

Summary

Work assignments

Recommended key readings

References

Case example: Strategy development at Intel

Organising for Success

12.1 Introduction
12.2 Structural types
12.2.1 The functional structure
12.2.2 The multidivisional structure
12.2.3 The matrix structure
12.2.4 The transnational structure
12.2.5 Project-based structures
12.2.6 Choosing structures
12.3 Processes
12.3.1 Direct supervision
12.3.2 Planning processes
12.3.3 Cultural processes
12.3.4 Performance targeting processes
12.3.5 Market processes
12.4 Relationships
12.4.1 Relating internally
12.4.2 Relating externally
12.4.3 Configuration dilemmas
Summary
Work assignments
Recommended key readings
References
Case example: Hurricane Katrina: human-made disaster?

Resourcing Strategies

13.1 Introduction
13.2 Managing people
13.2.1 People as a resource
13.2.2 People and behaviour
13.2.3 Organising people
13.2.4 Implications for managers
13.83 Managing information
13.3.1 Information and strategic capability
138.3.2 Information and changing business models
13.3.3 Implications for managers
13.4 Managing finance
13.4.1 Managing for value
13.4.2 Funding strategy development
13.4.3 The financial expectations of stakeholders
13.5 Managing technology
13.5.1 Technology and the competitive situation
13.5.2 Technology and strategic capability

DETAILED CONTENTS «

424
426
427
427
429

433

434
436
436
438
440
440
443
444
446
447
447
450
450
453
455
455
459
463
465
467
467
468
470

473

474
475
475
477
478
480
482
482
485
487
489
490
492
496
497
497
500



» DETAILED CONTENTS

14

15

13.6

13.5.3 Organising technology development
13.5.4 Implications to managers
Integrating resources

Summary

Work assignments
Recommended key readings
References

Case example: Video games

Managing Strategic Change

14.1
14.2

14.3

14.4

14.5

Introduction

Diagnosing the change situation

14.2.1 Types of strategic change

14.2.2 The importance of context

14.2.3 Diagnosing the cultural context

14.2.4 Forcefield analysis

Change management: styles and roles

14.3.1 Roles in managing change

14.3.2 Styles of managing change

Levers for managing strategic change

14.4.1 Challenging the taken for granted

14.4.2 Changing operational processes and routines

14.4.3 Symbolic processes

14.4.4 Power and political processes

14.4.5 Change tactics

Managing strategic change programmes

14.5.1 Strategy reconstruction and turnaround strategy

14.5.2 Managing revolutionary strategic change

14.5.3 Managing evolutionary strategic change

14.5.4 Some overall lessons on the management of change
programmes

Summary

Work assignments

Recommended key readings

References

Case example: Managing change at Faslane

The Practice of Strategy

1521

Introduction

15.2 The strategists

15.3

15.2.1 Top managers and directors
15.2.2 Strategic planners

15.2.3 Middle managers

15.2.4 Strategy consultants

15.2.5 Who to include in strategy?
Strategising

15.3.1 Strategy analysis

15.3.2 Strategic issue selling

503
505
505
509
510
511
511
514

517

518
519
519
521
524
526
527
527
529
533
533
534
535
538
539
541
541
544
545

546
547
549
550
550
553

557

558
559
559
561
563
565
566
569
569
570



15.3.3 Strategic decision making
15.3.4 Communicating the strategy
15.4 Strategy methodologies
15.4.1 Strategy workshops
15.4.2 Strategy projects
15.4.3 Hypothesis testing
15.4.4 Business cases and strategic plans
Summary
Work assignments
Recommended key readings
References
Case example: Ray Ozzie, software strategist

Commentary on Part lll Strategy in Action
Glossary

Index of Names
General Index

DETAILED CONTENTS G

572
574
575
576
578
579
581
585
585
586
586
589

594
596

603
607



Supporting resources
Visit the Exploring Corporate Strategy, eighth edition Companion Website at www.pearsoned.co.uk/ecs.

Register to create your own personal account using the access code supplied with the copy of the book.
Access the following teaching and learning resources:
Resources for students

e Key concepts: audio downloads, video clips, animations and quick tests to reinforce your
understanding

e Chapter audio summaries that you can download or listen to online

e Self assessment questions and a personal gradebook so you can test your learning and track your
progress

e Revision flashcards to help you prepare for your exams
e A multi-lingual online glossary to explain key concepts
e Guidance on how to analyse a case study

e Links to relevant sites on the web so you can explore more about the organisations featured in the case
examples and case studies

Also: The student Companion Website with Grade Tracker provides the following features:

e Enables students to save their scores from self assessment questions, and lecturers to monitor the
scores of their class

e Search tool to help locate specific items of content
e Online help and support to assist with website usage and troubleshooting

Resources for instructors
e Instructor’s manual, including extensive teaching notes for cases and suggested teaching plans

e Media-rich downloadable PowerPoint slides, including animations, video clips and key exhibits from the
book

e Classic cases - over 60 case studies from previous editions of the book
e Secure testbank containing over 600 questions

Also: the following instructor resources are available off-line:
e Instructor’s manual in hard copy, with CD containing PowerPoint slides and classic cases
e Video resources on DVD

For more information please contact your local Pearson Education sales representative or visit
www.pearsoned.co.uk/ecs




List of lllustrations

1.1 Yahoo!’s peanut butter manifesto 4
1.2 The vocabulary of strategy in different contexts 8
1.3 Strategists 20
2.1 PESTEL analysis of the airline industry 56
2.2 Scenarios for the biosciences in 2020 58
2.3 The consolidating steel industry 65
2.4 Cycles of competition 70
2.5 Strategic groups in Dutch MBA education 74
2.6 How much does industry matter? 84
3.1 Strategic capabilities 98
3.2 Strategic capability at Plasco 104
3.3 Building dynamic capabilities in a new venture 108
3.4 A value chain for Ugandan chilled fish fillet exports 112
3.5 SWOT analysis of Pharmcare 118
3.6 The resource-based view of competitive advantage: is it useful to

managers? 124
4.1 The Enron corporate scandal 136
4.2 BP, ‘Beyond Petroleum’ and the Texas City disaster 149
4.3 Ethical dilemmas 152
4.4a Stakeholder mapping at Tallman GmbH 158
4.4b Assessment of power at Tallman GmbH 162
4.5 Mission, vision and values statements 165
4.6 Three views in the purpose of a business? 168
5.1 Motorola: an analogue history facing a digital revolution 181
5.2 When in China. .. 191
5.3 Strategy debate in an accounting firm 193
5.4 The cultural web of the UK Forestry Commission 200
5.5 Path dependency 204
6.1 Competitive strategies on the strategy clock 226
6.2 easydet’s ‘no frills’ strategy 228
6.3 The strategy battle in the wine industry: Australia vs. France 234
6.4 Business-university collaboration in the creative and cultural

industries 242
6.5 Innova and Dolla play a sequential game 244
6.6 To be different or the same? 248
7.1 Strategic directions for Axel Springer 259
7.2 Zodiac: inflatable diversifications 264
7.3 Berkshire Hathaway Inc. 268
7.4 A sweet deal for Nelson Peltz? 271
7.5 Splitting the Home Office 283

7.6 Why have corporate-level strategies anyway? 285



m LIST OF ILLUSTRATIONS

8.1

8.2

8.3

8.4

8.5

8.6

9.1

9.2

9.3

9.4

9.5

9.6
10.1
10.2
10.3
10.4
10.5
10.6
10.7
11.1
11.2
11.3
11.4
11.5
12.1
12.2
12.3
12.4
12.5
12.6
13.1
13.2
13.3
13.4
13.5
13.6
14.1
14.2
14.3
14.4
14.5
14.6
15.1
15.2
15.3
15.4
15.5
15.6

Chinese retail: global or local?

Deutsche Post’s increasing international diversity
Boeing’s global R&D network

Strategic innovation at Hindustan Lever Ltd

The mini-multinational

Global, local or regional?

Shoes for skateboarders

A Russian computer games entrepreneur’s new business model

The MySpace snowball

Lush Cosmetics, a disruptive innovator?

Fatima’s dignified gowns

Are large firms better innovators than small firms?
How law firms are going global

Ranking options: Churchill Pottery

A strategic decision tree for a law firm

Sewerage construction project

Sensitivity analysis

Cash flow analysis: a worked example

Merger madness?

Strategic planning in Shell and ENI

An incrementalist view of strategic management
European strategy at Viacom in the 1990s
Boardroom battles at Vodafone

Honda and the US motorcycle market in the 1960s
Volkswagen: a case of centralisation

Enterprise resource planning (ERP) at Bharat Petroleum
The balanced scorecard: Philips Electronics
Controlling investment bankers

Developing school leaders through networks
Does structure follow strategy?

Customer relations at KLM: The Reliable Airline
The DIY craze extends to loans

Renewable energy

Psion chief’s warning to tech wannabes
Anti-social behaviour — nuisance neighbours
Resources or revolution

The challenges of managing change in the UK Ministry of Defence

The Forestry Commission of the future
Leadership styles for managing change
Changes in routines and symbols

ValuesJam at IBM

The management of change from top to bottom
Wanted: Team member for strategy unit
Jamming and mapping

Strategy workshops at ESB Power Generation
Hypothesis testing at a bank

Planning to plan at the University Library of Notre Dame
What good are strategy consultants?

296
299
303
309
313
317
327
330
335
340
344
347
361
369
370
374
378
381
384
404
410
413
415
424
437
449
452
454
461
466
479
488
495
501
507
508
522
525
532
536
542
548
562
568
577
580
582
584



List of Exhibits

1.1
1.2
1.3
l.i
L.ii
|.iii
l.iv
l.v
l.vi
2.1
2.2
2.3
2.4
2.5
2.6
2.7
2.8

3.1
3.2
3.3
3.4
3.5
3.6
3.7
3.8
4.1
4.2
4.3
4.4
4.5
4.6
4.7
4.8
4.9
4.10
4.11
5.1
5.2
5.3
5.4

Strategic decisions

The vocabulary of strategy

The Exploring Corporate Strategy model

Design lens

Experience lens

Adaptive tensions

Ideas lens

Discourse lens

A summary of the strategy lenses

Layers of the business environment

The five forces framework

The industry life cycle

Cycles of competition

Comparative industry structure analysis

Some characteristics for identifying strategic groups
Some bases of market segmentation

A strategy canvas — perceived value by customers in the electrical
engineering industry

Strategic capabilities and competitive advantage
Strategic capability: the terminology

Sources of cost efficiency

The experience curve

Criteria for inimitability of strategic capabilities
The value chain within an organisation

The value network

An activity system map

Influences on strategic purpose

The chain of corporate governance: typical reporting structures
Benefits and disadvantages of governance systems
Corporate social responsibility stances

Some questions of corporate social responsibility
Ethical guidelines

Stakeholders of a large organisation

Some common conflicts of expectations
Stakeholder mapping: the power/interest matrix
Sources and indicators of power

Simple rules

Chapter structure

Strategic drift

Path dependency and lock-in

Cultural frames of reference

©

32
36
40
41
45
46
54
60
68
69
72
76
77

80

95

96
100
101
105
110
114
115
132
134
142
146
151
153
154
155
156
161
166
178
180
186
190



» LIST OF EXHIBITS

55
5.6
5.7
5.8
[Li
[Lii
6.1
6.2
6.3
6.4
6.5
6.6
6.7
7.1
7.2
7.3
7.4
7.5
7.6
7.7
7.8
7.9
7.10
8.1
8.2
8.3
8.4
8.5
8.6
8.7
9.1
9.2
9.3
9.4
9.5
9.6
10.1
10.2
10.3
10.4
10.5
10.6
10.7
10.8
10.9
10.10
11.1
11.2
11.3

Culture in four layers

Culture’s influence on strategy development

The cultural web of an organisation

The cultural web: some useful questions

Strategic choices

The TOWS matrix

Business-level strategies

The strategy clock: competitive strategy options

Sustaining competitive advantage

A framework for responding to low-cost rivals

Competitive strategies in hypercompetitive conditions
Competition and collaboration

A prisoner’s dilemma

Strategic directions and corporate-level strategy

Strategic directions (Ansoff matrix)

Related diversification options for a manufacturer

Diversity and performance

Portfolio managers, synergy managers and parental developers
Value-adding potential of corporate rationales

The growth share (or BCG) matrix

Directional policy (GE-McKinsey) matrix

Strategy guidelines based on the directional policy matrix
The parenting matrix: the Ashridge Portfolio Display
International strategy framework

Drivers of internationalisation

Porter’s Diamond - the determinants of national advantages
Four international strategies

International competitor retaliation

Market entry modes: advantages and disadvantages
Subsidiary roles in multinational firms

The innovation—-entrepreneurship framework

Product and process innovation

The diffusion S-curve

Disruptive innovation

Portfolio of innovation options

Stages of entrepreneurial growth and typical challenges
Strategy methods and evaluation: chapter structure
Worldwide mergers and acquisition by value

Types of strategic alliance

Strategic options

Suitability of strategic options in relation to strategic position
Some examples of suitability

Some criteria for assessing the acceptability of strategic options
Assessing profitability

Real options framework

Measures of shareholder value

Strategy development processes

Strategic direction from prior decisions

Strategy development through resource allocation processes

194
196
198
202
217
219
222
225
232
237
238
241
243
257
258
266
270
274
277
279
281
281
284
294
297
301
305
310
312
315
325
329
333
339
341
343
356
358
363
365
366
367
371
372
376
377
400
408
412



11.4
11.5
11.6
11.7
12.1
12.2
12.3
12.4
12.5
12.6
12.7
12.8
12.9
12.10
12.11
12.12
12.13
12.14
13.1
13.2
13.3
13.4
13.5
13.6
13.7
13.8
13.9
13.10
13.11
13.12
13.13
14.1
14.2
14.3
14.4
14.5
14.6
14.7
14.8
15.1
15.2
15.3
15.4

Some configurations of strategy development processes

Managers’ perceptions of strategy development processes

Strategy development routes
Strategy development in environmental contexts

LIST OF EXHIBITS «

418
419
420
423

Organisational configurations: structure, processes and relationships 435

A functional structure

A multidivisional structure

Two examples of matrix structures
Multinational structures

Comparison of structures

Types of control processes

The balanced scorecard: an example
Relating internally and externally

Strategic planning

Financial control

Strategic control

‘Joined-up’ services: smoothing the network
Some dilemmas in organising for success
Resourcing strategies

Strategy and people

Competitive advantage through people
Strategy and information

Changing business models

Strategy and finance

Financial aspects of value creation
Balancing business and financial risk
Strategy and technology

Matching technology strategies to markets
Developing or acquiring technology

Funding and location of R&D

Resource integration in a new product launch
Key elements in managing strategic change
Types of change

Contextual features of strategic change programmes
A forcefield analysis

Styles of managing strategic change
Organisational rituals and culture change
Political mechanisms in organisations
Turnaround: revenue generation and cost reduction steps
The pyramid of strategy practice

The access/execution paradox

Who to include in strategy making?

Formal channels for issue selling

438
439
441
442
444
446
451
455
456
457
458
462
464
474
476
481
482
486
489
490
493
498
499
502
503
506
519
520
523
527
530
537
539
543
559
567
567
572






Preface

We are delighted to offer this eighth edition of Exploring Corporate Strategy.
With sales of previous editions approaching 800,000, we know that we have
many loyal readers. At the same time, the strategy field is constantly changing.
For this edition, therefore, we have consulted our users to introduce several new
features, while taking care to retain features that have been well proven with
many students and tutors from all over the world. Here we will highlight the key
innovations of this edition, and then recap some of the classic features of the
book.

The principal innovation of the eighth edition is to reorganise existing
materials and introduce new materials to create four new chapters. These new
chapters reflect advances in academic research, changes in practice and course
developments in many universities around the world. These chapters are:

® Chapter 5 Culture and Strategy, incorporating a strong historical theme, with
the growing appreciation of phenomena such as path dependency and institu-
tionalised patterns of behaviour.

® Chapter 8 International Strategy, reflecting of course the growing international-
isation of business, but also the international ambitions of students in many
universities.

® Chapter 9 Innovation and Entrepreneurship, responding to the increasing
pace of innovation in many industries and the growing interest amongst many
students in establishing their own enterprises.

® Chapter 15 The Practice of Strategy, emerging in part from a new research
domain in which two of the authors are active, but also the need for students
to have insight into the practical details of who gets involved in strategy, what
they do and the methodologies they use.

While adding these chapters, we have been very aware of the need to offer
students manageable amounts of reading. Accordingly we have slimmed down
the text, so that students now have more, but shorter chapters than in previous
editions. Overall, the eighth edition is shorter than the seventh.

A second significant development for this edition is the extension of the strat-
egy lenses from three to four. We believe strongly that a strategy textbook should
not encourage a narrow orthodoxy with regard to strategic issues. The strategy
lenses are one of the ways in which we try to help students see strategy in
different ways. As well as the analytically orientated design lens, the gradualist
style of the experience lens and the innovative ideas lens, we introduce a dis-
course lens. This discourse lens reflects both the growth of academic research on
the role of language in strategy and the practical importance of mastering this
language in the ‘strategic conversation’ of organisations. At the same time as
adding this fourth lens, we have adopted a new format for the lens-inspired
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‘commentaries’ that follow each of the three parts of the book. This format is
designed to be concise and user-friendly.

As well as these innovations, the eighth edition builds on established
strengths of the book:

® Outstanding pedagogical features. Each chapter has clear learning outcomes,
definitions of key concepts in the margins, practical questions associated
with real-life illustrations, and concise end-of-chapter case examples through
which students can easily apply what they have learnt. The website
(www.pearsoned.co.uk/ecs) has a wealth of resources for students and tutors,
including audio summaries, flashcards, a glossary, self-assessment questions,
assignments, additional cases and PowerPoint slides.

® Up-to-date materials. As well as the new chapters, we have thoroughly revised
the other chapters, updating the references so students and teachers can
easily access the latest research. The majority of the 86 illustrations and 15
end-of-chapter case examples are entirely new to this edition. The Text and
Cases version has 17 new cases and 19 fully revised ones. We have incor-
porated new theoretical perspectives, such as complexity theory, discourse
theory and strategy-as-practice.

® Encouraging critical thinking. As well as the four strategy lenses, we encourage
critical thinking by ending each chapter with a ‘key debate’, introducing
students to research evidence and theory on key issues of the chapter and
encouraging students to take a view. Our ‘three circles’ model — depicting the
overlapping issues of strategic position, strategic choices and strategy in action
— challenges a simple linear, sequential view of the strategy process.

® Range of examples. This edition maintains the wide range of examples used in
the text, illustrations and cases. We draw from all over the world, and from a
wide range of type and size of organisation. An important distinctive feature
of Exploring Corporate Strategy is the use of examples from the public and
voluntary sectors, where many students will be employed.

® Attractive text layout and design. We continue to use colours and photographic
materials to improve clarity and ease of ‘navigation’ through the text. Reading
the text should be an enjoyable and straightforward process.

A guide to how to get the most from all the features and learning materials of
Exploring Corporate Strategy follows this preface.

Many people have helped us with the development of this new edition.
Another innovation for this edition has been the introduction of an Advisory
Board of 20 experienced users of the book. Their guidance has been immensely
useful as we have undertaken the substantial revisions of this edition, and we
hope to be able to develop the Advisory Board and its role in the future. But
many other adopters of the book provide more informal advice and suggestions
— many of whom we have had the pleasure of meeting at our annual teachers’
workshops. This kind of feedback is invaluable. Also, our students and clients at
Sheffield, Strathclyde, Lancaster and Oxford and the many other places where
we teach are a constant source of ideas and challenge and it would be im-
possible to write a book of this type without this direct feedback. Our own work
and contacts have expanded considerably as a result of our book and we now all
have important links across the world who have been a source of stimulation to us.
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Our contacts in Ireland, The Netherlands, Denmark, Sweden, France, Canada,
Australia, New Zealand, Singapore and the USA are especially valued.

We would like to thank those who have contributed directly to the book by
providing case studies, and those organisations that have been brave enough to
be written up as case studies. The growing popularity of Exploring Corporate
Strategy has often presented these case study companies with practical problems
in coping with direct enquiries from tutors and students. We hope that those
using the book will respect the wishes of the case study companies and not con-
tact them directly for further information. There are many colleagues that we
need to thank for assisting us in improving our understanding of particular
aspects of the subject or related area. Strategy is such a vast domain that this
assistance is essential if the book is to remain up to date. So thank you to Julia
Balogun, John Barbour, Nic Beech, George Burt, Mark Gilmartin, Stéphane
Girod, Royston Greenwood, Paula Jarzabkowski, Phyl Johnson, John Kind, Aidan
McQuade, Michael Mayer, Thomas Powell, Ian Sayers, Jill Shepherd, Angela
Sutherland, Catherine Walker and Basak Yakis. Special thanks are due to all
those who provided and helped develop illustrations and cases — their assistance
is acknowledged at the foot of those illustrations. Thanks are also due to
Christine Reid at Strathclyde for her valuable assistance with references. Our
thanks are also due to those who have had a part in preparing the manuscript for
the book, in particular Lorna Carlaw at Strathclyde and Kate Goodman at Oxford.

Gerry Johnson
Kevan Scholes

Richard Whittington

November 2007



Getting the Most from Exploring
Corporate Strategy

Through the various editions of Exploring Corporate Strategy we have tried to
respond to the continuing demand for more material whilst keeping the size of
the text manageable for readers. These demands have included more depth in
topics, more coverage of particular sectors or simply more examples and tasks
for students. We have already produced additional materials and publications
and improved the cross-referencing to other material where it is relevant to a
particular section of the text. With the launch of the Enhanced Media Edition of
the seventh edition in 2006 our range of web-based materials for tutors and stu-
dents was considerably extended. This note gives some practical advice on how
you might gain most advantage from this wide and varied range of materials.

Using Exploring Corporate Strategy

To get the most from Exploring Corporate Strategy and related materials the
broad advice to students and managers is to ensure that you have achieved three
things:

® you understand the concepts;

@ you can apply these concepts to practical situations — if you are a manager it is
particularly important to apply the concepts to your own work context;

® you read more widely than Exploring Corporate Strategy.

Features of the text

® Learning outcomes are included at the beginning of each chapter which show
what you should have achieved on completing the chapter. Check that you
have understood all of these.

® Key terms are highlighted in the text and explained in the margins.

® Illustration boxes appear throughout the chapter and include questions so
they can be used as ‘mini’ cases. Make sure that you read and answer these to
check that you understand the theory/practice connection. If you are a man-
ager, always ask yourself an additional question: ‘what are the lessons for me
and my organisation from this example?’ Do this for the case examples and
case studies too, if you can. The best strategic managers are those who can
transfer learning from one situation to another.

® Chapter summaries help you to recap and review the main points of the chapter.

® Work assignments are organised in two levels of difficulty. Your tutors may
have set some of these as course tests. In any case, you should treat these in
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the way you would previous examination papers — as a means of testing your
own learning of both concepts and applications. If you are a manager, take the
opportunity to work through these assignments for your own organisation and
involve other members of your team if you can.

® Recommended key readings are listed at the end of each chapter. Make sure
that you are familiar with those that are relevant to your course of study.
There are extensive references for more detailed study and in-depth research.

® A case example is included at the end of each chapter to help you consolidate
your learning of the major themes. Answer the questions at the end of the
example.

® A part commentary appears at the end of each major section of the book. Use
the commentaries to ensure that you can see connections between issues in
different chapters of that part and that you can see the part theme in more
than one way (through the strategy lenses as described in Chapter 1).

@ If you are using the Text and Cases version try to read the cases relevant to
the topics on your course — even if they are not set as class work or assess-
ments. The Guide to Using Case Studies on page 599 indicates the main focus
of each case and the relevant chapter. Case study introductions highlight
which key learning points are covered by the case. Also look for relevant
classic cases on the website (see below). Their relevance to topics in the book
is indicated in the table on pages 602—-603.

Check the companion website (see below) regularly for updates and additional
material and ask if your tutor has a copy of the Exploring Corporate Strategy
video material (see details below).

Teaching and learning resources

A wide range of material has been developed to support and enhance your use
of this book. Students can access the companion website by redeeming the
unique registration code provided with each new copy of the book. Tutors should
contact their local Pearson Education representative to enable access to the
instructor resources. Details of your local representative can be found at
www.pearsoned.co.uk/replocator.

Exploring Corporate Strategy website (www.pearsoned.co.uk/ecs)

Material for students and tutors is added and updated on a regular basis.

For students:

® Revision aids (flashcards, key concepts and glossary in six languages).
® Audio summaries of chapters and important concepts.

® Self-assessment questions, work assignments and grade book.

® Help with case studies (weblinks, FT articles and advice on analysing cases).

For tutors:

® Extensive instructor's Manual (with case study teaching notes and work
assignment debriefs).
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® PowerPoint slides.

® Secure test bank of assessment questions.

Exploring Corporate Strategy — video resources DVD

The DVD contains mini briefings on selected topics from the authors and mater-
ial to support some of the case studies.

1 With the Experts (the authors explain key concepts for use in class):

® Strategy in different contexts

® Porter’s five forces

® Core competences

@ Strategic drift and the cultural web

2 Case study organisations (supplementary material to use in class):

SABMiller (international development)

eBay (success and sustainability)

Amazon.com (business-level strategy)

Eurotunnel (a clash of national cultures)

Manchester United (football club or business?)

easyJet (competitive strategy)

Marks & Spencer (two CEOs on managing turnaround)

The Exploring Strategic Management series

This series from FT/Prentice Hall builds on readers’ knowledge of Exploring
Corporate Strategy and provides more depth by topic or sector. All these books
have been written in conjunction with Gerry Johnson and Kevan Scholes. Books
available are:

® V. Ambrosini with G. Johnson and K. Scholes, Exploring Techniques of
Analysis and Evaluation in Strategic Management, 1998; ISBN: 0-13-570680-7

® T. Grundy with G. Johnson and K. Scholes, Exploring Strategic Financial
Management, 1998; ISBN: 0-13-570102-3

® ]J. Balogun and V. Hope-Hailey with G. Johnson and K. Scholes, Exploring
Strategic Change, 3rd edition, 2008; ISBN: 0-273-70802-3

® G. Johnson and K. Scholes (editors), Exploring Public Sector Strategy,
FT/Prentice Hall, 2001; ISBN: 0-273-64687-7

A note for tutors

Instructor’s manual
A comprehensive set of supporting material for tutors including:

® how to plan programmes using the text;
® using the case studies;
@ teaching notes for case studies;

@ tutor briefs for end-of-chapter work assignments and questions linked to
illustrations;
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® a CD containing PowerPoint slides for all chapters in the book (including all
the Exhibits from the book) and a test bank of assessment questions;

Since the first publication of the book we have always been concerned that good-
quality practical support and advice to tutors is provided. This has been one of
the driving forces behind the growth of the support material. The advice above
for students and managers is also likely to be relevant to tutors.

Since 1989 we have run annual one-day workshops for tutors (also in Scotland
since 1995). These have proved to be very popular with both experienced tutors
and those who are new to the subject.

Details of forthcoming workshops are posted on our website. We hope that the
exploitation of our website will make this support more comprehensive, more
universal in coverage and more consistent in terms of the support tutors can
expect, irrespective of their location.

We are always happy to receive feedback from users of the book. Contact us
at:

KScholes@scholes.u-net.com
gerry.johnson@lancaster.ac.uk
richard.whittington@said-business-school.oxford.ac.uk



Guided Tour

-> Navigation and setting the scene

THE STRATEGIC POSITION

How to analyse an organisation’s position in the external environment.

How to analyse the determinants of strategic capability - resources, competences and the
linkages between them.

How to understand an organisation’s purposes, taking iito account corporate governance,
stakeholder expectations and business ethics.

How to address the role of history and culture in determining an organisation’s position.

The
Capabiiity ~ Strategic ©  Purpose
Position

AGRY
~NO ey

8

International Strategy

LEARNING OUTCOMES
After reading this chapter you should be able to:

> Assess the intemationalisation potential of different markets, sensitive to
variations over time.
> Identify sources of competitive advantage in intemational strategy, both

through global sourcing and explotation of local factors embodied i Porter's et

Diamond.

> Distinguish between four main types of international strategy.

> Rank markets for entry or expansion, taking into account attractiveness,
cultural and other forms of distance and competitor retaliation threats.

> Assess the relative merits of different market entry modes, including joint
ventures, licensing and foreign direct investment.

P PRESLENS P TackTLL

Part opening page identifies the chapters and topics covered within each part.

— Learning outcomes

enable you to check
that you have
understood all the
major areas by the
end of the chapter.

The ‘three circles’ navigational diagram shows where you are in the three-part structure that underpins the book.

-> Strategy in context

lllustrations showcase the application of specific strategic issues in
the real world so you can identify and relate theory and practice.

b CHAPTER 1 INTRODUCING STRATEGY

The vocabulary of strategy in different contexts

Al sorts of organisations use the vocabulary of strategy. Compare these extracts from
the statements of communications giant Nokia and Kingston University, a public
institution based in London with 20,000 students.

Nokia Goals:

o provide all our current and future students with
equal opportunites to realise ther learing ambiton

« To provide a comprehensive rangs of high-aualiy
Gourses and a supportive environment that
encourages crtical leaing and develops personal
social and employable skils.

 To create authorty inresearch and professional
practice for the benefitof indivicuas, society and
the economy.

 To develop collaborave ks with providers and
stakeholders within the region, nationally and
Internationaly.

Vision and Mission: Gonnacting is about helping people
1o feel close to what matters. Wherever, whenever, Nokia
balieves in communicating, sharing, and n the awesome
potentialin connecting the 2 billon who do with the
4 billon who don't

1fwe focus on people, and use technology to help
paople feelclose to what matters, then growth wil folow,
102 worid where everyone can be connected, Nokia
takes a very human approch to technology.

Strategy: At Nokia, customers remain our op priory.
Gustomer foous and consumer understanding must

The Virgin Group

Aidan McQuade

Introduction

The Virgin Group is one of the UK's largest
private companies. The group included, in 2006,

63 businesses as diverse as airlines, health clubs,
music stores and trains. The group included

Virgin Galactic, which promised to take paying
passengers into sub-orbital space.

The personal image and personaliy of the founder,
Richard Branson, were highly bound up with those
of the company. Branson'’s taste for publicity has led
him 10 stunts as diverse as appearing as a cockney
street trader in the US comedy Friends, to attempting
 non-stop balloon flight around the world. This
has certainly contributed to the definition and
recognisabilty of the brand. Research has showed

always drive our day-to-day business behavior. Nokia's
pririty i to be the most prefered partner to operators,
retallers and enterprises.

Nokia wi continue 1o be a growth company, and
we will expand to new markets and businesses. World
leacing productiviy is orical for our future success,
Our brand goal i for Nokia to become the brand most
loved by our customers.

I Ine withthese pririies, Nokia's business portfolo
strategy focuses on five areas, with each having long-
torm objectives: reato winning devices; embrace con

and fulfiment; technology and architecture.

Kingston University, London
Mission: The mission of Kingston Univrsity is to promoe
partcpation n higher education, which  regards s

a democratic entiement; o stive for excelence in
learming, teaching and research o reaife the cretive
potentia and fe the imagination of ll s members; and
to eaup s students to make effecive contrbutions

10 sociaty and the acoromy.

Vision: Kingston University ams to be a comprehensive
and Gommunity Universiy. Our ambiton s to create a
Uniersity that is ot constrained by presant possibities,
but has a grander and more aspiratonal vsio of s future.

 To make the Uriversit’s orgarisation, structure,
culture and systems appropriate for the delvery
ofts Mission and Gosls.

 To manage and develop its human, physical and
financialresources to achieve the best possible
academic value and value-for-money,

‘Source: ww e co: Kingston Universiy Plan 2008-2010
i kingston 3ok,

Questions.
1 How do the vocabularies of Nokia and
Kingston University it with each other and
with the defintions given in Exhibit 1.27
To what extent s strategy different for a
‘commercial organisation such as Nokia
and a public organisation like Kingston
University?

Compare your university’s (or employer's)
strategic statements with Kingston's or
Nokia’s (use a web search with your
organisation’s name and terms such as

trategy’, ‘vision' and ‘mission’. What
implications might there be for you from
any similarities and diferences?

that the Virgin name was associated with words
such as ‘fun’, ‘nnovative’, ‘daring’ and ‘successful

In 2006 Branson announced plans o invest $3bn
(€2.4br; £1.7bn) in renewable energy. Virgin, through
its partnership with a cable company NTL, also
undertook an expansion into media challenging
publicly the way NewsCorp operated in the UK and
the effects on British democracy. The nature and
scale of both these initatives suggests that Branson's
taste for his brand of business remains undimmed

Origins and activities

Virgin was founded in 1970 as a mall order record
business and developed as a private company in
music publishing and retaiing. In 1986 the company.
was floated on the stock exchange with a tunover of
£250m (€362.5m). However, Branson became tired

of the public listing obligations: he resented making
presentations in the City to people whom, he believed,
did not understand the business. The pressure to
create short-term profit, especially as the share price
began to fal, was the final straw: Branson decided to
take the business back into private ownership and the

shares were bought back at the original offer price.

The name Virgin was chosen to represent the idea
of the company being a virgin in every business it
entered. Branson has said that: ‘The brand s the.
single most important asset that we have; our ultimate
objective s to establish it as a major global name.
This does not mean that Virgin underestimates the.
importance of understanding the businesses that t is
branding. Referring to his intent to set up a ‘green
energy company producing ethanol and callulosic.
ethanol fuels in competition with the oilindustry, he
said, ‘We're a slightly unusual company in that we go
into industries we know nothing about and immerse
ourselves.

Virgin's expansion had often been through joint
ventures whereby Virgin provided the brand and its
partner provided the majority of capital. For example,
the Virgin Group's move inta clothing and cosmetics
required an inital outiay of only £1,000, whilst its
partner, Victory Corporation, invested £20m. With
Virgin Mobile, Virgin built a business by forming
partnerships with existing wireless operators to sell
Services under the Virgin brand name. The carriers'
competences lay in network management. Virgin
set out to differentiate tself by offering innovative.

This case was up
work by Urmita L

ted and revised by Aidan McQuade, Uriversity of Strathclyde Graduate School of Business, based upon

a

— The Case example

at the end of each
chapter provides a
broad view of the
topic of the chapter
in the context of a
wide range of global
organisations and in
a variety of sectors.
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-> Critical thinking and further study

Key

chapter invites you to reflect on topical and

debate - the final illustration in each

contentious questions of strategy.

Work assignments are organised into two levels of
difficulty, and provide interesting and stimulating questions
to test your learning of key concepts and applications.

.y

APTER 1*»& ENVIRONMENT

lllustration 2.6

How much does industry matter?

A good start in strategy must be to choose a profitable indlustry to compete in. But
does simply being in the right industry matter more than having the right kinds of

* Denotes more advanced work assignments. * Refers to a case study in the Text and Case edilion.

IATIONAL STRATEGY

81 Using Exhibit 822 (Yip's globalisation drivers), compare two markets you are familiar with and
analyse how strong each of the drivers i for Increased interational sirategy.

8.2 % Taking an industry you are familiar with that is strong in your home country (for example, fashion

skills and resources?

Tris chapter has focused on the role of the environment.

In strategy making, with particular regard to industris.
importanc of industries in datermining

organisational performance has been challenged In

recent years. Ths has ed to a debate about whether

with the organisation's own skils and resources (t
focus of Ghapter 3)
Managers favouring an exteral approach look

m e in their industries through meras
acquisitons or aggressive marketing. Managers favouring
an intemal approach concentrato their attention inside

the organisation, fosterng the skils o their peopl
or nurturing technologies, for example. B
managerial time s imited, there s a rea trade off o
b6 made btween extemal and infarnal approaches.
hief acvocate of the extemal approach is
Michael Porter, Professor at Harvard Business School
and founder of the Monitor Consulting Gr
Influentialsceptic of tis approach is Richard Rumel;
a student at

Per cent of variance in profitabilty due to:
100

gn
wlt [
70 L
@ s O
% 50 7 ™ G
In
- » dustry
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Rumelt McGahan & Porter

‘own skils and resources. However, the greater industry
ffect found in Porter and McGahan's study of both
manufacturing and services suggests that industry’s

University of Galforna Los Angeles. Porter, Rumelt
and others have done a series of empirical studies

Typicaly, these studies take a large sample of fims
and compare the extent to which variance in proftabilty
is due to firms or industres (controling for ther effects
such as size). I firms witin the same ndustry tend to

External
influences can matter more in some industries than
the

Notes
1. EM. Bowuman and GE. Halfat, ‘Does corporat sirategy
mater?, Statogi Managerment Joura, vol 22,101 2001),

b oo e oty

B 14,
.12, 0. 21991, pp. 167165,
iy Forr 1 A W, How st dos iy
matr el Stategic Marageront douma,

an oxtemal approson fo srategy s sporte. 1

of
ofiabiy 1 e spaciic e arc reercas of e
an most

op. 1
AN McGahan, The emargonce and sustainabityof abnrmal
Vol 1,no. 1 2003), pp. 79-108

appropriate.
“The two most in factfind that more.

of the variance in profiabilty is due to firms rathr than

industres — firms account for 47 per cent in Rumalt's

study of manufacturing (see the figure).” However, when
well

Question
Porter and McGahan's study suggests that some

Porter and McGah:
5 mrufacttng ey found s g kst et
(19 per cent).*

“The implication rom this work is that fim-specific

fims’ profitabilties
more than others: in other words, their
profitabiities bunch togather. Why might some

in France, cars in Germany), use the four determinants of Porter’s Diamond (Exfibit 8:3) to explain

that industry's national advantage.

83 Using the four intemational strategles of Exhibit 8.4, classify the international strategy of AIB",
‘SABMiler® or any other multinational corporation with which you are familar.

8.4 % Using the CAGE framework (section 8.5.1), assess the relative distance of possible overseas
markets for a smal entrepreneurial company such as MacPac* or Brown Bag Films" to expand
into. What entry modes (export, lliances, licensing or direct investment) would you recommend

for the most attractive markets?

8.5 % Take any part of the public or not-for-profit sector (for example, education, health) and explain how

Integrative assignment

fa it may do in the future.

86 Asin 8.3, use the four intemational strategies of Exhibit 8.4 to classify the international strategy of

AR,

section 12.2, how does.

SABMiler” or any ofher multinational corporation w\m which you are familir. Dr CLTT
rategy

ucture

summaries, weblinks

An
featured in the text, definitions of key concepts and self-assessment questions, can be found on
the ipanion Website at ed.co.uki

Recommended key readings

© An eye-opening introduction to the detailed

workings - and inefficiencies — of today's global
wol, The Travels of a T-Shirt in
the Global Economy: an Economist Examines the
Markets, Power and Politics of World Trade, Wiley,
2006. A more optimistic view is in T. Friedman, The
World is Flat: the Globalized World in the Twenty
First Century, Penguin, 2006,

economy is . Ri

© An_invigorating perspective on_international

textbook is A. Rugman and S. Collinson, Inter-
national Business, Ath edition, FT/Prentice Hall
006,

A useful collection of academic articles on inter-
national business is in A. Rugman and T. Brewer
(eds). The Oxford Handbook of International
Business, Oxford University Press, 2003.

© For information on the financial considerations

wWith respect 1o international developments see

Industres have a larger influence on their
members' pr ers’

Firms need to their

strategy is provided by G. Yip, Total Global Strategy  G. Arnold Corporate Financial Management, 3rd
11, Prentice Hall, 2003. A comprehensive general  edition, FT/Prentice Hall, 2005, Chapter 7.

Recommended key readings direct you to other
relevant sources so that you can read and research
further into the key topics discussed in the chapter.

Commentaries appear at the end of each Part, presenting a view of strategy through four
different ‘lenses’ to help you to see strategy in different ways and widen your perspectives.

he

w
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can consider how different strategic options might address the issues identified.

art I of the book has discussed of the £l that managers in have
to take into account in developing the strategies of their organisations. The underlying theme

ere, s that reconciling these different forces is problematic. Not only are there many of them, but
also their effects are difficult to predict and they are likely to change, creating potentially high levels
of uncertainty. The forces may also be in conflict with one another, or pulling in different directions.

nderstanding the strategic position of an organisation is therefore challenging for managers,

Tn this commentary the four strategy lenses introduced in the initial Commentary are now used to
reconsider how managers can and do make sense of the strategic position they face and some of the
Key issues discussed in the chapters in Part L. Note that

‘There is no suggestion here that one of these lenses is better than another, but they do provide
different insights into the problems faced and the ways managers cope with the challenge.

If you have not read the Commentary following Chapter 1 that explains the four lenses, you
should now do so

‘The concepts and analytic tools of strategy can be used to understand the complex and

uncertain world managers face in developing strategy. So it makes sense

® Undertake rigorous analysis of environmental forces, strategic capabilities, stakeholder
‘power and cultural influences.

® Build scenarios to sensitise possible futures

® Integrate the insights from such analyses into a clear view of the strategic position.

© Involve managers in such analysis through systematic strategic planning,

A clear understanding of the strategic position by managers is then helpful in their

‘managing the development of a future strategy because it provides a basis upon which they

Managers’ individual or collective experience based on prior events is drawn upon by them
to make sense of the strategic position of the organisation. This can be useful because it
provides short-cuts in sense making, It is, however, also dangerous because such experience
becomes fixed, determines how stimuli are made sense of and biases responses to such
stimuli. An uncertain future is therefore likely to be understood in terms of past experience
that acts as an ‘uncertainty reduction mechanism’.

ibilities (especially co that have driven past success are
hkely O o ) e o e o A B ey
well give rise to strategic drift.
Questioning and challenging that which is taken for granted is vital. It is at least as important
to surface the assumptions that managers have as to undertake careful strategic analysis,
because it is likely to be such assumptions that are driving strategic decisions. A major role
of the frameworks of analysis described in Part Lis to do just his.

Commentary on Part |

The Strategic Position

Ideas lens

It is not possible to reduce uncertainty sufficiently to arrive at a clear strategic position upon
which strategies can be rationally evaluated. Knowledge and understanding of the bases of
the strategic position of the organisation can never be sufficiently complete. Indeed, rigorous
analysis may foster conformity and a ‘right way’ of seeing things.

However, the ambiguity and uncertainty of the future may be beneficial in that it can give,
Tise to a variety of different perspectives that can stimulate new ideas from within and
around the organisation. These new ideas are just as likely to bubble up from below as be
originated at the top of an organisation. So, if innovation is important, managers need to
learn how to foster and harness such variety.

Managers may not be able to determine an objectively based ‘right’ view of the strategic
‘position of their organisation, but they may be able to establish a sufficiently clea
overarching vision or a set of ‘simple rules’ that allows for the necessary variety to encourage
the emergence of new ideas.

‘With regard to strategic drift, there are different views here:

o Tl rise to new id that help avoid drift.
 That drift is an inevitability but that the resulting instability will itself help generate new
ideas and be an opportunity for renewal.

‘The strategic position of an organisation is not so much a matter of objective ‘fact’ as that

which is represented and privileged in the discourse of major stakeholders and powerful
people, for example a CEO, investors, government. What such stakeholders say shows how
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driving the strategy of ‘This has a very re:

strategies.

Discourse is also linked to identity. So:

® Each stakeholder has their own identity and associated with this is their own way of
talking about their relationship to the strategy of an organisation. This is a route to
understanding stakeholder interest and influence.

@ The concepts and tools associated with strategy can be employed by managers so that
they can look as though they have insights that give them a special place wllh regard to
the destiny of the organisation. In this sense strategy discourse is linked to

@ People get locked into their ways of talking about their strategic pzrspecnve 1
difficult to change this. In this sense dominant discourse can contribute to strategic drift.
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- Checking your understanding

Key concept icons in the text direct you to audio and other resources on the companion
website where you can check and reinforce your understanding of key concepts.

l 3.6.1 The value chain and value ne

@@"E"-w% If organisations are to achieve co
§ KEY % customers, managers need to und

CONCEPT TS ] ¢
especially important in creating thg

value network concepts can be help

Value chain
and value
network

The value chain
Avalue chain describes  The value chain describes the categg
the categories of activities isation, which together create a prd
within and around an in relation to competitive strategy by

organisation, which tion of a value chain. Primary activi
together create a product

or service or delivery of a product or service.
Primary activities are ® Inbound logistics are activities ¢
directly concerned with buting inputs to the product or
the creation or delivery of control, transport, etc.

a product or service . .
® Operations transform these input

A packaging, assembly, testing, etc|
® Outbound logistics collect, store

example warehousing, materials
® Marketing and sales provide the

aware of the product or service af
administration, advertising and s

® Service includes those activities ]

Key terms are highlighted in the text with a
brief explanation in the margin when they first
appear. These terms are also included in the
Glossary at the end of the book and on the
companion website where you can find them
in six languages. You can test your
understanding of these key terms using
flashcards on the website.

Watch and listen to short video clips that focus
on key concepts in strategic management on
the companion website.
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-> Checking your understanding (continued)

Use the Self-assessment questions on the companion website to test your knowledge.
Save your score in a personal gradebook and track your progress.

Chapter summaries recap and reinforce the key points to take away from the chapter.
Download or listen online to the audio summaries on the companion website.

GAME THEORY d

® More incentives for customer loyalty. The growth of loyalty cards in retailing is
a good example. The principles of differentiation suggest that this is a weak
strategy because competitors will imitate it. However, the pressure on compe-
tition through price can be reduced for all competitors,

Game theory does of course rely heavily on the principle of rationality, and it
‘may well be that competitors do not always behave rationally. However, it does
provide a way of thinking through the logic of interactive competitive markets
and, in particular, when it makes sense to compete, on what bases, and when it
‘makes sense to cooperate. At the very least it is important for managers to con-
sider how competitors will respond to their preferred strategy.

An underlying theme in this chapter is the search for competitive advantage
and the need for distinctiveness and strategies of differentiation to achieve this.
The key debate in Ilustration 6.6 reconsiders this theme and questions the
extent to which differentiation does provide competitive advantage.

® Competitive strategy is concerned with seeking competitive advantage in
‘markets at the business level o, in the public services, providing best value
services,

® Competitive strategy needs to be considered and defined in terms of

strategic business units (SBUs).

Different bases of competitive strategy include:

~ A 'no frlls’ strategy, combining low price and low perceived added value.

- Alow-price strategy providing lower price than competitors at similar added
value of product or service to competitors.

- Adiferentiation strategy, which seeks to provide products or services which
are unique or different from competitors

~ A hybrid strategy, which seeks simultaneously to achieve differentiation

and prices lower than competitors

A focused differentiation strategy, which seeks to provide high perceived

value justifying a substantial price premium.

® Managers need to consider the bases upon which price-based or differentiation
strategies can be sustained based on strategic capabilities, developing durable
relationships with customers or the ability to achieve a ‘lock-in’ position so
becoming the ‘industry standard’ recognised by suppliers and buyers.

® In hypercompetitive conditions sustainable competitive advantage is difficult
to achieve. Speed. flexibility, innovation and the willingness to change suc-
cessful strategies are then important bases of competitive success.

® Strategies of collaboration may offer alternatives to competitive strategies or

run in paralle

 Game theory provides a basis for thinking through competitors’ strategic

moves in such a way as to pre-empt or counter them.

Explore more on the companion website at www.pearsoned.co.uk/ecs
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OO0/ e Introducing Strategy

LEARNING OUTCOMES
After reading this chapter you should be able to:

—> Understand the characteristics of strategic decisions and what is meant by
strategy and strategic management, distinguishing them from operational
management.

=>» Understand how strategic priorities vary by level: corporate, business and
operational.

=> Understand the basic vocabulary of strategy, as used in different contexts.

=>» Understand the three key elements of the Exploring Corporate Strategy
strategic management model.

=> Understand the kinds of people involved in strategy — managers, in-house
specialists and strategy consultants — and the work they do.

Photo: Dennis Gilbert/View Pictures Ltd
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In November 2006 Yahoo! manager Brad Garlinghouse issued a memo that
directly challenged the senior management of the Internet giant. Leaked to the
media as ‘The Peanut Butter Manifesto’, his memo accused Yahoo!’s leadership
of lacking strategic direction. Growth had slowed, Google had overtaken Yahoo!
in terms of online advertising revenues, and the share price had fallen by nearly
a third since the start of the year. According to Brad Garlinghouse, Yahoo! was
spread too thin, like peanut butter. It was time for strategic change.

All organisations are faced with the challenges of strategic direction: some
from a desire to grasp new opportunities, others to overcome significant prob-
lems, as at Yahoo!. This book deals with why changes in strategic direction
take place in organisations, why they are important, how such decisions are
taken, and the concepts that can be useful in understanding these issues.
This introductory chapter addresses particularly the meaning of ‘strategy’ and
‘strategic management’, why they are so important and what distinguishes them
from other organisational challenges, tasks and decisions. It also introduces
the kind of work that different types of managers involved in strategy may do,
whether as general managers, in-house specialists or as strategy consultants.
The chapter will draw on the Yahoo! example in Illustration 1.1 to illustrate
its points.

This book uses the term ‘corporate’ strategy for two main reasons. First,
because the book is concerned with strategy and strategic decisions in all types
of organisation — small and large, commercial enterprises as well as public ser-
vices — and the word ‘corporate” embraces them all. Second, because, as the term
is used in this book (discussed more fully in section 1.2.2), ‘corporate strategy’
denotes the most general level of strategy in an organisation and in this sense
embraces other levels of strategy. Readers will probably come across other
terms, such as ‘strategic management’, ‘business policy’ and ‘organisational
strategy’, but these are all used to describe the same general topic.

o WHAT IS STRATEGY?

Strategy

Why were the issues facing Yahoo! described as ‘strategic’?* What types of issues
are strategic and what distinguishes them from operational issues in organisations?

1.2.1 The characteristics of strategic decisions

The words ‘strategy’ and ‘strategic decisions” are typically associated with issues
like these:

® The long-term direction of an organisation. Brad Garlinghouse explicitly
recognised that strategic change in Yahoo! would require a ‘marathon and not
a sprint’. Strategy at Yahoo! involved long-term decisions about what sort of
company it should be, and realising these decisions would take plenty of time.
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® The scope of an organisation’s activities. For example, should the organisation
concentrate on one area of activity, or should it have many? Brad Garling-
house believed that Yahoo! was spread too thinly over too many different
activities.

® Advantage for the organisation over competition. The problem at Yahoo! was
that it was losing its advantage to faster-growing companies such as Google.
Advantage may be achieved in different ways and may also mean different
things. For example, in the public sector, strategic advantage could be thought
of as providing better value services than other providers, thus attracting sup-
port and funding from government.

® Strategic fit with the business environment. Organisations need appropriate
positioning in their environment, for example in terms of the extent to which
products or services meet clearly identified market needs. This might take
the form of a small business trying to find a particular niche in a market, or
a multinational corporation seeking to buy up businesses that have already
found successful market positions. According to Brad Garlinghouse, Yahoo!
was trying to succeed in too many environments.

® The organisation’s resources and competences.” Following ‘the resource-based
view’ of strategy, strategy is about exploiting the strategic capability of an
organisation, in terms of its resources and competences, to provide competi-
tive advantage and/or yield new opportunities. For example, an organisation
might try to leverage resources such as technology skills or strong brands.
Yahoo! claims a brand ‘synonymous with the Internet’, theoretically giving it
clear advantage in that environment.

® The values and expectations of powerful actors in and around the organisation.
These actors — individuals, groups or even other organisations — can drive
fundamental issues such as whether an organisation is expansionist or more
concerned with consolidation, or where the boundaries are drawn for the
organisation’s activities. At Yahoo!, the senior managers may have pursued
growth in too many directions and been too reluctant to hold themselves
accountable. But lower-level managers, ordinary employees, suppliers, cus-
tomers and Internet users all have a stake in the future of Yahoo! too. The
beliefs and values of these stakeholders will have a greater or lesser influence
on the strategy development of an organisation, depending on the power of
each. Certainly, Brad Garlinghouse was making a bold bid for influence over
what seemed to be a failing strategy.

Overall, the most basic definition of strategy might be ‘the long-term direction
of an organisation’. However, the characteristics described above can provide the
basis for a fuller definition:

Strategy is the direction Strategy is the direction and scope of an organisation over the long term, which
and scope of an . . . . . . .
organisation over the long achieves advantage in a changing environment through its configuration of
term, which achieves resources and competences with the aim of fulfilling stakeholder expectations.

advantage in a changing - . .. . o .
environment through its Exhibit 1.1 summarises these characteristics of strategic decisions and also

configuration of resources highlights some of the implications:

and competences with . .. . . . .
the aim of fulfilling ® Complexity is a defining feature of strategy and strategic decisions and is es-

stakeholder expectations pecially so in organisations with wide geographical scope, such as multinational



D CHAPTER 1 INTRODUCING STRATEGY

Yahoo!’s peanut butter manifesto

Strategy can involve hard decisions about the scope of the business, its management

and its organisation structure.

In November 2006, Brad Garlinghouse, MBA
graduate and a Yahoo! senior vice president,
wrote a memo to his top managers arguing that
Yahoo!, the diversified Internet company, was
spreading its resources too thinly, like peanut
butter on a slice of bread. Edited extracts from
the memo follow:

Three and half years ago, | enthusiastically joined Yahoo!.
The magnitude of the opportunity was only matched by the
magnitude of the assets. And an amazing team has been
responsible for rebuilding Yahoo!. . . .

But all is not well. . . .

| imagine there’s much discussion amongst the
Company’s senior-most leadership around the challenges
we face. At the risk of being redundant, | wanted to share
my take on our current situation and offer a recommended
path forward, an attempt to be part of the solution rather
than part of the problem.

RECOGNIZING OUR PROBLEMS

We lack a focused, cohesive vision for our company.
We want to do everything and be everything — to everyone.
We’ve known this for years, talk about it incessantly, but
do nothing to fundamentally address it. We are scared
to be left out. We are reactive instead of charting an
unwavering course. We are separated into silos that far
too frequently don’t talk to each other. And when we do
talk, it isn’t to collaborate on a clearly focused strategy,
but rather to argue and fight about ownership, strategies
and tactics. . . .

I’ve heard our strategy described as spreading peanut
butter across the myriad opportunities that continue to
evolve in the online world. The result: a thin layer of

investment spread across everything we do and thus we
focus on nothing in particular.
| hate peanut butter. We all should.

We lack clarity of ownership and accountability.

The most painful manifestation of this is the massive
redundancy that exists throughout the organization. We
now operate in an organizational structure — admittedly
created with the best of intentions — that has become
overly bureaucratic. For far too many employees, there is
another person with dramatically similar and overlapping
responsibilities. This slows us down and burdens the
company with unnecessary costs.

There’s a reason why a centerfielder and a left fielder
have clear areas of ownership. Pursuing the same ball
repeatedly results in either collisions or dropped balls.
Knowing that someone else is pursuing the ball and hoping
to avoid that collision — we have become timid in our
pursuit. Again, the ball drops.

We lack decisiveness. Combine a lack of focus with
unclear ownership, and the result is that decisions are
either not made or are made when it is already too late.
Without a clear and focused vision, and without complete
clarity of ownership, we lack a macro perspective to guide
our decisions and visibility into who should make those
decisions. We are repeatedly stymied by challenging and
hairy decisions. We are held hostage by our analysis paralysis.

We end up with competing (or redundant) initiatives and
synergistic opportunities living in the different silos of our
company. . . .

SOLVING OUR PROBLEMS

We have awesome assets. Nearly every media and
communications company is painfully jealous of our

firms, or wide ranges of products or services. For example, Yahoo! faces the
complexity both of a fast-moving market environment and poorly organised

internal businesses.

® Uncertainty is inherent in strategy, because nobody can be sure about the
future. For Yahoo!, the Internet environment is one of constant and unfore-

seeable innovation.



position. We have the largest audience, they are
highly engaged and our brand is synonymous with
the Internet.

If we get back up, embrace dramatic change, we will
win.

| don’t pretend there is only one path forward available
to us. However, at a minimum, | want to be part of the
solution and thus have outlined a plan here that | believe
can work. It is my strong belief that we need to act very
quickly or risk going further down a slippery slope. The
plan here is not perfect; it is, however, FAR better than
no action at all.

There are three pillars to my plan:

Focus the vision.
Restore accountability and clarity of ownership.
Execute a radical reorganization.

W N =

1 Focus the vision

a) We need to boldly and definitively declare what we are
and what we are not.

b) We need to exit (sell?) non core businesses and
eliminate duplicative projects and businesses.

My belief is that the smoothly spread peanut butter
needs to turn into a deliberately sculpted strategy — that is
narrowly focused. . . .

2 Restore accountability and clarity of ownership

a) Existing business owners must be held accountable
for where we find ourselves today — heads must roll,

b) We must thoughtfully create senior roles that
have holistic accountability for a particular line of
business. . ..

c) We must redesign our performance and incentive
systems.

| believe there are too many BU [Business Unit] leaders
who have gotten away with unacceptable results and worse
— unacceptable leadership. Too often they (we!) are the
worst offenders of the problems outlined here. We must
signal to both the employees and to our shareholders that
we will hold these leaders (ourselves) accountable and
implement change. . . .
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3 Execute a radical reorganization

a) The current business unit structure must go away.

b) We must dramatically decentralize and eliminate as
much of the matrix as possible.

c) We must reduce our headcount by 15-20%.

| emphatically believe we simply must eliminate the
redundancies we have created and the first step in doing
this is by restructuring our organization. We can be more
efficient with fewer people and we can get more done,
more quickly. We need to return more decision making to
a new set of business units and their leadership. But we
can’t achieve this with baby step changes. We need to
fundamentally rethink how we organize to win. . . .

| love Yahoo!. I’'m proud to admit that | bleed purple and
yellow. I’'m proud to admit that | shaved a Y in the back of
my head.

My motivation for this memo is the adamant belief that,
as before, we have a tremendous opportunity ahead. |
don’t pretend that | have the only available answers, but we
need to get the discussion going; change is needed and it
is needed soon. We can be a stronger and faster company
— a company with a clearer vision and clearer ownership
and clearer accountability.

We may have fallen down, but the race is a marathon
and not a sprint. | don’t pretend that this will be easy.

It will take courage, conviction, insight and tremendous
commitment. | very much look forward to the challenge.

So let’s get back up.

Catch the balls.

And stop eating peanut butter.

Source: Extracts from Brad Garlinghouse’s memo to Yahoo! managers,
November 2006. Reprinted in Wall Street Journal, 16 November 2006.

Questions

1 Why were the issues facing Yahoo! described
as strategic? Refer to Exhibit 1.1.

2 |dentify examples of issues that fit each of the
circles of the model in Exhibit 1.3.

® Operational decisions are linked to strategy. For example, any attempt to co-
ordinate Yahoo!'s business units more closely will have knock-on effects on
web-page designs and links, career development and advertiser relationships.
This link between overall strategy and operational aspects of the organis-
ation is important for two other reasons. First, if the operational aspects of
the organisation are not in line with the strategy, then, no matter how well
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@ Strategic decisions

Strategic decisions are about:

@ The long-term direction of an organisation

® The scope of an organisation’s activities

@ Gaining advantage over competitors

@ Addressing changes in the business environment
@ Building on resources and competences (capability)
o Values and expectations of stakeholders

Therefore they are likely to:

® Be complex in nature

@ Be made in situations of uncertainty

o Affect operational decisions

@ Require an integrated approach (both inside and outside an organisation)
@ Involve considerable change

considered the strategy is, it will not succeed. Second, it is at the operational
level that real strategic advantage can be achieved. Indeed, competence in
particular operational activities might determine which strategic develop-
ments might make most sense.

® Integration is required for effective strategy. Managers have to cross func-
tional and operational boundaries to deal with strategic problems and come
to agreements with other managers who, inevitably, have different interests
and perhaps different priorities. Yahoo! for example needs an integrated
approach to powerful advertisers such as Sony and Vodafone from across all
its businesses.

® Relationships and networks outside the organisation are important in strategy,
for example with suppliers, distributors and customers. For Yahoo!, advert-
isers and users are crucial sets of relationships.

® Change is typically a crucial component of strategy. Change is often difficult
because of the heritage of resources and because of organisational culture.
According to Brad Garlinghouse at least, Yahoo!’s barriers to change seem to
include a top management that is afraid of taking hard decisions and a lack of
clear accountability amongst lower-level management.
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Strategies exist at a number of levels in an organisation. Taking Yahoo! again as
an example, it is possible to distinguish at least three different levels of strategy.
Corporate-level strategy The top level is corporate-level strategy, concerned with the overall scope of an
is concerned with the organisation and how value will be added to the different parts (business units)
overall purpose and SCOPE ¢ th e grganisation. This could include issues of geographical coverage, diversity

of an organisation and f products/servi busi it dh to be allocated
how value will be added  ©F Products/services or business units, and how resources are to be allocate

1.2.2 Levels of strategy

to the different parts between the different parts of the organisation. For Yahoo!, whether to sell some
(business units) of the of its existing businesses is clearly a crucial corporate-level decision. In general,
organisation corporate-level strategy is also likely to be concerned with the expectations of

owners — the shareholders and the stock market. It may well take form in an
explicit or implicit statement of ‘mission’ that reflects such expectations. Being
clear about corporate-level strategy is important: determining the range of busi-
ness to include is the basis of other strategic decisions.
Business-level strategy The second level is business-level strategy, which is about how the various
is about hOW_tO compete  puysinesses included in the corporate strategy should compete in their particular
::Jacrck?tzf”"y in particular 1 o rkets (for this reason, business-level strategy is sometimes called ‘competitive
strategy’). In the public sector, the equivalent of business-level strategy is decisions
about how units should provide best value services. This typically concerns
issues such as pricing strategy, innovation or differentiation, for instance by
better quality or a distinctive distribution channel. So, whereas corporate-level
strategy involves decisions about the organisation as a whole, strategic decisions
relate to particular strategic business units (SBUs) within the overall organ-
A strategic business isation. A strategic business unit is a part of an organisation for which there is a
unit is a part of an distinct external market for goods or services that is different from another SBU.
organisation forwhich a1y 501’5 strategic business units include businesses such as Yahoo! Photos and
there is a distinct external .
market for goods or Yahoo! Music.
services that is different Of course, in very simple organisations with only one business, the corporate
from another SBU strategy and the business-level strategy are nearly identical. None the less, even
here, it is useful to distinguish a corporate-level strategy, because this provides
the framework for whether and under what conditions other business oppor-
tunities might be added or rejected. Where the corporate strategy does include
several businesses, there should be a clear link between strategies at an SBU
level and the corporate level. In the case of Yahoo!, relationships with online
advertisers stretch across different business units, and using, protecting and
enhancing the Yahoo! brand is vital for all. The corporate strategy with regard to
the brand should support the SBUs, but at the same time the SBUs have to make
sure their business-level strategies do not damage the corporate whole or other
SBUs in the group.
The third level of strategy is at the operating end of an organisation. Here
Operational strategies ~ there are operational strategies, which are concerned with how the component
are concemed with how  parts of an organisation deliver effectively the corporate- and business-level
the component parts of strategies in terms of resources, processes and people. For example, Yahoo! has

an organisation deliver . . h of i . £ h h .
effectively the corporate- web-page designers in each of its businesses, for whom there are appropriate

and business-level operational strategies in terms of design, layout and renewal. Indeed, in most
strategies in terms of businesses, successful business strategies depend to a large extent on decisions
resdourcesl, processes that are taken, or activities that occur, at the operational level. The integration
and people

of operational decisions and strategy is therefore of great importance, as men-
tioned earlier.
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The vocabulary of strategy in different contexts

All sorts of organisations use the vocabulary of strategy. Compare these extracts from
the statements of communications giant Nokia and Kingston University, a public
institution based in London with 20,000 students.

Nokia

Vision and Mission: Connecting is about helping people
to feel close to what matters. Wherever, whenever, Nokia
believes in communicating, sharing, and in the awesome
potential in connecting the 2 billion who do with the

4 billion who don’t.

If we focus on people, and use technology to help
people feel close to what matters, then growth will follow.
In a world where everyone can be connected, Nokia
takes a very human approach to technology.

Strategy: At Nokia, customers remain our top priority.
Customer focus and consumer understanding must
always drive our day-to-day business behavior. Nokia’s
priority is to be the most preferred partner to operators,
retailers and enterprises.

Nokia will continue to be a growth company, and
we will expand to new markets and businesses. World
leading productivity is critical for our future success.
Our brand goal is for Nokia to become the brand most
loved by our customers.

In line with these priorities, Nokia’s business portfolio
strategy focuses on five areas, with each having long-
term objectives: create winning devices; embrace con-
sumer Internet services; deliver enterprise solutions;
build scale in networks; expand professional services.

There are three strategic assets that Nokia will invest
in and prioritize: brand and design; customer engagement
and fulfilment; technology and architecture.

Kingston University, London

Mission: The mission of Kingston University is to promote
participation in higher education, which it regards as

a democratic entitlement; to strive for excellence in
learning, teaching and research; to realise the creative
potential and fire the imagination of all its members; and
to equip its students to make effective contributions

to society and the economy.

Vision: Kingston University aims to be a comprehensive
and community University. Our ambition is to create a
University that is not constrained by present possibilities,
but has a grander and more aspirational vision of its future.

Goals:

To provide all our current and future students with
equal opportunities to realise their learning ambition.
To provide a comprehensive range of high-quality
courses and a supportive environment that
encourages critical learning and develops personal,
social and employable skills.

To create authority in research and professional
practice for the benefit of individuals, society and
the economy.

To develop collaborative links with providers and
stakeholders within the region, nationally and
internationally.

To make the University’s organisation, structure,
culture and systems appropriate for the delivery

of its Mission and Goals.

To manage and develop its human, physical and
financial resources to achieve the best possible
academic value and value-for-money.

Sources: www.nokia.com; Kingston University Plan, 2006-2010
(www.kingston.ac.uk).

Questions

1 How do the vocabularies of Nokia and
Kingston University fit with each other and
with the definitions given in Exhibit 1.2?

2 To what extent is strategy different for a
commercial organisation such as Nokia
and a public organisation like Kingston
University?

3 Compare your university’s (or employer’s)
strategic statements with Kingston’s or
Nokia’s (use a web search with your
organisation’s name and terms such as
‘strategy’, ‘vision’ and ‘mission’). What
implications might there be for you from
any similarities and differences?
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1.2.3 The vocabulary of strategy

Although a definition of strategy was given at the end of section 1.2.1, in practice
you will encounter many different definitions from different authors. You will
also find a variety of terms used in relation to strategy, so it is worth devoting a
little space to clarifying some of these. Exhibit 1.2 and Illustration 1.2 employ some
of the terms that you will come across in this and other books on strategy and
in everyday business usage. Exhibit 1.2 explains these in relation to a personal
strategy readers may have followed themselves — improving physical fitness.

@ The vocabulary of strategy

Term Definition A personal example

Mission Overriding purpose in line with the values

or expectations of stakeholders

Be healthy and fit

Vision or strategic Desired future state: the aspiration of the To run the London Marathon

intent organisation
Goal General statement of aim or purpose Lose weight and strengthen muscles
Objective Quantification (if possible) or more Lose 5 kilos by 1 September and run the

precise statement of the goal

marathon next year

Strategic capability

Resources, activities and processes.
Some will be unique and provide
‘competitive advantage’

Proximity to a fitness centre, a successful
diet

Strategies

Long-term direction

Exercise regularly, compete in marathons
locally, stick to appropriate diet

Business model

How product, service and information
‘flow’ between participating parties

Associate with a collaborative network
(e.g. join running club)

Control

The monitoring of action steps to:

® assess effectiveness of strategies and
actions

® modify as necessary strategies and/or
actions

Monitor weight, kilometres run and
measure times: if progress satisfactory,
do nothing; if not, consider other
strategies and actions

Not all these terms are always used in organisations or in strategy books:
indeed, in this book the word ‘goal’ is rarely used. It will also be seen, through
the many examples in this book, that terminology is not used consistently across
organisations (see also Illustration 1.2). Managers and students of strategy need
to be aware of this. Moreover, it may or may not be that mission, goals, objec-
tives, strategies and so on are written down precisely. In some organisations this
is done very formally; in others a mission or strategy might be implicit and,
therefore, must be deduced from what an organisation is doing. However, as a
general guideline the following terms are often used:
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® A mission is a general expression of the overall purpose of the organisation,
which, ideally, is in line with the values and expectations of major stake-
holders and concerned with the scope and boundaries of the organisation. It
is sometimes referred to in terms of the apparently simple but challenging
question: “What business are we in?’

® A vision or strategic intent is the desired future state of the organisation. It is
an aspiration around which a strategist, perhaps a chief executive, might seek
to focus the attention and energies of members of the organisation.

@ If the word goal is used, it usually means a general aim in line with the
mission. It may well be qualitative in nature.

® On the other hand, an objective is more likely to be quantified, or at least to
be a more precise aim in line with the goal. In this book the word ‘objective’ is
used whether or not there is quantification.

® Strategic capability is concerned with the resources and competences that an
organisation can use to provide value to customers or clients. Unique resources
and core competences are the bases upon which an organisation achieves
strategic advantage and is distinguished from competitors.

® The concept of strategy has already been defined. It is the long-term direction
of the organisation. It is likely to be expressed in broad statements both about
the direction that the organisation should be taking and the types of action
required to achieve objectives. For example, it may be stated in terms of mar-
ket entry, new products or services, or ways of operating.

® A business model describes the structure of product, service and information
flows and the roles of the participating parties. For example, a traditional
model for manufactured products is a linear flow of product from component
manufacturers to product manufacturers to distributor to retailers to con-
sumers. But information may flow directly between the product manufacturer
and the final consumer (advertising and market research).

® Strategic control involves monitoring the extent to which the strategy is
achieving the objectives and suggesting corrective action (or a reconsideration
of the objectives).

As the book develops, many other terms will be introduced and explained. These
are the basics with which to begin.

Tllustration 1.2 compares strategy vocabulary from two organisations operat-
ing in very different contexts. Nokia is a private sector communications giant,
competing against global corporations such as Motorola and Samsung. Profit is
vital to Nokia, but still it sees its vision and mission in terms of connecting more
people around the world. Kingston University, on the other hand, is a public
university, with a commitment to increasing participation in higher education.
But it too must earn revenues, and needs to make a surplus in order to be able
to invest in the future. Kingston University is also competing for students and
research funds, going head to head with similar universities in the United
Kingdom and around the world. Corporate-level and business-level strategies
are no less important for a public body such as Kingston University as a com-
mercial one like Nokia.

Strategy vocabulary, therefore, is relevant to a wide range of contexts. A small
entrepreneurial start-up will need a strategy statement to persuade investors



STRATEGIC MANAGEMENT a

and lenders of its viability. Public sector organisations need strategy statements
not only to know what to do, but also to reassure their funders and regulators
that what they do is what they should be doing. Voluntary organisations need
to communicate exciting strategies in order to inspire volunteers and donors. If
they are to prosper within the larger organisation, SBU managers need to pro-
pose clear strategies that are consistent with the objectives of their corporate
owners and with the needs of other SBUs within the corporate whole. Even
privately held organisations need persuasive strategy statements to motivate
their employees and to build long-term relationships with their key customers or
suppliers. Strategy vocabulary, therefore, is used in many different contexts, for
many different purposes. Strategy is part of the everyday language of work.

o STRATEGIC MANAGEMENT

The term strategic management underlines the importance of managers with
regard to strategy. Strategies do not happen just by themselves. Strategy involves
people, especially the managers who decide and implement strategy. Thus this
book uses strategic management to emphasise the human element of strategy.

The strategic management role is different in nature from other aspects of
management. An operational manager is most often required to deal with
problems of operational control, such as the efficient production of goods, the
management of a salesforce, the monitoring of financial performance or the
design of some new system that will improve the level of customer service. These
are all very important tasks, but they are essentially concerned with effectively
managing resources already deployed, often in a limited part of the organisation
within the context of an existing strategy. Operational control is what managers
are involved in for most of their time. It is vital to the success of strategy, but
it is not the same as strategic management.

For managers, strategic management involves a greater scope than that of any
one area of operational management. Strategic management is concerned with
complexity arising out of ambiguous and non-routine situations with organisation-
wide rather than operation-specific implications. This is a major challenge for
managers who are used to managing on a day-to-day basis the resources they
control. It can be a particular problem because of the background of managers
who may typically have been trained, perhaps over many years, to undertake
operational tasks and to take operational responsibility. Accountants find that
they still tend to see problems in financial terms, IT managers in IT terms, mar-
keting managers in marketing terms, and so on. Of course, each of these aspects
is important, but none is adequate alone. The manager who aspires to manage or
influence strategy needs to develop a capability to take an overview, to conceive
of the whole rather than just the parts of the situation facing an organisation.
This is often referred to as the ‘helicopter view'.

Because strategic management is characterised by its complexity, it is also
necessary to make decisions and judgements based on the conceptualisation of
difficult issues. Yet the early training and experience of managers is often about
taking action, or about detailed planning or analysis. This book explains many
analytical approaches to strategy, and it is concerned too with action related to
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Strategic management
includes understanding
the strategic position of
an organisation, strategic
choices for the future and
managing strategy in
action

B>

the management of strategy. However, the major emphasis is on the importance
of understanding the strategic concepts which inform this analysis and action.

Strategic management can be thought of as having three main elements within
it, and it is these that provide the framework for the book. Strategic management
includes understanding the strategic position of an organisation, making strategic
choices for the future and managing strategy in action. Exhibit 1.3 shows these
elements and defines the broad coverage of this book. The next sections of
this chapter discuss each of these three elements of strategic management and
identify the main issues that make up each element. But first it is important to
understand why the exhibit has been drawn in this particular way.

Exhibit 1.3 could have shown the three elements in a linear sequence - first
understanding the strategic position, then strategic choices and finally turning

The Exploring Corporate Strategy model
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strategy into action. Indeed, many texts on the subject do just this. However,
in practice, the elements of strategic management do not follow this linear
sequence — they are interlinked and feed back on each other. For example, in
some circumstances an understanding of the strategic position may best be built
up from the experience of trying a strategy out in practice. Test marketing a pro-
totype would be a good example. Here strategy in action informs understanding
of the strategic position.

The interconnected circles of Exhibit 1.3 are designed to emphasise this non-
linear nature of strategy. Position, choices and action should be seen as closely
related, and in practice none has priority over another. It is only for structural
convenience that the subject has been divided into sections in this book; the
book’s sequence is not meant to suggest that the process of strategic man-
agement must follow a neat and tidy path. Indeed, the evidence provided in
Chapter 15 on how strategic management happens in practice suggests that it
usually does not occur in tidy ways.

1.3.1 The strategic position

The strategic position ~ Understanding the strategic position is concerned with identifying the impact
Is concerned with the on strategy of the external environment, an organisation’s strategic capability
impact on strategy of the (resources and competences) and the expectations and influence of stake-

external environment, an . . . .
organisation’s strategic ~ 2olders. The sorts of questions this raises are central to future strategies and

capability (resources these issues are covered in the four chapters of Part I of this book:

and competences) and . L. . . .

the expectations and ® The environment. The organisation exists in the context of a complex political,
influence of stakeholders economic, social, technological, environmental (i.e. green) and legal world. This

environment changes and is more complex for some organisations than for
others. How this affects the organisation could include an understanding of
historical and environmental effects, as well as expected or potential changes
in environmental variables. Many of those variables will give rise to opportu-
nities and others will exert threats on the organisation — or both. A problem

Strategic
position that has to be faced is that the range of variables is likely to be so great that it

may not be possible or realistic to identify and understand each one. Therefore
it is necessary to distil out of this complexity a view of the key environmental
impacts on the organisation. Chapter 2 examines how this might be possible.

® The strategic capability of the organisation — made up of resources and com-
petences. One way of thinking about the strategic capability of an organisation
is to consider its strengths and weaknesses (for example, where it is at a com-
petitive advantage or disadvantage). The aim is to form a view of the internal
influences — and constraints — on strategic choices for the future. It is usually
a combination of resources and high levels of competence in particular activ-
ities (in this book referred to as core competences) that provide advantages
which competitors find difficult to imitate. Chapter 3 examines strategic cap-
ability in detail.

® Chapter 4 explores the major influences of stakeholder expectations on an
organisation’s purposes. Purpose is encapsulated in an organisation’s vision,
mission and values. Here the issue of corporate governance is important: who
should the organisation primarily serve and how should managers be held



» CHAPTER 1 INTRODUCING STRATEGY

1.3.2

Strategic choices
involve understanding
the underlying bases for
future strategy at both
the business unit and
corporate levels and the
options for developing
strategy in terms of

both the directions and
methods of development

responsible for this? This raises issues of corporate social responsibility and
ethics. The chapter explores how both variations in international corporate
governance systems and the power configurations within particular organ-
isations can influence purpose.

® Chapter 5 examines how cultural and historical influences can also influence
strategy. Cultural influences can be organisational, sectoral or national.
Historical influences can create lock-in on particular strategic trajectories. The
impact of these influences can be strategic drift, a failure to create necessary
change. The chapter demonstrates how managers can analyse and challenge
these historical and cultural influences on strategy.

These positioning issues were all important for Yahoo! as it faced its crisis in
2006. The external environment offered the threat of growing competition from
Google. Its strong Internet brand and existing audience were key resources for
defending its position. The company was struggling with its purposes, with top
management apparently indecisive. The company none the less had inherited
a strong culture, powerful enough to make Brad Garlinghouse shave a Y on his
head and believe that his blood bled in the corporate colours of his employer.

Strategic choices

Strategic choices involve the options for strategy in terms of both the directions
in which strategy might move and the methods by which strategy might be
pursued. For instance, an organisation might have to choose between alternative
diversification moves, for example entering into new products and markets. As it
diversifies, it has different methods available to it, for example developing a new
product itself or acquiring an organisation already active in the area. Typical
options and methods are covered in the five chapters that make up Part II of this
book, as follows:

® There are strategic choices in terms of how the organisation seeks to compete
at the business level. Typically these involve pricing and differentiation strat-
egies, and decisions about how to compete or collaborate with competitors.
These issues of business-level strategies will be discussed in Chapter 6.

® At the highest level in an organisation there are issues of corporate-level
strategy, which are concerned with the scope, or breadth, of an organisation.
These include diversification decisions about the portfolio of products and the
spread of markets. For Yahoo!, being spread over too many businesses seems
to be the major strategic problem. Corporate-level strategy is also concerned
with the relationship between the separate parts of the business and how the
corporate ‘parent’ adds value to these various parts. At Yahoo!, it is not clear
how much the corporate parent is adding value to its constituent parts. These
issues about the role of the centre and how it adds value are parenting issues
and will be discussed in Chapter 7.

® International strategy is a form of diversification, into new geographical markets.
It is often at least as challenging as diversification. Chapter 8 examines choices
organisations have to make about which geographical markets to prioritise
and how to enter them, by export, licensing, direct investment or acquisition.
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® At the start of every organisation is an act of entrepreneurship. Most organ-
isations have to innovate constantly simply to survive. Chapter 9 considers
choices about innovation and entrepreneurship. Innovation choices involve
issues such as being first-mover into a market, or simply a follower, and how
much to listen to customers in developing new products or services. Entre-
preneurship choices are many, but include choices of funding, building key
external relationships, and timing of exit.

® Organisations have to make choices about the methods by which they pursue
their strategies. Many organisations prefer to grow ‘organically’, in other
words by building new businesses with their own resources. Other organis-
ations might develop by mergers/acquisitions and/or strategic alliances with
other organisations. These alternative methods are discussed in Chapter 10.
Chapter 10 concludes with a discussion of the success criteria according to
which different strategic choices can be evaluated.

1.3.3 Strategy in action

Strategy in action is
concerned with ensuring
that strategies are
working in practice

Organising strategy in action is concerned with ensuring that chosen strategies
are actually put into action. These issues are covered in the five chapters of
Part ITI, and include the following:

@ First of all, it is important to consider the strategy development processes of an
organisation. The strategies that an organisation actually pursues are typically
a mixture of the intended and the emergent. Intended strategies are the pro-
duct of formal strategic planning and decision making, but the strategy that is
actually pursued is typically somewhat emergent, including bottom-up initia-
tives, rapid responses to unanticipated opportunities and threats, and sheer
chance. Chapter 11 considers the respective roles of intention and emergence
in the overall strategy development of organisations.

@ Structuring an organisation to support successful performance. This includes
organisational structures, processes and relationships (and the interaction
between these elements). According to Brad Garlinghouse, structural silos,
matrix organisation and bureaucracy were all big problems for Yahoo!. These
kinds of issue will be discussed in Chapter 12.

® Resourcing strategies in the separate resource areas (people, information,
finance and technology) of an organisation in order to support overall strat-
egies. The reverse is also important to success, that is the extent to which new
strategies are built on the particular resource and competence strengths of an
organisation. Chapter 13 considers this two-way relationship.

® Managing strategy very often involves strategic change, and Chapter 14
looks at the various issues involved in managing change. This will include the
need to understand how the context of an organisation should influence the
approach to change and the different types of roles for people in managing
change. It also looks at the styles that can be adopted for managing change and
the levers by which change can be effected.

® The final chapter of the book considers the actual practice of strategy. Thus
Chapter 15 gets inside the overall processes of strategy development and
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change to look at the detailed activities involved — the people included in strat-
egy, the activities they have to do and the kinds of methodologies they use to do
it. These kinds of practicalities are a fitting end to the book and essential
equipment for those who will have to go out and do strategy themselves.

° STRATEGY AS A SUBJECT OF STUDY

Strategy as a subject of study has come a long way in the fifty or so years it has
existed. In the beginning, strategy was to do with the task of the general manager
and, perhaps most obviously, took form in the business policy courses run at uni-
versities such as Harvard going back to the 1960s. The continual question posed
here was ‘what would you do if you took over as chief executive of such and such
an organisation?’ The approach was based on the common-sense experience
of executives and not so much on theory or research. Teaching was dominated
by attempts to replicate real business situations in the classroom by the exposure
of students to many case studies of strategic problems.?

In parallel there developed in the 1960s and 1970s the influence of books on
corporate planning.’ Here the emphasis was on trying to analyse the various
influences on an organisation’s well-being in such a way as to identify opportun-
ities or threats to future development. It took the form of highly systematised
approaches to planning - incorporating the mathematical techniques of oper-
ational research and economics. This analytic approach is a dominant legacy in
the study of the subject. It assumes that managers can make optimal decisions
for their organisations based on finding out all they possibly can about their
organisational world and then making a rational analysis of alternatives. This
was a highly influential approach and, for example, gave rise to specialist cor-
porate planning departments in organisations in the private and public sectors,
especially in the 1970s.

Both of these approaches came in for considerable criticism in the last decades
of the twentieth century.* First, although the case study method is still a very
important means of bringing ‘real life’ into the classroom, on its own the old
business policy approach lacked a substantial research basis. There was little
evidence to back up the common sense, and few theoretical frameworks to gen-
eralise beyond individual cases. Second, the analytical approach of specialised
corporate planning departments proved poorly able to cope with the apparently
more dynamic and competitive business world that emerged from the late 1970s.
Three- or five-year strategic plans soon got overtaken by events. The response
has been twofold.

On the one hand, academics have developed a growing body of research
addressing the implications of different strategies for the financial performance
of organisations. This body of research is known as the content approach, focused
on the content (or nature) of different strategic options — such as innovation,
diversification or internationalisation. For content researchers, the typical ques-
tion is what sort of strategy performs best under what conditions. They argue
that managers can benefit from lessons drawn from such research in order to
make wiser strategic decisions. Strategic analysis and planning are more effec-
tive if underpinned by rigorous research evidence. The main academic discipline
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which inspires this research is economics, with the work of Michael Porter on
industry structure in the 1980s and the resource-based theories of the 1990s
particularly exemplary in this respect.’

On the other hand, a very different stream of research, led by such figures as
Henry Mintzberg and Andrew Pettigrew, drew on sociology and psychology to
argue that people were too imperfect and the world too complex for heavy
reliance on analysis and planning, however rigorous the economics research.®
From the 1970s, they and their followers developed a process approach to strat-
egy, studying the realities of strategic decision making and strategic change
processes.” These process researchers have shown again and again the real-
world messiness of strategy formulation and implementation. The implication
is that it is impossible to analyse everything up front and predict the future,
and that the search for economically optimal decisions is futile. It is better to
work with, rather than against, the messiness of organisations. This means
accepting that managers make decisions which are as much to do with organis-
ational politics and the history and culture of the organisation as they are to do
with the economics of strategy, and that strategies will often get derailed
in implementation. In this view, recognising imperfections and complexities
is actually more effective than ignoring them, as in some purely economics
approaches.

The twenty-first century has seen the emergence and growing acceptance of
new streams of research that offer still more promising means of coping with
organisational reality. This book highlights three:

® Complexity theory, drawn from the physical sciences, can be used to help
manage the messy world of organisations. According to researchers such as
Ralph Stacey and Kathy Eisenhardt, complexity theory principles can be
used to achieve order and progress in the social world just as stable pat-
terns of behaviour and well-adapted species seem to emerge in the natural
world.® The hands-off methods of complexity theory, rather than the heavy-
handed approaches of traditional management, are the best way to cope with
real-world organisations. Complexity theory is one of the inspirations in the
strategy as ideas lens (see section 1.6).

® Discourse researchers such as David Knights have drawn on sociological
theories of language to point to how discourse — the way in which we talk about
organisations — shapes what actually goes on.” The discourse perspective in
particular highlights how mastery of strategy language and jargon can be a
‘resource’ for managers through which they gain influence and power and
establish their legitimacy and identity as strategists. In this view, knowing how
to ‘talk strategy’ is a key skill in organisational life. The insights of this view
are encapsulated in the strategy as discourse lens (see below).

® Strategy-as-practice researchers have built on sociological and psychological
traditions to examine more closely the actual practice of managers in strategy,
developing a detailed understanding of the activities and techniques involved.*
In some ways, these researchers are returning to the real case approach of the
Harvard general manager perspective, but this time seeking to underpin it
with systematic research. The promise of strategy-as-practice research is an
enhanced capacity to design more practical strategy processes and train more
skilled and reflective practitioners, allowing for the real complexities and
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unintended consequences of organisational life. Chapter 15 particularly draws
on this new strategy-as-practice perspective.

Thus half a century of strategy research has produced many ways of
approaching strategy. All can provide valuable insights and this book draws on
them extensively. For example, while Chapters 2 and 3 rely heavily on economic
approaches to analysing environments and resources, Chapters 4 and 5 adopt a
strongly sociological and psychological sensitivity to organisational complexity
and cultures. Subsequent chapters draw equally on economic, sociological and
psychological perspectives. A strong theme in this book is that managers work
best if open to different perspectives on the same problem, thereby enlarging
their set of possible solutions. The importance of different perspectives is pur-
sued through the strategy lenses (see section 1.6).

o STRATEGY AS A JOB

Most readers of this book will have to engage with strategy to some extent or
another. Strategy is not just the preserve of top management. Middle and lower-
level managers have to work within their organisation’s strategy, meeting the
objectives set by the strategy and observing the constraints. Managers have
to communicate strategy to their teams, and will achieve greater performance
from them the more convincing they are in interpreting it. Indeed, middle and
lower-level managers can increasingly play a part in shaping strategy. Brad
Garlinghouse’s attempt to influence strategy at Yahoo! is an extreme case, but
involvement in strategy ‘away-days’ and various strategy consultation pro-
cedures is now a common experience for middle managers in many organisations
(see Chapter 15). Being able to participate in an organisation’s ‘strategic conver-
sation” — engaging with senior managers on the big issues facing them - is often
part of what it takes to win promotion.™

Strategy, then, is part of many managers’ ordinary jobs. However, there are
specialist strategists as well, in both private and public sectors. Despite the dis-
appointed hopes in analytical corporate planning of the 1960s and 1970s, there
are many in-house strategic planning jobs available. Typically requiring a formal
business education of some sort, strategic planning is a potential career route for
many readers, especially after some operational experience. Strategy consulting
has been a growth industry in the last decades, with the original leading firms
such as McKinsey & Co., the Boston Consulting Group and Bain joined now by
more generalist consultants such as Accenture, IBM Consulting and PwC, each
with its own strategy consulting arm.'? Again, business graduates are in demand
for strategy consulting roles.*

The interviews in Illustration 1.3 give some insights into the different kinds of
strategy work that managers and strategy specialists can do. Galina, the manager
of an international subsidiary, Masoud, working in a governmental strategy unit,
and Chantal, a strategy consultant, all have different experiences of strategy, but
there are some common themes also. All find strategy work stimulating and
rewarding. The two specialists, Masoud and Chantal, talk more than Galina of
the analytical tools. Galina discovered directly the possible limits of a strategic
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plan, with the changes that were imposed in the first few years in the United
Kingdom. She emphasises the importance of flexibility in strategy and the value
of getting her managers to see the “whole picture’ through involving them in
strategy making. But Masoud and Chantal too are concerned for much more than
analysis. Chantal emphasises the importance of gaining ‘traction” with clients,
building consensus in order to ensure implementation. Masoud likewise does not
take implementation for granted, continuing to work with departments after the
delivery of recommendations. He sees strategy and delivery as intimately con-
nected, with people involved in delivery needing an understanding of strategy to
be effective, and strategists needing to understand delivery. For him, strategy is
a valuable stepping stone in a career, something that will underpin his possible
next move into a more operational role.

Strategy, then, is not just about abstract organisations: it is a job that people
do. The task of this book is partly to equip readers to do this job better, and to
work with others who have to do strategy too. Chapters 11 and 15 specifically dis-
cuss the various roles of middle and senior managers, strategic planners and
strategy consultants in strategy work.

o THE STRATEGY LENSES

This chapter has already highlighted the different perspectives on strategy that
have emerged from strategy research. The practical value of different perspec-
The strategy lenses are  tives is explored in this book through the four strategy lenses. These lenses are

four different ways of introduced more fully immediately after this chapter and will provide the frame-
's(;?g:gya(g;c;;sr:gitoffor work for separate commentaries on each of the three parts of this book. The
an organisation important point of these lenses is to avoid approaching strategic problems from

a single perspective. Looking at problems in different ways will raise new issues
and new solutions. Thus, although the lenses are drawn from academic research
on strategy, they should also be highly practical in the job of doing strategy.

In brief the four lenses see strategy as follows:

® Strategy as design. This takes the view that strategy development can be a
logical process in which the forces and constraints on the organisation are
weighed carefully through analytic and evaluative techniques to establish
clear strategic direction. This creates conditions in which carefully planned
strategy implementation should occur. The design lens usually grants top
management the leadership role in strategy, with middle and lower manage-
ment given supporting roles in implementation. This view is perhaps the most
commonly held one about how strategy should be developed and what man-
aging strategy is about. It is the traditional ‘textbook’ view.

® Strategy as experience. Here the view is that future strategies of organisations
are heavily influenced by the experience of managers and others in the organ-
isation based on their previous strategies. Strategies are driven not so much by
clear-cut analysis as by the taken-for-granted assumptions and ways of doing
things embedded in the culture of organisations. Insofar as different views
and expectations within the organisation exist, they will be resolved not just
through rational processes, as in the design lens, but through processes of
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Strategists
For Galina, Masoud and Chantal, strategy is a large part of their jobs.

Galina

After a start in marketing, Galina became managing
director of the British subsidiary of a Russian
information technology company at the age of 33.
As well as developing the strategy for her local
business, she has to interact regularly with the
Moscow headquarters:

Moscow is interested in the big picture, not just the details.
They are interested in the future of the business.

The original strategic plans for the subsidiary had
had to be adapted heavily:

When we first came here, we had some ideas about strategy,
but soon found the reality was very different to the plans.
The strategy was not completely wrong, but in the second
stage we had to change it a lot: we had to change techniques
and adapt to the market. Now we are in the third stage,
where we have the basics and need to focus on trends,

to get ahead and be in the right place at the right time.

Galina works closely with her management team
on strategy, taking them on an annual ‘strategy
away-day’ (see Chapter 15):

Getting people together helps them see the whole picture,
rather than just the bits they are responsible for. It is good
to put all their separate realities together.

Galina is enthusiastic about working on strategy:

| like strategy work, definitely. The most exciting thing is to
think about where we have come from and where we might

be going. We started in a pub five years ago and we have
somehow implemented what we were hoping for then.
Strategy gives you a measure of success. It tells you how
well you have done.

Her advice is:

Always have a strategy — have an ultimate idea in mind. But
take feedback from the market and from your colleagues.
Be ready to adjust the strategy: the adjustment is the most
important.

Masoud

Aged 27, Masoud is a policy advisor in a central
government strategy unit in the United Kingdom.
He provides analysis and advice for ministers,
often on a cross-departmental basis. He typically
works on projects for several months at a time,
continuing to work with responsible service
departments after the delivery of recommendations.
Projects involve talking to experts inside and
outside government, statistical analysis, scenario
analyses (see Chapter 2), sensitivity analyses (see
Chapter 10), hypothesis testing (see Chapter 15)
and writing reports and making presentations.
As he has progressed, Masoud has become
increasingly involved in the management of
strategy projects, rather than the basic analysis
itself.

Masoud explains what he likes most about
strategy work in government:

bargaining and negotiation. Here, then, the view is that there is a tendency for
the strategy to build on and continue what has gone on before.

@ Strategy as ideas. Neither of the above lenses is especially helpful in explain-
ing innovation. Design approaches risk being too rigid and top down; experi-
ence builds too much on the past. How then do new ideas come about? The
ideas lens emphasises the importance of promoting diversity in and around
organisations, which can potentially generate genuinely new ideas. Here
strategy is seen as not so much planned from the top as emergent from within



| like most the challenge. It’s working on issues that really
matter, and often it’s what you are reading about in the
newspapers. They are really tough issues; these are
problems facing the whole of society.

He thinks people should get involved in strategy:

| would encourage people to do strategy, because it gets
to the heart of problems. In all organisations, having some
experience of working on strategy is very valuable, even

if it is not what you want to major on your whole career.

Masoud is considering moving into service delivery
as the next step of his career, because he sees
knowledge of strategy and knowledge of operations
as so interconnected:

Part of doing strategy is you have to understand what can
be delivered; and part of doing delivery is you have to
understand the strategy.

Chantal

Chantal is in her early thirties and has worked in
Paris for one of the top three international strategy
consultancies since graduating in business.
Consulting was attractive to her originally because
she liked the idea of helping organisations improve.
She chose her particular consultancy because

| had fun in the interview rounds and the people were
inspiring. | pictured myself working with these kinds of
topics and with these kinds of people.

She enjoys strategy consulting:

What | like is solving problems. It’s a bit like working on a
mystery case: you have a problem and then you have to
find a solution to fit the company, and help it grow and to
be better.

THE STRATEGY LENSES «

The work is intellectually challenging:

Time horizons are short. You have to solve your case in
two to three months. There’s lots of pressure. It pushes you
and helps you to learn yourself. There are just three to four
in a team, so you will make a significant contribution to the
project even as a junior. You have a lot of autonomy and
you’re making a contribution right from the start, and at
quite a high level.

The work can involve financial and market modelling
(see Chapters 2 and 10), interviewing clients and
customers, and working closely with the client’s
own teams. Chantal explains:

As a consultant, you spend a lot of time in building solid
fact-based arguments that will help clients make business
decisions. But as well as the facts, you have to have the
ability to get traction. People have to agree, so you have to
build consensus, to make sure that recommendations are
supported and acted on.

Chantal summarises the appeal of strategy
consulting:

| enjoy the learning, at a very high speed. There’s the
opportunity to increase your skills. One year in consulting
is like two years in a normal business.

Source: interviews (interviewees anonymised).

Questions

1 Which of these strategy roles appeals to
you most — manager of a business unit in a
multinational, in-house strategy specialist or
strategy consultant? Why?

2 What would you have to do to get such a role?

and around organisations as people respond to an uncertain and changing
environment with a variety of initiatives. New ideas will emerge, but they are
likely to have to battle for survival against other ideas and against the forces
for conformity to past strategies (as the experience lens explains).

@ Strategy as discourse. This lens sees strategy in terms of language. Managers
spend most of their time communicating. Therefore command of strategy
language becomes a resource for managers by which to shape ‘objective’
strategic analyses to their personal views and to gain influence, power and
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legitimacy. Approaching strategy as a discourse makes managers very atten-
tive to the language in which they frame strategic problems, make strategy
proposals, debate issues and then finally communicate strategic decisions.
The language of strategy, and the concepts that underpin that language, can
shape the strategy agenda in terms of what is discussed and how. Strategy
‘talk” matters.

® Strategy is the direction and scope of an organisation over the long term, which
achieves advantage in a changing environment through its configuration of
resources and competences with the aim of fulfilling stakeholder expectations.

@ Strategic decisions are made at a number of levels in organisations. Corporate-
level strategy is concerned with an organisation’s overall purpose and scope;
business-level (or competitive) strategy with how to compete successfully in a
market; and operational strategies with how resources, processes and people
can effectively deliver corporate- and business-level strategies. Strategic man-
agement is distinguished from day-to-day operational management by the
complexity of influences on decisions, the organisation-wide implications and
their long-term implications.

® Strategic management has three major elements: understanding the strategic
position, making strategic choices for the future and managing strategy in
action. The strategic position of an organisation is influenced by the external
environment, internal strategic capability and the expectations and influence
of stakeholders. Strategic choices include the underlying bases of strategy at
both the corporate and business levels and the directions and methods of
development. Strategic management is also concerned with understanding
which choices are likely to succeed or fail. Managing strategy in action is con-
cerned with issues of structuring, resourcing to enable future strategies and
managing change.

® The study of strategy has moved on from the original business policy and
strategic planning traditions, to develop two main streams: strategy content,
concerned with the nature of different strategic options; and strategy process,
concerned with processes such as strategic decision making and strategic
change. More approaches are currently developing, such as complexity theory,
strategy discourse and strategy-as-practice.

@ Strategy is also a kind of job. It is done full time by strategic planners and
strategy consultants. Strategy is also an important part of the responsibilities
of many managers: not just senior managers and managers responsible for
strategic business units, but also those managers needing to influence their
organisation’s overall strategic direction.

® Organisations’ strategic issues are best seen from a variety of perspectives,
as suggested by the four strategy lenses. A design lens sees strategy in
logical analytical ways. An experience lens sees strategy as the product of
individual experience and organisational culture. The ideas lens sees strategy
as emerging from ideas within and around an organisation. The discourse lens
highlights the role of strategy language in shaping understandings within
organisations, and points to the importance of being able to talk this language
effectively.



Work assignments

RECOMMENDED KEY READINGS a

% Denotes more advanced work assignments. * Refers to a case study in the Text and Cases edition.

1.1 Drawing on Exhibit 1.2 and lllustration 1.2 as guides, note down and explain examples of the
vocabulary of strategy used in the annual report or website of an organisation of your choice

(for example, your university).

1.2 Using the Exploring Corporate Strategy model of Exhibit 1.3, map key issues relating to strategic
position, strategic choices and strategy into action for either the Ministry of Sound* or an
organisation with which you are familiar with (for example, your university).

1.3 % Using annual reports, press articles and the Internet, write a brief case study (similar to that of
Electrolux or Ministry of Sound*) that shows the strategic development and current strategic

position of an organisation of your choice.

1.4 % Using Exhibit 1.3 as a guide, show how the elements of strategic management differ in:

(@ a small business (e.g. MacPac*, Ekomate* or Brown Bag Films®)
(b) a large multinational business (e.g. Electrolux, SABMiller*, AIB*)
(c) a non-profit organisation (e.g. NHS Direct* or the Salvation Army?).

An extensive range of additional materials, including audio summaries, weblinks to organisations
featured in the text, definitions of key concepts and self-assessment questions, can be found on
the Exploring Corporate Strategy Companion Website at www.pearsoned.co.uk/ecs

Recommended key readings

It is always useful to read around a topic. As well as the
specific references below, we particularly highlight:

® For general overviews of the evolving nature of the
strategy discipline, R. Whittington, What is strategy
— and does it matter?, 2nd edition, International
Thompson, 2000; and H. Mintzberg, B. Ahlstrand
and J. Lampel, Strategy Safari: a Guided Tour
through the Wilds of Strategic Management, Simon
& Schuster, 2000.

® Two classic and accessible articles on what strat-
egy is, and might not be, are M. Porter, “What is
strategy?’, Harvard Business Review, November—

December (1996), pp. 61-78; and D. Hambrick and
J. Fredrickson, ‘Are you sure you have a strategy?’,
Academy of Management Executive, vol. 19, no. 4
(2005), pp. 51-62.

For contemporary developments in strategy prac-
tice, business newspapers such as the Financial
Times, Les Echos and the Wall Street Journal and
business magazines such as Business Week, The
Economist, L’Expansion and Manager-Magazin.
See also the websites of the leading strategy con-
sulting firms: www.mckinsey.com; www.bcg.com;
www.bain.com.
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Electrolux

By 2005 Sweden’s Electrolux was the world’s largest
producer of domestic and professional appliances for
the kitchen, cleaning and outdoor use. Its products
included cookers, vacuum cleaners, washing
machines, fridges, lawn mowers, chain saws and
also tools for the construction and stone industries.

It employed about 70,000 people and sold about

40 million products annually in about 150 countries.
Its annual sales in 2005 were 129 billion Swedish

krona (~€14bn; ~£10bn) and profits about 3.9bn krona
(~€420m). But 2005 saw two changes that would push

the company into second place in the industry —
behind the US company Whirlpool. First, Whirlpool
completed its acquisition of Maytag — which gave it

about 47 per cent market share in the USA and global

sales of some $US19bn (~€15bn). Second, Electrolux
announced that it was to demerge its outdoor
products division (mowers, chain saws, etc.) as
Husqvarna. This left Electrolux to focus on the indoor
products for both the home and professional cooking
and cleaning organisations. So the ‘new Electrolux’
would have 57,000 employees and global sales of
some SEK 104bn (~€11bn).

History

This was just the latest shift in strategy at Electrolux
whose impressive growth and development started
under the leadership of Alex Wenner-Gren in 1920s’
Sweden. The early growth was built around an
expertise in industrial design creating the leading
products in refrigeration and vacuum cleaning. By
the mid-1930s the company had also established
production outside Sweden in Germany, UK, France,
USA and Australia.

The period following the Second World War saw a
major growth in demand for domestic appliances and
Electrolux expanded its range into washing machines
and dishwashers. In 1967 Hans Werthén took over as
president and embarked on a series of acquisitions

Photo: Electrolux

that restructured the industry in Europe: 59
acquisitions were made in the 1970s alone followed
by major acquisitions of Zanussi (ltaly), White
Consolidated Products (USA), the appliance division
of Thorn EMI (UK) the outdoor products company
Poulan/Weed Eater (USA) and AEG Hausgerate
(Germany). But the biggest acquisition of the 1980s
was the Swedish Granges Group (this was a
diversification into a metals conglomerate).

As a result of all these acquisitions, by 1990
75 per cent of Electrolux’s sales were outside Sweden
and this increased in the 1990s as Leif Johansson
expanded into Eastern Europe, Asia (India and
Thailand) and Central and South America (Mexico
and Brazil). He then disposed of many of the
‘non-core’ industrial activities (particularly Granges).
A major restructuring in the late 1990s created
the shape of the group for the early 2000s — with
about 85 per cent of sales in consumer durables
and 15 per cent in related products for professional
users (such as professional food service and laundry
equipment).
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The market

The 2005 annual report highlighted three critically
important aspects of the company’s markets that
their strategies had to address:

Globalisation
‘Electrolux operates in an industry with strong global
competition. . . . Productivity within the industry has

risen over the years, and consumers are offered
increasingly better products at lower prices. More
and more manufacturers are establishing plants in
countries where production costs are considerably
lower . . . and also purchasing more components
there. In time, production costs for the major
producers will essentially be at the same level. This
will stimulate a shift of competitive focus to product
development, marketing and brand-building.’

Market polarisation

‘The combination of changing consumer preferences,
the growth of global retail chains and greater global
competition is leading to polarisation of the market.
More consumers are demanding basic products.
Companies that can improve efficiency in production
and distribution will be able to achieve profitable
growth in this segment. At the same time, demand
for higher-price products is increasing.’

Consolidation of retailers
‘The dealer structure in the household-appliances

market [particularly in the USA] is being consolidated.

Traditional dealers are losing market shares to
large retail chains. The big chains benefit from high

purchasing volumes and wide geographical coverage.

This gives them greater opportunities to keep prices
low. [But in turn, producers’] costs of serving large
retailers is often lower than for traditional outlets,
thanks to large volumes and efficient logistics.’
These three factors were also connected. For
example, the rapid penetration of Asian producers
(for example, LG and Samsung) into the US market
was through securing big contracts with major US
retailers (The Home Depot and Lowe’s respectively).

Electrolux strategies

In the 2005 annual report the Chief Executive (Hans
Straberg) reflected on his first four years with the
company and the challenges for the future:

Four years ago | took over as President and CEO of
Electrolux. My goal was to accelerate the development of
Electrolux as a market-driven company, based on greater
understanding of customer needs. . . . We [said that we]
would achieve [our goals] by:

@ Continuing to cut costs and drive out complexity in all
aspects of operations

® |Increasing the rate of product renewal based on
consumer insight

® Increasing our investment in marketing, and building the
Electrolux brand as the global leader in our industry.

He continued by describing the major changes in
strategy that had occurred over those four years
whilst looking forward to the continuing and new
challenges after the demerger in 2006:

Managing under-performers

We have divested or changed the business model for units
that could be considered as non-core operations or in which
profitability was too low. [For example], instead of continuing
production of air-conditioners in the US, which was not
profitable, we out-sourced these products to a manufacturer
in China. Our operations in motors and compressors have
been divested.

Moving production to low-cost countries

Maintaining competitive production costs is a prerequisite
for survival in our markets. We will work on improving
profitability either by divesting specific units or by changing
the business model. It is also important to continue
relocating production from high-cost to low-cost
countries. . . . We have shut down plants where costs
were much too high, and built new ones in countries

with competitive cost levels. For example, we moved
production of refrigerators from Greenville in the US to
Juarez in Mexico. This has enabled us to cut costs and at
the same time open a state-of-the-art production unit for
serving the entire North American market. The goal is for
these activities to be largely completed by late 2008.

More efficient production and logistics

We have put a good deal of time and effort into making
production and logistics more efficient. This has involved
reducing the number of product platforms, increasing
productivity, reducing inventory levels and increasing delivery
accuracy.

More efficient purchasing

Purchasing is another area where we have implemented
changes in order to improve our cost position, mainly
through better coordination at the global level. We have
launched a project designed to drastically reduce the
number of suppliers. We have also intensified our
cooperation with suppliers in order to cut the costs of



components. [But] there is a good deal still to be done.
Among other things, we are increasing the share of
purchases from low-cost countries.

Intensified product renewal

Our future depends on how well we can combine a
continued focus on costs with intensified product renewal
and systematic development of both our brands and our
personnel. . . . Our process for product development based
on consumer insight reduces the risk of incorrect investment
decisions. Achieving better impact in development of new
products has involved making global coordination more
efficient, which has given us a number of new global
products. The result of our investments in product
development over the past years is clearly reflected in

the number of product launches for core appliances,

which rose from about 200 in 2002 to about 370 in

2005. . . . Investment in product development has risen

by SEK 500 million (~€77m) over the past three years.

Our goal is to invest at least 2% of sales in product
development. We will continue to launch new products

at a high rate.

Access to competence

Over the past years we have established [talent
management] processes and tools that ensure the

Group of access to competence in the future. Active
leadership development, international career opportunities
and a result-oriented corporate culture enable us to
successfully develop our human resources. In order to lead
development in our industry, we will have to act fast and
dare to do things differently. [We will also need] a strong
environmental commitment and good relations with our
suppliers.

Starting to build a strong global brand

When | took over as President and CEO in 2002 | stressed
that we had to prioritise building of the Electrolux brand,
both globally and across all product categories. A strong
brand enables a significant price premium in the market,
which leads to a sustainable long-term increase in
margin. Work on building a strong brand has been very
comprehensive. The share of products sold under the
Electrolux brand has risen from 16% of sales in 2002

to almost 50% in 2005. We will continue to work on
building the Electrolux brand as the global leader in our
industry. Our goal is for our investment in brand-building
to correspond to at least 2% of sales.

Looking ahead to the near future

Hans Straberg concluded his review of the business
by a look forward to the following year:

ELECTROLUX a

We expect the Group to report higher profitability again
in 2006. . . . In both North America and Europe we are going
to launch a number of important new products. Professional
Indoor Products will improve its position in the North
American market in 2006 by developing new distribution
channels for food-service equipment. The success of our
floor-care operation in the higher price segments will
continue, among other things on the basis of higher volumes
for cyclone vacuum cleaners.

There will be no change in the rate of relocation of
production to low-cost countries. During the second half
of 2006 we will see the full effect of the cost-savings
generated by moving production from Greenville in the US
to Juarez in Mexico. We expect that sales will be adversely
affected by the strike at our appliance plant in Nuremberg,
Germany [planned to close in 2007]. Continued reduction
of purchasing costs is a very important factor for increasing
our profitability in 2006.

The strategy that has been effectively implemented
in recent years by everyone in our organisation is paying
off. In 2006 we will continue this important work on
strengthening the Electrolux brand, launching new products
and reducing costs.

Sources: Company website (www.electrolux.com); annual report 2005.

Questions

1 Refer to section 1.2.1 and explain why the
issues facing Electrolux were strategic. Try to
find examples of all of the items cited in that
section.

2 What levels of strategy can you identify at
Electrolux? (Refer to section 1.2.2.)

3 Identify the main factors about the strategic
position of Electrolux. List these separately
under environment, capability and expectations
(see section 1.3.1). In your opinion which are
the most important factors?

4 Think about strategic choices for the company
in relation to the issues raised in section 1.3.2.

5 What are the main issues about strategy into
action that might determine the success or
failure of Electrolux’s strategies? (Refer to
section 1.3.3.)






Commentary

Strategy
lenses

The Strategy Lenses

Chapter 1 showed that the way strategy has been taught and researched
has changed over the years. As this has happened different perspectives on
the subject have arisen. The argument here is that these different perspectives
are helpful in at least three ways:

® They provide different insights on strategy and the management of strategy.
Think of everyday discussions you have. It is not unusual for people to say:
‘But if you look at it this way. ..." Taking one view can lead to a partial and
perhaps biased understanding. A fuller picture, giving different insights, can
be gained from multiple perspectives.

® These different insights can also prompt thinking about different options or
solutions to strategic problems.

® They also flag up the limitations and possible dangers of one approach over
another.

There is, therefore, both conceptual and practical value in taking a multi-
perspective approach to strategy.

This commentary builds on the historically different perspectives on strategy
to develop four lenses through which strategy in organisations can be viewed.
They are:

® Strategy as design. The view that strategy development can be a logical process
in which the forces and constraints on the organisation are weighed carefully
through analytic and evaluative techniques to establish clear strategic direc-
tion and a basis for the carefully planned implementation of strategy. This
is the most commonly held view about how strategy is developed and what
managing strategy is about.

® Strategy as experience. The view that the strategies of organisations are
substantially influenced by the experience of people (not least managers),
taken-for-granted assumptions and ways of doing things in organisations. It is
a perspective that helps account for the tendency for strategies to develop
incrementally on the basis of the past and for them to be difficult to change. It
also flags up the importance of understanding and challenging that which is
taken for granted in organisations.

® Strategy as ideas. Emphasises the importance of variety and diversity in and
around organisations that potentially helps generate new ideas. This per-
spective suggests that managing strategy is about creating the organisational
context to foster the emergence of these ideas and developing them as they
emerge. There is much less emphasis here on planned direction from the top.
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The design lens views
strategy development as a
logical process in which
the forces and constraints
on the organisation are
analysed and evaluated to
establish clear strategic
direction and a basis

for the planned
implementation

of strategy

® Strategy as discourse. Highlights the central importance of the language of
strategy as a ‘resource’ for managers. Not only is this language the basis for
communicating and explaining strategy, but also it is a basis for gaining influ-
ence and power and establishing the legitimacy and identity of the strategist.

The rest of this commentary explains the lenses in more detail. In so doing, the
discussion addresses some key dimensions of strategic management. Amongst
these are:

® Rationality. The extent to which the development of strategy is a rationally
managed act. Of course the design lens assumes this is the case, but the other
lenses raise questions about it.

® Innovation and change. The extent to which the management of strategy is
likely to develop innovatory, change-oriented organisations; or conversely,
consolidate strategies rooted in past experience and ways of doing things.

® Legitimacy. How strategy and the involvement in the management of strategy
provide an identity for people — usually managers — of power, authority and
influence in their organisations.

The lenses are then used in commentaries (on mauve pages) to interpret the
content of the main chapters at the end of each part of the book and to encour-
age readers to reflect on the issues that have been raised in preceding chapters.

Strategy as design

The design lens builds on two main principles. The first is that managers are, or
should be, rational decision makers. The second is that they should be taking
decisions about how to optimise economic performance of their organisations.
Most managers would probably agree that that is what they are there to do. The
principles of economics and the guidelines provided by the decision sciences
support and feed the notion that this is what strategic management is all about.

Rational choice is based on the consideration of the consequences and therefore
the ‘anticipations of the future effects of possible actions’.! The implication
is that managers can and should be able to weigh the benefits and disbenefits
of different strategic options on the basis of evidence that informs them of
likely outcomes of decisions they make. There are strong parallels here with
the way strategic management is often explained in textbooks, by tutors and
indeed by managers. Stated more fully, the assumptions typically underpinning
a design view of strategy are as follows. First, in terms of how strategic decisions
are made:

@ Systematic analysis. Although the range of influences on an organisation’s
performance are many, careful analysis can identify those most likely to influ-
ence the organisation significantly. It may be possible to forecast, predict or
build scenarios about future impacts so that managers can think through the
conditions in which their organisation is likely to operate.

@ Strategic positioning. This analysis provides a basis for the matching of
organisational strengths and resources with changes in the environment so
as to take advantage of opportunities and overcome or circumvent threats.
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Arguably the strongest influence in providing ways of doing this has been the
writings of Michael Porter? in the early 1980s (see Chapter 2).

® Analytic thinking precedes and governs action. Strategy making is often seen as
a linear process. Decisions about what the strategy should be in terms of its
content come first and are cascaded down through the organisation to those
who have to make things happen. Decisions about what the strategy should be
are therefore separate from and precede its implementation.

® Objectives are clear and explicit and the basis upon which options are evaluated.
Given a thorough analysis of the factors internal and external to the organisation
to inform management about the strategic position of the organisation, a range
of options for future strategic direction are then considered and evaluated in
terms of the objectives and that analysis. A strategic decision is then made on
the basis of what is considered to be optimal, given all these considerations.

The design lens also makes assumptions about the form and nature of organisations:

® Organisations are hierarchies. It is the responsibility of top management to
plan the destiny of the organisation. They make important decisions, and
lower levels of management, and eventually the population of an organisation,
carry out these decisions and implement the strategy decided at the top.

® Organisations are rational systems. Since the complexity organisations face
can be understood analytically such that logical conclusions are reached, the
associated assumption is that people in the organisation will adopt and accept
such logic. The system can be controlled rationally too. Control systems (for
example, budgets, targets, appraisals) provide the means by which top man-
agement can measure whether or not others in the organisation are meeting
expected objectives and behaving in line with the strategy so that managers
further up in the hierarchy can take corrective action.

® Organisations are mechanisms by which strategy can be put into effect. They
are analogous to engineered systems or, perhaps, machines. So how an organ-
isation is structured and controlled (see Chapter 12) needs to be suited to the
strategy. There need to be internal mechanisms to ensure that strategy is,
indeed, being considered rationally and dispassionately. For example, issues
of corporate governance are largely concerned with the self-interest or wrong-
doing of senior executives. However, the measures taken to address this prob-
lem have tended to focus on structured solutions, such as attempts to set up
regulating committees and how boards of directors should be structured. The
assumption has been that structures will, or should, affect behaviour.

Implications for management

Managers often talk as if strategy comes about in their organisations — or should
come about — much as the design lens suggests: it is seen as valuable by man-
agers. Arguably there are six reasons for this:

® Dealing with complexity and uncertainty. The design lens provides a means
of coping with and talking about complex and uncertain issues in a rational,
logical and structured way. Indeed there are concepts, tools and techniques
that enable managers to help with this.
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® Important stakeholders may expect and value such an approach. For example,
banks, financial analysts, investors and employees, so it is an important means
of gaining their support and confidence.

® Management power and legitimacy. Managers, particularly CEOs, face complex
and often challenging situations. The assumptions, tools and techniques of
design provide them with ways in which they can feel in control and exercise
control in such circumstances.

@ Rationality is deeply rooted in our way of thinking and in our systems of
education. In this sense the design lens is embedded in our human psyche. For
example, even when managers admit that strategy is not actually developed
in ways the design lens suggests, they often think it should be.

® A rational world. Increasingly there seems to be evidence of an all-embracing
rationality in our world. We live in a time of computer technology, global com-
munication, space exploration, advanced medicine and so on: a world in which
science and reasoned solutions to the problems we face seem to surround us
and provide so many benefits.

® The language of strategy. In many respects the design lens, especially in its
emphasis on analysis and control, is the orthodox approach to strategy devel-
opment most commonly written about in books, taught at business schools and
verbalised by management when they discuss the strategy of their organis-
ations. So it is a useful language to know (see the discourse lens below).

Managers who see their role like this may be highly analytical and seen as cred-
ible, influential (and therefore legitimate) strategists, as Exhibit I.i shows. The
associated assumption is that change and innovation can, or at least should be
able to, be achieved through such rational and mechanistic approaches, though
as the exhibit suggests, this may be less clearly so.

w Design lens

Rationality

High

High High

Innovation Legitimacy
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In summary, the design lens is useful in thinking through and planning strategy
and as a way of managers positioning themselves as credible strategists. The
question is whether this is an accurate or sufficient portrayal of strategic man-
agement. This book argues that the design lens is indeed useful but not
sufficient. Other explanations help a fuller understanding of the practice of
strategic management and provide insights into how the management of strategy
can be approached.

Strategy as experience

Much of the evidence from research on how strategies actually develop gives a
different picture than that seen through the design lens. As early as the 1950s,
Herbert Simon and Charles Lindblom?® pointed out that rational decision-making
models were unrealistic. It is not possible to obtain the information necessary to
achieve the sort of exhaustive analysis required; it is not possible to predict an
uncertain future; there are limits in terms of cost and time in undertaking such
analysis; organisations and environments are changing continually, so it is not
possible for managers to take long-term decisions at a point in time. There are
also psychological limitations on managers themselves which mean that they
cannot be expected to weigh the consequences of all options or be the objective
analysts such rationality would expect — a point which is discussed more fully
below. The best that can be expected is what Simon termed ‘bounded rationality”
which results in managers satisficing rather than optimising: they do the best
they can within the limits of their circumstances, knowledge and experience. The
The experience lens emphasis of the experience lens is, then, on the influence on strategy develop-
views strategy ment of people’s individual and collective experience and their taken-for-granted

development as the .
Lo assumptions.
outcome of individual and p

collective experience of

individuals and their .. . .
taken-for-granted Individual experience and bias

assumptions

Human beings function effectively not least because they have the cognitive
capability to make sense of problems or issues they encounter. They recognise
and make sense of these on the basis of past experience and what they come to
believe to be true about the world. More formally, individual experience can be
explained in terms of the mental (or cognitive) models people build over time to
help make sense of their situation. Managers are no exception to this. When they
face a problem they make sense of it in terms of the mental models that are the
basis of their experience. This has major advantages. They are able to relate
such problems to prior events and therefore have comparisons to draw upon.
They can interpret one issue in the light of another. They therefore have bases
for making decisions built on prior experience. If they did not have such mental
models they could not function effectively; they would meet each situation as
though they were experiencing it for the first time.

There are, however, downsides. Mental models simplify complexity. It is not
possible for managers to operate in terms of ‘perfect knowledge’. Understanding
the effects of such simplification processes is important. Even if managers have a
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very rich understanding of their environment, they will not bring that complex
understanding to bear for all situations and decisions. They will access part of
that knowledge.* This is called selective attention: selecting from total under-
standing the parts of knowledge that seem most relevant. Managers also use
exemplars and prototypes. For example, commonly competitors become proto-
typical. Television company executives came to see other television companies —
even specific channels — as their competitors. They therefore readily accepted
that satellite broadcasting could introduce new competition because it would
introduce new television channels. However, they failed to see that the Internet
and sites such as YouTube would become an alternative to watching television.
There is also the risk that the ‘chunk’ of information most often used becomes
the only information used and that stimuli from the environment are selected out
to fit these dominant representations of reality. Information that squares with
other television channels being the competitors is taken on board, whilst infor-
mation counter to that is not. Sometimes this distortion can lead to severe errors
as managers miss crucial indicators because they are, in effect, scanning the
environment for issues and events that are familiar or readily recognisable.?

Whilst managers tend to see threats rather than opportunities in their environ-
ment,® they also often exaggerate and overestimate benefits’ (known as ‘attribu-
tion error’); for example, when it comes to investment decisions, forecasting the
outcomes of risky projects and their own (or their organisation’s) influence over
events. They also tend to discount luck and inflate the capabilities of their organ-
isation, whilst discounting or reducing the potential of competitors. As we all do,
managers also typically make sense of new issues in the context of past issues;
so when it comes to strategic decisions they are also likely to resolve a problem
in much the same way as they dealt with a previous one seen as similar. More-
over, again, they are likely to search for evidence that supports those inclinations.

In summary, there are three important points:

® Cognitive bias is inevitable. The interpretation of events and issues in terms of
prior experience is bound to occur. The idea that managers approach prob-
lems and issues of a strategic nature entirely dispassionately and objectively
is unrealistic.

® The future is likely to be made sense of in terms of the past. Such interpretation
and bias arise from experience of the past, not least in terms of what is seen
to have worked or given rise to problems in the past. This is one explanation
of why strategies tend to develop incrementally from prior strategy (see sec-
tion 5.2.1).

® None the less, experience may confer legitimacy and power. Managers with
extensive experience may well be seen as experts or have significant influence
in an organisation.

There now exists a good deal of research that seeks to understand the strategy of
organisations and the management of strategy in cognitive and sense-making terms,
more fully explained by Gerard Hodgkinson and Paul Sparrow,® for example.

However, managers do not operate purely as individuals; they work and interact
with others in organisations, and at this collective level there are also reasons to
expect similar tendencies.
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Collective experience and organisational culture

Meaning is not just a matter of individual cognition, but has a collective aspect to
it. In this context cultural influences are important: indeed culture was defined
by the anthropologist Clifford Geertz as ‘socially established structures of mean-
ing’.° It is an emphasis that Mats Alvesson, writing about organisational culture,
agrees with.” How people, managers included, respond to and deal with issues
is culturally informed. Central to the concept of culture is the importance of
what is ‘taken for granted’ in terms of assumptions and in terms of activities or
practices — ‘the way we do things around here’. In everyday life, for example,
there are assumptions such as the role of the family. However, these assump-
tions and associated ways of behaving differ between societies in different parts
of the world. In organisational life, an equivalent example might be the different
assumptions about the role of top managers in Western firms as compared with
Japanese firms and the behaviours associated with such assumptions. However,
taken-for-granted aspects of culture also exist at different levels: for example,
within a managerial function such as marketing or finance; an organisational
unit such as a business; or more widely a professional grouping, such as
accountants, an industry sector or even a national culture. The links between
culture and strategy are therefore important. They are discussed more fully in
Chapter 5, but are also explored in the commentary sections in the book.

Implications for management

Viewed through the experience lens, strategies are seen to develop as managers
try to relate their experience to the strategic issues that they face. There are four
main implications:

® Bargaining and negotiation may take place between managers on the basis of
different interpretations of events according to their past experience. This is
the more likely, since managers’ personal reputation and standing are likely to
be based partly on such experience. This perspective is reflected in dis-
cussions of strategy development as political process (Chapters 4 and 14).

® There is a risk of strategic drift if managers are ‘captured’ by their own and
their colleagues’ experience. In such circumstances the strategy of the organ-
isation gradually drifts away from the realities of its environment and towards
an internally determined view of the world. This can lead to significant per-
formance downturn and, potentially, the demise of the organisation (see sec-
tion 5.2).

® Strategic change or innovation is likely to be problematic. It should not be
assumed that the drawing up of a strategic plan laying out the logic of a stra-
tegic direction will of itself change that which is taken for granted. The notion
that reasoned argument necessarily changes deeply embedded assumptions or
ways of doing things is flawed; readers need only think of their own experi-
ence in trying to persuade others to rethink their religious beliefs or, indeed,
allegiances to sports teams to realise this.

® Surfacing, questioning and challenging taken-for-granted experience and
assumptions can therefore be of key importance in strategic management.
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The ideas lens sees
strategy as emergent from
the ideas that bubble up
from the variety and
diversity in and around
organisations

Experience lens

Rationality

High

Innovation Legitimacy

This may be achieved by using the strategy tools and techniques, but can also
be seen as part of the political process of organizations.

Exhibit I.ii summarises the discussion in relation to the three dimensions of
strategy. The experience lens suggests that it is much more difficult to make
strategic changes than the design lens might imply. And rationality, in the sense
of the careful weighing of options in a search for optimal solutions, is not the
emphasis, but rather people’s individual and collective experience. Managers’
experience may, however, be seen by colleagues as relevant and important and
therefore bestow a degree of legitimacy.

Strategy as ideas

The extent to which the two lenses described so far explain innovation and the
generation of new ideas is rather limited. The experience lens rather emphasises
the tendency for organisations to conform to past ways of doing things.
Notionally a design approach could promote innovation, but in fact tends to
so emphasise control that it is also likely to result in conformity rather than
innovation. So how to account for innovative strategies, processes and products?
Moreover, how do organisations faced with fast-changing environments and
short decision horizons, such as those in high-technology businesses or the fash-
ion industries, cope with the speed of change and innovation required?

The ideas lens builds on complexity theory! and evolutionary theory** which, as
Shona Brown and Kathy Eisenhardt® have shown, are helpful when it comes
to explaining the sources of and conditions that help generate innovation. The
basic tenets of evolutionary theory — variation, selection and retention — provide
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an understanding of how organisational context is important in relation to the
generation of new ideas and how managers may help shape that context. The
emphasis of complexity theory on how systems cope with uncertainty in non-
linear ways adds to that understanding. Viewed through the ideas lens, top-down
design and direction of strategy is de-emphasised. Rather, strategies are seen as
emerging from ideas that bubble up from the variety and diversity in and around
organisations.

The importance of variety

New ideas are generated in conditions of variety and diversity, whereas con-
ditions of uniformity give rise to fewer new ideas. Whether the concern is with
species, as in the natural world, people in societies or indeed ideas in organis-
ations,' uniformity is not the norm; there exists variety. There is an ever-changing
environment, different types of businesses, a variety of groups and individuals,
a variety of their experience and ideas, and there are deviations from routine
ways of doing things.” Evolution helps explain how any living system, including
an organisation, evolves through natural selection acting upon such variation.

Variety is likely to be greatest where the environment is changing fastest. For
example, in our biological world there has been the rapid development of new
strains of viruses given the advances in modern medicine to fight them. There
are parallels with regard to organisations. Organisations in industry sectors that
are developing and fragmented tend to be more innovative than those in mature
and concentrated industries,'® because of the diversity of ideas that exist in such
dynamic conditions. Take the example of the microelectronics industry. It is a
fast-changing industry. This has spawned many different types of businesses,
from hardware manufacturers through to software boutiques and firms engaged
in applications of such technology. Within these organisations, in turn, there
develop new ideas as people interpret opportunities and potential applications
differently.

A good deal of this variety occurs naturally and quite likely outside managers’
direct control. Since sensing of its environment takes place throughout an organ-
isation, new ideas quite likely come from low down in an organisation, not just
from the top.'” Such ideas may not be well formed and will be more or less
well informed and, at the individual level at least, they may be very diverse.
Bill McKelvey refers to this as the ‘distributed intelligence’ of an organisation.®
Moreover, innovation in large organisations often comes from outside their
boundaries, perhaps from smaller businesses."

People in organisations may seek to generate such variety and some of the ways
they do this are discussed below. Variation may not, however, always be inten-
tional. In the natural world, change and newness come about because of imper-
fections — a mutation of a gene, for example — that may provide the basis for a
‘fitter’ organism in a changing environment. In organisations, ideas are also
copied imperfectly between individuals, groups or organisations. Some of these
will give rise to innovations better suited to the changing environment. A
research chemist’s idea may be taken up by a marketing executive but inter-
preted differently from the original idea. Managers in one organisation may seek
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to copy the strategy of another, but will not do things in exactly the same way.
Some of these imperfect copies will not be successful; but others may be. One
famous example is Post-It, which originated in an ‘imperfect” glue being applied
to paper, but which resulted in a semi-adhesive for which the researcher saw
market potential. There may also be surprises and unforeseen circumstances in
the environment, the unexpected skills or views introduced by new appointees
or unintended consequences arising from management initiatives.

Complexity theorists also point to the fact that all this differs markedly from the
essentially linear view of the design lens. They refer to ‘non-linearity’ and show
how, in such circumstances, apparently insignificant initial events can lead to
major outcomes.

Of course, whilst organisations have the potential for huge variety, there may
be intentional or non-intentional suppression of such variety. People’s mental
models and the culture of an organisation act as filters of ideas that do not ‘fit’.
Formal processes of control, planning and evaluation act to regularise what ideas
will and will not go forward. The self-interest of powerful managers may block
ideas counter to their own. So pressures for conformity may see off the potential
novelty. Getting the appropriate balance between the need for sufficient control
and a context that will stimulate new ideas becomes crucial.

Selection and retention

The implication of the design lens is that the selection of a strategy is a matter of
deliberate choice to optimise some sort of outcome, for example competitive
advantage leading to enhanced profits. Whilst deliberate acts of managers are
not denied here, the ideas lens and evolutionary theory in particular suggest that
selection is ‘blind’'® in the sense that outcomes cannot be known. Managers may
exercise judgement and choice, but the strategies that develop are also the result
of other processes of selection and retention. These include:

® Functional benefit. An idea may meet the needs of environmental and market
forces. However many of these (from climate changes to competitor responses)
can at best be partially known. There may, however, be other functions such
as serving the interests of individuals within the organisation, for example in
furthering career aspirations.

® Alignment. An idea is likely to be more successful if it aligns with other suc-
cessful ideas, for example because it is what other organisations are doing or
it fits the culture and experience of the organisation itself.

® Attraction. Some strategic ideas, by their very nature, are more or less attrac-
tive than others.?! For example, ideas that are altruistic tend to spread and get
adopted most.” In line with this, complexity theory emphasises the need for
sufficient support or ‘positive feedback’, and some ideas are likely to attract
this than others. For example, a new product idea in a science-based company
received support because it addressed ‘green’ issues and its potential benefits
interested colleagues in other divisions, friends and families of the managers
developing it. The new product idea persisted despite strong evidence of its
lack of commercial viability.
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® Retention. As well as processes of selection, there are processes of retention.
‘Retention occurs when selected variations are preserved, duplicated or other-
wise reproduced’® leading to their future repetition. One key factor here is
the extent to which ideas become routinised and thus retained. Routinisation
varies from formal procedures (for example, job descriptions), accounting and
control systems, management information systems, training, organisation
structuring, to the formal or informal standardisation of work routines and the
eventual embedding of such routines in the culture of the organisation.

The important point here is that managers cannot know the future and therefore
cannot predict or control outcomes. None the less the internal and external con-
text of the organisation will have a key impact on what new ideas are generated,
selected and retained.

Implications for management?*

A key message from the ideas lens is that managers need to be wary of assuming
they can control the generation and adoption of new ideas. However, managers
can foster new ideas and innovation by creating the context and conditions where
they are more likely to emerge. First, they can do this by considering what the
appropriate boundaries are for the organisation:

® The more the boundaries between the organisation and its environment are
reduced, the more innovation is likely to occur. For some high-technology
businesses it is difficult to see quite what their boundaries are. They are net-
works, intimately linked to their wider environment. As that environment
changes, so do the ideas in the network. For example, in Formula One motor
racing the different teams are intimately linked with the wider motor industry
as well as other areas of advanced technology. As a result of this networking
new ideas get imitated (but changed) very rapidly. In contrast an organisation
where people are insulated from the environment, perhaps by relying on
particular ways of doing things, as in a highly rule-based bureaucracy, will
generate less variety of ideas and less innovation.

® Interaction and cooperation within organisations encourages variety and the
spread of ideas.” However, there may be limits to this. Too many ‘connections’
may lead to an over-complex system.” There is also a danger that organ-
isational structures become too established such that people’s relationships
become too predictable and ordered; rather, ideas tend to be generated more
where there are ‘weak ties’ based on less established relationships.?” All this
may help explain why so much effort is spent by managers in changing organ-
isational structures in the search for the most appropriate working environ-
ment (see Chapter 12).

Second, by promoting appropriate behaviour in an organisation. For example:

® Questioning and challenge is important. There are many organisations that
have processes and procedures to foster new ideas. For example, large organ-
isations often move executives across businesses or divisions with the specific
intention of encouraging new ideas and challenging prevailing views.
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® Experimentation is important. This may take different forms. Some organis-
ations have formal incentive programmes to encourage such experimentation.
Others have established it as part of their culture. For example, Google gives
staff 20 per cent of their time to pursue their own projects. Strategic experi-
ments at an organisational level,”® such as alliances and joint ventures, are also
ways in which organisations may try out possible strategy developments and
generate new ideas without overcommitment.

® Through adaptive tension. Since high levels of control and strict hierarchy are
likely to encourage conformity and reduce variety, establishing appropriate
levels of control therefore becomes crucial. Some complexity theorists argue
that innovation and creativity emerge when there is sufficient order to make
things happen but not when there is such rigidity of control as to prevent
such innovation. This is the idea of ‘adaptive tension’ or ‘edge of chaos’.?
Innovation occurs most readily when the organisation never quite settles
down into a steady state or equilibrium and volatility arising from variation is
given sufficient rein (see Exhibit I.iii), though of course not to the extent that
the organisation cannot function.

® Order-generating rules. There is no need for elaborate control to create
sufficient order for an organisation to work effectively. Complexity theory sug-
gests that ordered patterns of behaviour can come about through just a few
‘order-generating rules’. Richard Pascale gives an example from the cement
industry in Mexico. Cemex has done away with tight, planned scheduling for
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distributing its cement, because it has realised that the construction projects it
is delivering to hardly ever proceed as scheduled:

Cemex loads its fleets of cement trucks each morning and dispatches them
with no preordained destination. The trick lies in how they make their
rounds. Like ants scavenging a territory, they are guided to their destination
by simple rules. ... Cemex uses an algorithm based on greed (deliver as
much cement as rapidly as possible to as many customers as possible) and
repulsion (avoid duplication of effort by staying as far away from the other
cement trucks as possible).*

® Pattern recognition. Ideas within the organisation are more likely to be devel-
oped by a reliance on ‘pattern recognition’ than formal analysis and planning.
Strategy development is more about being able to discern promising ideas,
monitor how they ‘function” and ‘fit" (see above) as they develop by being
highly sensitive to their outcome and impact and mould the most promising
into coherent strategies. Managers need to develop the competences to do this
rather than being over-reliant on the formal tools and techniques of the design
lens. In addition, since new ideas are unlikely to emerge fully formed — indeed
they may be the result of ‘imperfect copying’, managers have to learn to toler-
ate such imperfection and allow for failures if they want innovation.

The ideas lens helps an understanding of where innovative strategies come
from and how organisations cope with dynamic environments. It therefore de-
emphasises the directive role of managers, their rationality and their power and
therefore poses questions about whether or not top management really have
control over strategic direction to the extent the design lens suggests. Exhibit L.iv
summarises this.

@ Ideas lens

Rationality
High

High High

Innovation Legitimacy
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Strategy as discourse
sees strategy
development in terms of
language as a ‘resource’
for managers by which
strategy is communicated,
explained and sustained
and through which
managers gain influence,
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legitimacy and identity as
strategists.

Strategy as discourse>’

In many ways management is about discourse. Managers spend 75 per cent of
their time communicating with others® in gathering information, persuading
others of a course of action or following up decisions. In particular the manage-
ment of strategy has a high discursive component. Managers and consultants talk
about strategy and strategy is written as formal plans and mission statements,
explained in annual reports and in newspaper releases. Efforts to get employees
and other stakeholders to buy into strategy are also fundamentally discursive.
Discourse is the language resource by which strategy is communicated, sustained
and perpetuated. The ability to use discursive resources effectively can, then,
be a distinct advantage and competence for an individual (see Chapter 15 on
strategy practice which discusses strategy ‘conversations’). Looking at strategy
development in terms of strategy as discourse can also provide valuable insights.
There are a number of linked concepts that help here.

Discourse and rationality

As discussion of the design lens pointed out, rationality is a central component
of the orthodox language of strategy. From a management point of view, then,
appearing rational is key to making strategy: “To be rational is to make persua-
sive sense.’® Strategic management must seem more than just hunch and intu-
ition; it is more like science and the models are like scientific models. As such,
managers familiar with such logic can call on it and employ it to justify the ‘right-
ness’ of their arguments and views. Indeed David Knights* points out that even
when managers find themselves unable to achieve the goals of strategy — unable,
for example, to achieve competitive advantage — they do not deny the logic of the
strategy, merely the ability of the organisation to achieve it. They may employ
this language because they are themselves persuaded of the logic of a strategy,
because they believe that by doing so their arguments will carry more weight
with others, because it is the typical way in which strategy is communicated or
because, by so doing, it positions themselves as an authority on the subject.

Discourse and influence

The language of strategy certainly seems to be convincing to others. David Barry
and Michael Elmes® point out that strategy discourse has the characteristics to
make it so. Strategy is not only written about in impressive documents — stra-
tegic plans or annual reports, for example — but also written about important
phenomena such as markets, competitors and customers. It is often associated
with ‘heroic’ chief executives or successful firms. Strategy discussions take
place in important places such as boardrooms or strategy away-days. There
is also evidence that the employment of strategy discourse works. Managers
consciously employ the vocabulary and concepts of strategy to effect change,? to
justify and legitimise strategies that are to be followed,*” or to ensure conformity
to the right ways to manage strategy.*® In other words, managers draw on the
concepts of strategy and the apparent ‘rightness’ of strategy concepts to convince
others to comply.
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How managers talk about strategy also positions them in relation to others,
either by their own deliberate choice or as a result of how they are perceived.
Discourse is therefore also related to the identity and legitimacy of managers.
The common use of the language of rationality has been highlighted above.
At other times or in other circumstances managers may also employ different
discourse. For example, in trying to get a strategy implemented down the line
drawing on the manager’s previous experience as a ‘hands-on worker’ doing the
job at an operational level might be useful. In other circumstances reference
to prior experience in turning around an organisation may matter. In other con-
texts the language of the ‘visionary leader’ or the innovative entrepreneur may
be employed.

Discourse, identity and legitimacy

As David Knights and Glenn Morgan® suggest, strategy discourse may be con-
sciously or unconsciously employed by managers — particularly top managers
— to provide for themselves certain benefits. It helps legitimise a manager as a
knowledgeable strategist, employing the right concepts, using the right logic,
doing the right thing and being at the forefront of management thinking. It also
provides the sense of centrality, of ‘making a difference’ to the most centrally
important aspects of organisational survival. Since over time different strategy
discourses have been more or less the fashion, some elements of discourse are
likely to be more effective than others at different times. In the 1960s and 1970s
it was the language of corporate or strategic planning; in the 1980s there came
to be more of an emphasis on organisational culture; and latterly strategy has
become discussed and communicated more in terms of competences.

Discourse as power

In turn the discourse of strategy is linked to power and control. By understand-
ing the concepts of strategy, or being seen to do so, it is top managers or strategy
specialists who are positioned as having the knowledge about how to deal with
the really difficult problems the organisation faces. The possession of such
knowledge gives them power over others who do not have it. It ‘allows managers
to imagine themselves as controllers of . . . economic life’.*°

Thus the discourse of strategy can also operate as social control. Groups
may adopt particular ways of thinking, behaving and speaking about strategy.
For example, some organisations, especially consultants, have developed their
own discourse on strategy. Non-adherence to such approaches can bring about
sanctions, as many strategy consultants have found! Or there may develop
ways of approaching strategic issues that are embedded in particular dis-
course, for example a push to cut costs. In one sense the need to cut costs is
indisputable. However, it can foster a mindset in which cutting becomes the
norm and it is difficult to propose expansion or experimentation which would
not lead to reduced costs. Indeed, such discourse may become part of a cul-
ture: taken for granted, difficult to recognise, difficult to question or change
and therefore a powerful influence on behaviour. In this sense discourse is
associated with power when it attracts followers and is self-reproducing and
self-reinforcing.
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Discourse and a critical perspective

A more extreme extension of these perspectives on strategy discourse is that
the concepts and models of strategy are less to do with substance and more to
do with image, identity and power: that the concepts of strategy are employed,
developed and sustained as a basis for sustaining top management control and
authority in league with a consultancy profession and academic profession that
feeds it; that strategy is a convenient management myth.

Implications for managers

The fundamental lesson for managers is that the language of strategy they
employ matters. The discourse lens provides a way of considering how this is so
and, in turn, concepts and cues by which managers can manage more effectively:

® Discourse and context. It should be clear from the preceding discussion that
different strategy discourses are likely to be more or less effective in different
contexts and circumstances. How a strategy is explained and justified to a
potential investor may call for a major emphasis on logic and reason under-
pinning a financial case. A similarly rational approach may be needed to per-
suade fellow managers, but perhaps with an additional component related to
the benefits in terms of their own interests, future influence and standing. A
similar explanation to the workforce of an organisation will have to address
the implications for job security, but perhaps also needs to be expressed in
ways that reinforce confidence in management. A press release on strategy
will likely need to give thought to the main headlines or ‘sound bites’. Careful
thought needs to go into how strategy is explained and justified to whom.

® Discourse and the management of strategic change. Strategy discourse plays an
especially important role in the diffusion of innovations, new management
practices and the management of change.*’ In particular, different forms of
language may be more or less useful in achieving the adoption and retention
of new practices.*? Language that appeals to emotion and self-interest may
help adoption, but a reliance on this may lead to the early rejection of new
practices. A more rational approach may mean that it takes longer to achieve
adoption but will be less likely to result in early rejection. Language that
appeals to or relates to accepted ways of doing things may, however, help
ensure retention.

® Common discourse. It may be beneficial to seek to develop a common language
of strategy in an organisation. This is a common reason for management
development programmes in relation to strategy. The argued benefit is that
managers can then communicate on the basis of a common set of generally
understood concepts, terms and tools of strategy which makes strategy debate
more effective. It is also a role management educators provide in the diffusion
of strategy concepts and language of course.

® A critical perspective for managers. A less extreme and perhaps more con-
structive view of a critical perspective on strategy is that the discourse lens
should prompt managers and students alike to question just how substantial
concepts and models to do with strategy really are. Are they really based on
sound evidence and theory; do they really make a difference; or are they just
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useful devices for managers to gain power and influence? In this sense, see-
ing strategy as discourse can prompt the healthy questioning of concepts,
ideas and assumptions that might otherwise be taken for granted.

In summary, as shown in Exhibit I.v, the discourse lens emphasises that man-
agers may well see the strategy arena as where power, identity, recognition (and
therefore legitimacy) are sought. It raises the question of the extent to which
managers rely on the appearance, if not the reality, of rational argument. The
extent to which such discourse promotes change will depend on the motivations
of the managers and the nature of the language used. However there is certainly
evidence that language can play an important role in the management of change.

Conclusion

The core assumptions and underpinning theories of the four lenses of design,
experience, ideas and discourse are summarised in Exhibit I.vi. They are not
offered here as an exhaustive list. They are an attempt to encapsulate different
approaches and insights into the complex concept of strategy. The suggestion is
that you may usefully extend your exploration of different lenses yourself. It
should be apparent in what you have read so far that the lenses presented here
in fact each include several perspectives themselves. For example, the experi-
ence lens builds on explanations from cognition, sociology and cultural anthro-
pology and the ideas lens builds on both evolutionary theory and complexity
theory. So, within these lenses there are finer-grained insights that can be
gained and the references and key readings should help with that. In addition
there are whole books written that provide multiple perspectives on strategy,
from the four that Richard Whittington*® offers to the ten of Henry Mintzberg and
his co-authors.**
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However, there are two overarching messages that come through consistently.
The first is the one with which this commentary began: in considering a topic like
strategy, it helps to take more than one perspective. The second is that, in
so doing, there is a need to question the conventional wisdom of strategy en-
capsulated in the design lens. In particular the central tenet of managers at the
top planning and directing strategy through machine-like organisations is too
limited a view of what strategic management is about.

In the rest of the book the four lenses are employed in commentaries at the end
of Parts I, IT and IIT in particular to examine critically the coverage of each part
and consider the management implications.
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THE STRATEGIC POSITION

How to analyse an organisation’s position in the external environment.

How to analyse the determinants of strategic capability — resources, competences and the
linkages between them.

How to understand an organisation’s purposes, taking into account corporate governance,
stakeholder expectations and business ethics.

How to address the role of history and culture in determining an organisation’s position.
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Introduction to Part |

his part of the book is concerned with understanding the strategic position of

the organisation. By this is meant the factors that have to be taken into
account at the outset of strategy development. There are two basic views here:
one stresses external factors in the organisation’s strategic position; the other
emphasises internal factors. On the external side, many argue that environ-
mental factors are what matters most to success: strategy development should
be primarily about seeking attractive opportunities in the marketplace. Those
favouring a more internal approach, on the other hand, argue that an organis-
ation’s specific strategic capabilities, resources or cultures should drive strategy.
It is from these internal characteristics that distinctive strategies and superior
performance can be built. In this view, organisations should focus on those
environmental opportunities for which they start with a distinctive advantage in
terms of internal characteristics.

It is important not to take too static or unified a view of either the environment
or the organisation’s inherited internal position. Environments change, and
internal capabilities and resources need to develop, or ‘stretch’, in order to match
such change.* Also, organisations are rarely simple, homogeneous units. There
are different stakeholders, different cultures and different kinds of purpose
within most organisations. These various internal drivers and constraints need
to be understood as part of the internal position of an organisation.

Accordingly, Part I has four chapters, starting with analysis of the external pos-
ition, and then developing an internal perspective incorporating dynamics and
differences within the organisation:

® The overall theme of Chapter 2 is how managers can analyse the uncertain and
increasingly complex world around them. This is addressed by considering
various layers of influence from macro-environmental issues to specific forces
affecting the competitive position. However, simply identifying particular
influences is not sufficient. The challenge for a strategist is to understand the
interaction of these different forces and how these impact on the organisation.

® Chapter 3 is concerned with understanding an organisation’s strategic cap-
ability and how this underpins the competitive advantage of the organisation
or sustains excellence in providing value-for-money products or services. This
is explained by considering four main issues: what is meant by ‘strategic

* The notion of strategy as ‘stretch’, rather than a static ‘fit" to the environment, was introduced
by G. Hamel and C.K. Prahalad, Competing for the Future, Harvard Business School Press, 1994.
See also D.J. Teece, G. Pisano and A. Shuen, ‘Dynamic capabilities and strategic management’,
Strategic Management Journal, vol. 18, no. 3 (1997), pp. 509-534.
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capability’; how this might provide competitive advantage for organisations;
how managers might analyse capabilities; and how they might manage the
development of such capabilities.

® Chapter 4 is about how expectations ‘shape’ organisational purposes and
strategies. This is considered within four main themes. Corporate governance
is concerned with understanding whom the organisation is there to serve.
Stakeholder influence raises the important issue of power relationships in
organisations. A discussion of corporate social responsibility raises the ques-
tion of what organisations should and should not be doing strategically,
with implications for individuals” ethics. All of this is brought together in con-
sidering how strategists might express and explain the strategic purpose of
their organisations.

® Chapter 5 takes an historical and cultural perspective on strategy. The busi-
ness environment, the capabilities of an organisation and the expectations
of stakeholders have historical roots. The theme of the chapter is that
understanding history and culture helps managers develop the future strategy
of their organisations. The chapter begins by explaining the phenomenon of
strategic drift that highlights the importance of history and culture in relation
to strategy development and the challenges of managing strategic change. The
chapter then examines the influence of the history of an organisation on
its current and future strategy and goes on to consider how that history can
be analysed. It then explains how cultural influences at the national, institu-
tional and organisational levels influence current and future strategy. It then
explains the cultural web as a means of analysing culture and its influence on
strategy.

Although this part of the book addresses the various topics in separate chapters,
it should be stressed that there are strong links between these different influ-
ences on strategy. In practice, the external and internal views need to be recon-
ciled. Environmental pressures for change will be constrained by the capabilities
available to make changes, or by organisational cultures which may lead to resist-
ance to change. Internal capabilities will be valuable only if the environment
offers profitable opportunities to use them. Also, placing the analysis of position
in a separate part, distinct from Parts II and III considering strategic choices and
putting strategy into action, does not mean that these are distinct issues in prac-
tice. As the overlapping circles of Exhibit 1.3 in Chapter 1 underline, strategy is
not a sequential process and strategic choices and strategic action feed back
directly into both the understanding and the reality of strategic position.

Nevertheless, by providing for an analysis of the starting position, Part I is the
foundation for approaching the kinds of strategic choices that an organisation
typically has to make. For example, the nature of the environment and capabil-
ities it has together help shape how an organisation should compete and the
range of products and services it should offer. Similarly they inform the methods
managers can choose between in order to pursue strategies, whether by building
on internal resources, or by acquiring other organisations, or by partnering with
others. These choices are pursued further in Part II.
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The Environment

LEARNING OUTCOMES
After reading this chapter you should be able to:

=> Analyse the broad macro-environment of organisations in terms of political,
economic, social, technological, environmental (green) and legal factors
(PESTEL).

=> ldentify key drivers in this macro-environment and use these key drivers to
construct alternative scenarios with regard to environmental change.

=> Use five forces analysis in order to define the attractiveness of industries and
sectors for investment and to identify their potential for change.

=> Identify strategic groups, market segments and critical success factors, and
use them in order to recognise strategic gaps and opportunities in the market.
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» CHAPTER 2 THE ENVIRONMENT
Q INTRODUCTION

The environment is what gives organisations their means of survival. In the pri-
vate sector, satisfied customers are what keep an organisation in business; in the
public sector, it is government, clients, patients or students that typically play the
same role. However, the environment is also the source of threats: for example,
hostile shifts in market demand, new regulatory requirements, revolutionary
technologies or the entry of new competitors. Environmental change can be fatal
for organisations. To take one example, after 200 years of prosperity, print
publisher Encyclopedia Britannica was nearly swept out of existence by the rise
of electronic information sources, such as Microsoft’s Encarta and the online
Wikipedia. It is vital that managers analyse their environments carefully in order
to anticipate and - if possible — influence environmental change.

This chapter therefore provides frameworks for analysing changing and com-
plex environments. These frameworks are organised in a series of ‘layers’ briefly
introduced here and summarised in Exhibit 2.1:

® The macro-environment is the highest-level layer. This consists of broad en-
vironmental factors that impact to a greater or lesser extent on almost all organ-
isations. Here, the PESTEL framework can be used to identify how future
trends in the political, economic, social, technological, environmental (‘green’)
and legal environments might impinge on organisations. This PESTEL analysis
provides the broad ‘data’ from which to identify key drivers of change. These

@ Layers of the business environment
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key drivers can be used to construct scenarios of possible futures. Scenarios
consider how strategies might need to change depending on the different ways
in which the business environment might change.

® Industry, or sector, forms the next layer with this broad general environ-
ment. This is made up of organisations producing the same products or
services. Here the five forces framework is particularly useful in under-
standing the attractiveness of particular industries or sectors and potential
threats from outside the present set of competitors. This chapter’s key debate
(Illustration 2.6) addresses the importance of industry factors, rather than
business-specific factors, in determining success.

® Competitors and markets are the most immediate layer surrounding organis-
ations. Within most industries or sectors there will be many different organis-
ations with different characteristics and competing on different bases, some
closer to a particular organisation, some more remote. The concept of stra-
tegic groups can help identify close and more remote competitors. Similarly, in
the marketplace, customers’ expectations are not all the same. They have a
range of different requirements the importance of which can be understood
through the concepts of market segments and critical success factors.

This chapter works through these three layers in turn, starting with the macro-
environment.

@ THE MACRO-ENVIRONMENT

The three concepts in this section — PESTEL, key drivers and scenarios — are
interrelated tools for analysing the broad macro-environment of an organisation.
PESTEL provides a wide overview; key drivers help focus on what is most import-
ant; and scenarios build on key drivers to explore different ways in which the
macro-environment might change.

2.2.1 The PESTEL framework

The PESTEL framework The PESTEL framework (Illustration 2.1) provides a comprehensive list of influ-
categorises environmental  ences on the possible success or failure of particular strategies. PESTEL stands
inﬂ:sepcz;t:zg S:C(O';':im”ic for Political, Economic, Social, Technological, Environmental and Legal.' Politics
g)pciall, [:echnolz)gical, " highlights the role of governments; Economics refers to macro-economic factors
environmental and legal  such as exchange rates, business cycles and differential economic growth rates
around the world; Social influences include changing cultures and demographics,
for example ageing populations in many Western societies; Technological
influences refer to innovations such as the Internet, nanotechnology or the rise
of new composite materials; Environmental stands specifically for ‘green’ issues,
PESTEL such as pollution and waste; and finally Legal embraces legislative constraints
or changes, such as health and safety legislation or restrictions on company

mergers and acquisitions.
For managers, it is important to analyse how these factors are changing now
and how they are likely to change in the future, drawing out implications for the
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PESTEL analysis of the airline industry

Environmental influences on organisations can be summarised within six categories.
For the airline industry, an initial list of influences under the six PESTEL analysis
categories might include the following:

Political Economic
o Government support for national carriers o National growth rates
® Security controls @ Fuel prices

@ Restrictions on migration

Social Technological
@ Rise in travel by elderly o Fuel-efficient engines and airframes
@ Student international study exchanges @ Security check technologies
@ Teleconferencing for business
Environmental Legal
® Noise pollution controls ® Restrictions on mergers
@ Energy consumption controls ® Preferential airport rights for some
e Land for growing airports carriers
Questions

1 What additional environmental influences would you add to this initial list for the airline industry?

2 From your more comprehensive list, which of these influences would you highlight as likely to be
the ‘key drivers for change’ for airlines in the coming five years?

The key drivers for
change are environmental
factors that are likely to
have a high impact on

the success or failure

of strategy

organisation. Many of these factors are linked together. For example, technology
developments may simultaneously change economic factors (for example, creat-
ing new jobs), social factors (facilitating more leisure) and environmental factors
(reducing pollution). As can be imagined, analysing these factors and their inter-
relationships can produce long and complex lists.

Rather than getting overwhelmed by a multitude of details, therefore, it is neces-
sary to step back eventually to identify the key drivers for change. Key drivers for
change are the high-impact factors likely to affect significantly the success or
failure of strategy. Typical key drivers will vary by industry or sector. For ex-
ample, a clothing retailer may be primarily concerned with social changes driving
customer tastes and behaviour, for example forces encouraging out-of-town
shopping. A computer manufacturer is likely to be concerned with technological
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change, for example increases in microprocessor speeds. Public sector managers
are likely to be especially concerned with social change (for example, an ageing
population), political change (changing government funding and policies) and
legislative change (introducing new requirements). Identifying key drivers for
change helps managers to focus on the PESTEL factors that are most important
and which must be addressed as the highest priority. Many other changes will
depend on these key drivers anyway (for example, an ageing population will
drive changes in public policy and funding). Without a clear sense of the key
drivers for change, managers will not be able to take the decisions that allow for
effective action.

2.2.2 Building scenarios

When the business environment has high levels of uncertainty arising from
either complexity or rapid change (or both), it is impossible to develop a single
view of how environment influences might affect an organisation’s strategies and
indeed it would be dangerous to do so. Scenario analyses are carried out to allow
for different possibilities and help prevent managers from closing their minds
Scenarios are detailed  to alternatives. Thus scenarios offer plausible alternative views of how the busi-
and plausible views ness environment of an organisation might develop in the future.? They typically
chimmzn?ﬁ';ﬁss build on PESTEL analyses and the key drivers for change, but do not offer a
organisation might single forecast of how the environment will change.
develop in the future Scenarios typically start from the key drivers with the greatest uncertainty.
based on key dfivefs_ Such key drivers could create radically different views of the future according
Iﬁ;rcehlngehzbhor;vv;h;h to how they turn out. For example, in the oil business, key drivers might be
uncertainty technological change, oil reserves, economic growth and international political
stability. It might be assumed that technological change and oil reserves are rela-
tively certain, while economic growth and political stability are not. Scenarios
could be constructed around different views about future political stability and
economic growth. These key drivers are of course interrelated: high political
instability and low economic growth are likely to go together. Constructing plaus-
ible alternative views of how the business environment might develop in the
future therefore depends on knitting together interrelated drivers into internally
consistent scenarios. In this analysis so far, therefore, two internally consistent
and plausible scenarios could be proposed: one based on low growth and high
instability, the other based on high growth and low instability.

Note that scenario planning does not attempt to predict the unpredictable:
the point is to consider plausible alternative futures. Sharing and debating
alternative scenarios improves organisational learning by making managers
more perceptive about the forces in the business environment and what is really
important. Managers should also evaluate and develop strategies (or contingency
plans) for each scenario. They should then monitor the environment to see how
it is actually unfolding and adjust strategies accordingly.

Because debating and learning are so valuable in the scenario building pro-
cess, and scenarios deal with such high uncertainty, some scenario experts
advise managers to avoid producing just three scenarios. Three scenarios tend to
fall into a range of ‘optimistic’, ‘middling” and ‘pessimistic’. Managers naturally
focus on the middling scenario and neglect the other two, reducing the amount
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Scenarios for the biosciences in 2020

Nobody knows the future, but they can prepare for possible alternatives.

In 2006, researchers at the Wharton Business School
collaborated with leading companies such as
Hewlett Packard, Johnson & Johnson and Procter
& Gamble to produce four scenarios for the future
of biosciences in 2020. Biosciences include exciting
high-tech industries such as genomics, stem cell
therapy, cloning and regenerative medicine. The aim
was to provide a broad framework for governments,
business, researchers and doctors to work within
as they considered the future for their particular
specialities. The Wharton team were mindful that
previous high-tech domains had failed to deliver on
their initial promise: nuclear power for example fell
radically out of favour from the late 1970s. The
future for the biosciences is far from certain.

The Wharton team identified two fundamental
but uncertain drivers for change: technological
advance and public acceptance. On the first,
the uncertainty was about the success of the
technologies: after all, nuclear power had not
deliverd the cheap energy originally hoped for.

With regard to the second, public opinion regarding
the biosciences is in the balance, with many calling
for an end to stem cell research and cloning. The

possibilities of technological success or failure, and

Technology Technology
fails succeeds
Public Where’s the New age of
acceptance beef? medicine
Public Much ado Biosciences
rejection about nothing | held hostage

Source: Adapted from P.J.H. Schoemaker and M.S. Tomczyk
(eds) The Future of Biosciences, The Mack Center, 2006.

public acceptance or rejection, define a matrix with
four basic scenarios.

Where’s the beef proposes a world in which
large corporate and government research initiatives
has failed to deliver hoped-for cures for diseases
such as Alzheimer’s and AIDS, but the public still
has high expectations. Companies would be under
fire and at risk of political intervention. The Much
ado about nothing scenario is a world in which the
public becomes sceptical after many technological
disappointments. The result is that government
funding for company and university research dries
up. The Biosciences held hostage scenario is a very
different one, in which technological successes
actually frighten the public into a reaction against
technology, ethical and safety concerns driving
tight restrictions on research, testing and
marketing. Finally, the New age of medicine offers
the prospect of both success and acceptance, a
world in which private corporations and university
research labs would prosper together as they
delivered breakthrough innovations to a grateful
public.

The point of the four scenarios is not to say that
one is more likely than the others. The Wharton
team show that all four scenarios are perfectly
possible. Whereas bioscience companies might
easily become too focused on the positive New
age scenario, they need to bear in mind the other
possibilities. The implication is that they should
be cautious in their expectations of technological
breakthroughs and manage public opinion skillfully,
otherwise biosciences could become the nuclear
industry of the twenty-first century.

Source: http://mackcenter.wharton.upenn.edu/biosciences.

Question

Over which of the two drivers — technological
advance and public acceptance — do
companies have the most influence? How
should they exercise this influence?
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of organisational learning and contingency planning. It is therefore typically bet-
ter to have two or four scenarios, avoiding an easy mid-point. It does not matter
if the scenarios do not come to pass: the value lies in the process of exploration
and contingency planning that the scenarios set off.

Illustration 2.2 shows an example of scenario planning for the biosciences to
2020. Rather than incorporating a multitude of factors, the authors focus on two
key drivers which (i) have high potential impact and (ii) are uncertain: techno-
logical advance and public acceptance. Both of these drivers may have different
futures, which can be combined to create four internally consistent scenarios of
the future. These four scenarios are each given memorable titles, to facilitate com-
munication and debate. The authors do not predict that one will prevail over the
others, nor do they allocate relative probabilities. Prediction would close down
debate and learning, while probabilities would imply a spurious kind of accuracy.

Scenarios are especially useful where there are a limited number of key
drivers influencing the success of strategy; where there is a high level of uncer-
tainty about such influences; where outcomes could be radically different; and
where organisations have to make substantial commitments into the future that
may be highly inflexible and hard to reverse in adverse circumstances. The oil
industry, where companies must invest in exploring oilfields which may have
lives of 20 years or more, has traditionally been a leader in the use of scenarios
because it faces a combination of all four of these conditions.?

@ INDUSTRIES AND SECTORS

The previous section looked at how forces in the macro-environment might
influence the success or failure of an organisation’s strategies. But the impact
of these general factors tends to surface in the more immediate environment
through changes in the competitive forces surrounding organisations. An impor-
tant aspect of this for most organisations will be competition within their indus-
An industry is a group of  try or sector. Economic theory defines an industry as ‘a group of firms producing
firms producing the same  the same principal product™ or, more broadly, ‘a group of firms producing prod-
2::,?;?' product or ucts that are close substitutes for each other’.> This concept of an industry can be
extended into the public services through the idea of a sector. Social services,
health care or education also have many producers of the same kinds of services,
which are effectively competing for resources. From a strategic management
perspective it is useful for managers in any organisation to understand the
competitive forces in their industry or sector since these will determine the
attractiveness of that industry and the likely success or failure of particular
The five forces  organisations within it.
I;Zn;:t‘::z:i'\(/ehneégz gjfe:rt]'fy This section looks first at Michael Porter’s five forces framework for industry
industry or sector in terms  @nalysis and then introduces techniques for analysing the dynamics of industries
of competitive forces or sectors.

2.3.1 Competitive forces — the five forces framework

Porter’s five forces framework® was originally developed as a way of assessing the
attractiveness (profit potential) of different industries. The five forces constitute
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@ The five forces framework
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Source: Adapted with the permission of The Free Press, a Division of Simon & Schuster Adult Publishing Group, from Competitive
Strategy: Techniques for Analyzing Industries and Competitors by Michael E. Porter. Copyright © 1980, 1998 by The Free Press.

All rights reserved.

Porter’s five
forces

an industry’s ‘structure’ (see Exhibit 2.2). Although initially developed with
businesses in mind, industry structure analysis with the five forces framework is
of value to most organisations. It can provide a useful starting point for strategic
analysis even where profit criteria may not apply: in most parts of the public sec-
tor, each of the five forces has its equivalents. As well as assessing the attrac-
tiveness of an industry or sector, the five forces can help set an agenda for action
on the various ‘pinch-points’ that they identify.

The five forces are: the threat of entry into an industry; the threat of substitutes
to the industry’s products or services; the power of buyers of the industry’s pro-
ducts or services; the power of suppliers into the industry; and the extent of rivalry
between competitors in the industry. Porter’s essential message is that where
these five forces are high, then industries are not attractive to compete in. There
will be too much competition, and too much pressure, to allow reasonable profits.
The rest of this section will introduce each of the five forces in more detail.
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How easy it is to enter the industry obviously influences the degree of competi-
tion. Threat of entry depends on the extent and height of barriers to entry.
Barriers are the factors that need to be overcome by new entrants if they are to
compete successfully. High barriers to entry are good for incumbents (existing
competitors), because they protect them from new competitors coming in.
Typical barriers are as follows:

The threat of entry

® Scale and experience. In some industries, economies of scale are extremely
important: for example, in the production of automobiles or the advertising of
fast-moving consumer goods. Once incumbents have reached large-scale pro-
duction, it will be very expensive for new entrants to match them and until
they reach a similar volume they will have higher unit costs. This scale effect
is accentuated where there are high investment requirements for entry, for
example research costs in pharmaceuticals or capital equipment costs in
automobiles. Barriers to entry also come from experience curve effects that
give incumbents a cost advantage because they have learnt how to do things
more efficiently than an inexperienced new entrant could possibly do (see
Chapter 3). Until the new entrant has built up equivalent experience over time,
it will tend to produce at higher cost. Of course, changing ‘business models’
can alter scale effects or make certain kinds of experience redundant. For
example, Internet banking requires only 10,000 customers to be viable (par-
ticularly if they are from a profitable niche) and makes experience in running
branches much less important.

® Access to supply or distribution channels. In many industries manufacturers
have had control over supply and/or distribution channels. Sometimes this
has been through direct ownership (vertical integration), sometimes just
through customer or supplier loyalty. In some industries this barrier has
been overcome by new entrants who have bypassed retail distributors and
sold directly to consumers through e-commerce (for example, Dell Computers
and Amazon).

® Expected retaliation. If an organisation considering entering an industry
believes that the retaliation of an existing firm will be so great as to prevent
entry, or mean that entry would be too costly, this is also a barrier. Retaliation
could take the form of a price war or a marketing blitz. Just the knowledge that
incumbents are prepared to retaliate is often sufficiently discouraging to act
as a barrier. This dynamic interaction between incumbents and potential
new entrants will be discussed more fully in section 2.3.2 In global markets
this retaliation can take place at many different ‘points’ or locations (see
Chapter 8).

® Legislation or government action. Legal restraints on new entry vary from
patent protection (for example, pharmaceuticals), to regulation of markets (for
example, pension selling), through to direct government action (for example,
tariffs). Of course, organisations are vulnerable to new entrants if govern-
ments remove such protection, as has happened with deregulation of the
airline industry.

® Differentiation. Differentiation means providing a product or service with
higher perceived value than the competition; its importance will be discussed
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Substitutes can reduce
demand for a particular
‘class’ of products as
customers switch to the
alternatives

Buyers are the
organisation’s immediate
customers, not
necessarily the

ultimate consumers

more fully in Chapter 6. Cars are differentiated, for example, by quality and
branding. Steel, by contrast, is by and large a commodity, undifferentiated
and therefore sold by the tonne. Steel buyers will simply buy the cheapest.
Differentiation reduces the threat of entry because it increases customer
loyalty.

The threat of substitutes

Substitutes are products or services that offer a similar benefit to an industry’s
products or services, but by a different process. For example, aluminium is a
substitute for steel in automobiles; trains are a substitute for cars; films and
theatre are substitutes for each other. Managers often focus on their competitors
in their own industry, and neglect the threat posed by substitutes. Substitutes
can reduce demand for a particular ‘class’ of products as customers switch to
alternatives — even to the extent that this class of products or services becomes
obsolete. However, there does not have to be much actual switching for the sub-
stitute threat to have an effect. The simple risk of substitution puts a cap on the
prices that can be charged in an industry. Thus, although Eurostar has no direct
competitors in terms of train services from Paris to London, the prices it can
charge are ultimately limited by the cost of flights between the two cities.
There are two important points to bear in mind about substitutes:

® The price/performance ratio is critical to substitution threats. A substitute is
still an effective threat even if more expensive, so long as it offers performance
advantages that customers value. Thus aluminium is more expensive than
steel, but its relative lightness and its resistance to corrosion give it an advant-
age in some automobile manufacturing applications. It is the ratio of price to
performance that matters, rather than simple price.

® Extra-industry effects are the core of the substitution concept. Substitutes
come from outside the incumbents” industry and should not be confused with
competitors’ threats from within the industry. The value of the substitution
concept is to force managers to look outside their own industry to consider
more distant threats and constraints. The more threats of substitution there
are, the less attractive the industry is likely to be.

The power of buyers

Customers, of course, are essential for the survival of any business. But some-
times customers — here buyers — can have such high bargaining power that their
suppliers are hard pressed to make any profits at all.

Buyer power is likely to be high when some of the following conditions prevail:

® Concentrated buyers. Where a few large customers account for the majority
of sales, buyer power is increased. This is the case on items such as milk in the
grocery sector in many European countries, where just a few retailers domin-
ate the market. If a product or service accounts for a high percentage of the
buyers’ total purchases their power is also likely to increase as they are more
likely to ‘shop around’ to get the best price and therefore ‘squeeze’ suppliers
than they would for more trivial purchases.
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® Low switching costs. Where buyers can easily switch between one supplier or
another, they have a strong negotiating position and can squeeze suppliers
who are desperate for their business. Switching costs are typically low for
weakly differentiated commodities such as steel.

® Buyer competition threat. If the buyer has some facilities to supply itself, or
if it has the possibility of acquiring such facilities, it tends to be powerful.
In negotiation with its suppliers, it can raise the threat of doing the suppliers’
job themselves. This is called backward vertical integration, moving back to
sources of supply, and might occur if satisfactory prices or quality from sup-
pliers cannot be obtained. For example, glass manufacturers have lost power
against their buyers as some large window manufacturers have decided to
produce some of their own glass.

It is very important that buyers are distinguished from ultimate consumers.
Thus for companies like Nestlé or , their buyers are retailers such as
Carrefour or Tesco, not ordinary consumers (see discussion of the ‘strategic
customer’ in section 2.4.3). Carrefour and Tesco have much more negotiating
power than an ordinary consumer would have. The high buying power of such
supermarkets has become a major source of pressure for the companies supply-
ing them.

The power of suppliers

Suppliers supply the Suppliers are those who supply the organisation with what it needs to produce
organisation with whatis  the product or service. As well as fuel, raw materials and equipment, this can
;gggsg;:gx%:ea?: include labour and sources of finance. The factors increasing supplier power are
include labour and’ the converse to those for buyer power. Thus supplier power is likely to be high

sources of finance where there are:

® Concentrated suppliers. Where just a few producers dominate supply, suppliers
have more power over buyers. The iron ore industry is now concentrated in
the hands of three main producers, leaving the steel companies, relatively
fragmented, in a very weak negotiating position for this essential raw material.

® High switching cost. If it is expensive or disruptive to move from one supplier
to another, then the buyer becomes relatively dependent and correspondingly
weak. Microsoft is a powerful supplier because of the high switching costs of
moving from one operating system to another. Buyers are prepared to pay a
premium to avoid the trouble, and Microsoft knows it.

® Supplier competition threat. Suppliers have increased power where they are
able to cut out buyers who are acting as intermediaries. Thus airlines have
been able to negotiate tough contracts with travel agencies as the rise of online
booking has allowed them to create a direct route to customers. This is called
forward vertical integration, moving up closer to the ultimate customer.

Most organisations have many suppliers, so it is necessary to concentrate
the analysis on the most important ones or types. If their power is high, sup-
pliers can capture all their buyers’ own potential profits simply by raising their
prices. Star football players have succeeded in raising their rewards to astro-
nomical levels, while even the leading football clubs - their ‘buyers’ — struggle to
make money.
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Competitive rivals are
organisations with similar
products and services
aimed at the same
customer group

Competitive rivalry

These wider competitive forces (the four arrows in the model) all impinge on the
direct competitive rivalry between an organisation and its most immediate rivals.
Thus low barriers to entry increase the number of rivals; powerful buyers with
low switching costs force their suppliers to high rivalry in order to offer the best
deals. The more competitive rivalry there is, the worse it is for incumbents within
the industry.

Competitive rivals are organisations with similar products and services aimed
at the same customer group (that is, not substitutes). In the European transport
industry, Air France and British Airways are rivals; trains are a substitute. As
well as the influence of the four previous forces, there are a number of additional
factors directly affecting the degree of competitive rivalry in an industry or sector:

® Competitor balance. Where competitors are of roughly equal size there is the
danger of intense competition as one competitor attempts to gain dominance
over others. Conversely, less rivalrous industries tend to have one or two dom-
inant organisations, with the smaller players reluctant to challenge the larger
ones directly (for example, by focusing on niches to avoid the “attention’ of the
dominant companies).

® Industry growth rate. In situations of strong growth, an organisation can grow
with the market, but in situations of low growth or decline, any growth is likely
to be at the expense of a rival, and meet with fierce resistance. Low-growth
markets are therefore often associated with price competition and low
profitability. The industry life cycle influences growth rates, and hence com-
petitive conditions: see section 2.3.2.

® High fixed costs. Industries with high fixed costs, perhaps because they require
high investments in capital equipment or initial research, tend to be highly
rivalrous. Companies will seek to reduce unit costs by increasing their vol-
umes: to do so, they typically cut their prices, prompting competitors to do
the same and thereby triggering price wars in which everyone in the industry
suffers. Similarly, if extra capacity can only be added in large increments (as
in many manufacturing sectors, for example a chemical or glass factory), the
competitor making such an addition is likely to create short-term overcapa-
city in the industry, leading to increased competition to use capacity.

® High exit barriers. The existence of high barriers to exit — in other words,
closure or disinvestment — tends to increase rivalry, especially in declining
industries. Excess capacity persists and consequently incumbents fight to
maintain market share. Exit barriers might be high for a variety of reasons: for
example, high redundancy costs or high investment in specific assets such as
plant and equipment that others would not buy.

® Low differentiation. In a commodity market, where products or services are
poorly differentiated, rivalry is increased because there is little to stop cus-
tomers switching between competitors and the only way to compete is on price.

Implications of five forces analysis

The five forces framework provides useful insights into the forces at work in the
industry or sector environment of an organisation. Illustration 2.3 describes the
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Five forces analysis helps understand the changing attractiveness of an industry.

For a long time, the steel industry was seen as a
static and unprofitable one. Producers were nationally
based, often state owned and frequently unprofitable
— between the late 1990s and 2003, more than 50
independent steel producers went into bankruptcy

in the USA. The twenty-first century has seen a
revolution. For example, during 2006, Mittal Steel paid
$35bn (£19.6bn; €28bn) to buy European steel giant
Arcelor, creating the world’s largest steel company.
The following year, Indian conglomerate Tata bought
Anglo-Dutch steel company Corus for $13bn. These
high prices indicated considerable confidence in being
able to turn the industry round.

New entrants

In the last 10 years, two powerful groups have entered
world steel markets. First, after a period of privatisation
and reorganisation, large Russian producers such as
Severstal and Evraz entered export markets, exporting
30 million tonnes of steel by 2005. At the same time,
Chinese producers have been investing in new
production facilities, in the period 2003-2005
increasing capacity at a rate of 30 per cent a year.
Since the 1990s, Chinese share of world capacity has
increased more than two times, to 25 per cent in 2006,
and Chinese producers have become the world’s third
largest exporter just behind Japan and Russia.

Substitutes

Steel is a nineteenth-century technology, increasingly
substituted for by other materials such as aluminium in
cars, plastics and aluminium in packaging and ceramics
and composites in many high-tech applications.
Steel’s own technological advances sometimes work
to reduce need: thus steel cans have become about
one-third thinner over the last few decades.

Buyer power

Key buyers for steel include the global car
manufacturers, such as Ford, Toyota and Volkswagen,
and leading can producers such as Crown Holdings,
which makes one-third of all food cans produced in
North America and Europe. Such companies buy in

volume, coordinating purchases around the world. Car
manufacturers are sophisticated users, often leading
in the technological development of their materials.

Supplier power

The key raw material for steel producers is iron ore.
The big three ore producers — CVRD, Rio Tinto and
BHP Billiton — control 70 per cent of the international
market. In 2005, iron ore producers exploited surging
demand by increasing prices by 72 per cent; in 2006
they increased prices by 19 per cent.

Competitive rivalry

The industry has traditionally been very fragmented:

in 2000, the world’s top five producers accounted for
only 14 per cent of production. Most steel is sold on

a commodity basis, by the tonne. Prices are highly
cyclical, as stocks do not deteriorate and tend to flood
the market when demand slows. In the late twentieth
century demand growth averaged a moderate 2 per
cent per annum. The start of the twenty-first century
saw a boom in demand, driven particularly by Chinese
growth. Between 2003 and 2005, prices of sheet steel
for cars and fridges trebled to $600 (£336; €480) a
tonne. Companies such as Nucor in the USA,
Thyssen-Krupp in Germany as well as Mittal and

Tata responded by buying up weaker players
internationally. New steel giant Mittal accounted for
about 10 per cent of world production in 2007. Mittal
actually reduced capacity in some of its Western
production centres.

Questions

1 In recent years, which of the five forces has
become more positive for steel producers,
which less so?

2 Explain the acquisition strategies of players
such as Mittal, Tata and Nucor.

3 In the future, what might change to make
the steel industry less attractive or more
attractive?
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five forces in the changing steel industry. It is important, however, to use the
framework for more than simply listing the forces. The bottom line is an assess-
ment of the attractiveness of the industry. The analysis should conclude with a
judgement about whether the industry is a good one to compete in or not.

The analysis should next prompt investigation of the implications of these
forces. For example:

® Which industries to enter (or leave)? The fundamental purpose of the five
forces model is to identify the relative attractiveness of different industries:
industries are attractive when the forces are weak. Managers should invest in
industries where the five forces work in their favour and avoid or disinvest
from markets where they are strongly against.

® What influence can be exerted? Industry structures are not necessarily fixed,
but can be influenced by deliberate managerial strategies. For example,
organisations can build barriers to entry by increasing advertising spend
to improve customer loyalty. They can buy up competitors to reduce rivalry
and increase power over suppliers or buyers. Influencing industry structure
involves many issues relating to competitive strategy and will be a major con-
cern of Chapter 6.

® How are competitors differently affected? Not all competitors will be affected
equally by changes in industry structure, deliberate or spontaneous. If bar-
riers are rising because of increased R&D or advertising spending, smaller
players in the industry may not be able to keep up with the larger players,
and be squeezed out. Similarly, growing buyer power is likely to hurt small
competitors most. Strategic group analysis is helpful here (see section 2.4.1).

Although originating in the private sector, five forces analysis can have import-
ant implications for organisations in the public sector too. For example, the
forces can be used to adjust the service offer or focus on key issues. Thus it might
be worth switching managerial initiative from an arena with many crowded and
overlapping services (for example, social work, probation services and education)
to one that is less rivalrous and where the organisation can do something more
distinctive. Similarly, strategies could be launched to reduce dependence on
particularly powerful and expensive suppliers, for example energy sources or
high-shortage skills.

Key issues in using the five forces framework

The five forces framework has to be used carefully and is not necessarily com-
plete, even at the industry level. When using this framework, it is important to
bear the following three issues in mind:

® Defining the °‘right’ industry. Most industries can be analysed at different
levels. For example, the airline industry has several different segments such
as domestic and long haul and different customer groups such as leisure, busi-
ness and freight (see section 2.4.2 below). The competitive forces are likely
to be different for each of these segments and can be analysed separately. It
is often useful to conduct industry analysis at a disaggregated level, for each
distinct segment. The overall picture for the industry as a whole can then be
assembled.
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® Converging industries. Industry definition is often difficult too because indus-
try boundaries are continuously changing. For example, many industries,

Convergence is where especially in high-tech arenas, are undergoing convergence, where previously
previously separate separate industries begin to overlap or merge in terms of activities, tech-
::dtz::]:fifb:cgtlir\]/ii?egve”ap nologies, products and customers.” Technological change has brought conver-
technologies, produc:ts gence between the telephone and photographic industries, for example, as
and customers mobile phones increasingly include camera and video functions. For a camera

company like Kodak, phones are increasingly a substitute and the prospect of
facing Nokia or Samsung as direct competitors is not remote.

® Complementary products. Some analysts argue for a ‘sixth force’, organisations
Complementors are supplying complementary products or services. These complementors are
p“{dum or services for players from whom customers buy complementary products that are worth
\;‘:‘:I::rgsst?::;sma(:fe i more together than separately. Thus Dell and Microsoft are complementors
together than if they stand ~ i1Sofar as computers and software are complementary products for buyers.
alone Microsoft needs Dell to produce powerful machines to run its latest-generation
software. Dell needs Microsoft to work its machines. Likewise, television
programme makers and television guide producers are complements.
Complementors raise two issues. The first is that complementors have oppor-
tunities for cooperation. It makes sense for Dell and Microsoft to keep each
other in touch with their technological developments, for example. This
implies a significant shift in perspective. While Porter’s five forces sees organ-
isations as battling against each other for share of industry value, comple-
mentors may cooperate to increase the value of the whole cake.® The second
issue, however, is the potential for some complementors to demand a high
share of the available value for themselves. Microsoft has been much more
profitable than the manufacturers of complementary computer products and
its high margins may have depressed the sales and margins available to com-
panies like Dell. The potential for cooperation or antagonism with such a com-
plementary ‘sixth force’ needs to be included in industry analyses.’

2.3.2 The dynamics of industry structure

Industry structure analysis can easily become too static: after all, structure
implies stability.!® However, the previous sections have raised the issue of how
competitive forces change over time. The key drivers for change are likely to alter
industry structures and scenario analyses can be used to understand possible
impacts. This section examines three additional approaches to understanding
change in industry structure: the industry life-cycle concept; the notion of hyper-
competitive cycles of competition; and comparative five forces analyses.

The industry life cycle

The power of the five forces typically varies with the stages of the industry life
cycle. The industry life-cycle concept proposes that industries start small in their
development stage, then go through a period of rapid growth (the equivalent to
‘adolescence’ in the human life cycle), culminating in a period of ‘shake-out’. The
final two stages are first a period of slow or even zero growth (‘maturity’), before
the final stage of decline (‘old age’). Each of these stages has implications for the
five forces.!
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The development stage is an experimental one, typically with few players exer-
cising little direct rivalry and highly differentiated products. The five forces are
likely to be weak, therefore, though profits may actually be scarce because of
high investment requirements. The next stage is one of high growth, with rivalry
low as there is plenty of market opportunity for everybody. Buyers may be keen
to secure supplies and lack sophistication about what they are buying, so dimin-
ishing their power. One downside of the growth stage is that barriers to entry
may be low, as existing competitors have not built up much scale, experience or
customer loyalty. Another potential downside is the power of suppliers if there
is a shortage of components or materials that fast-growing businesses need for
expansion. The shake-out stage begins as the growth rate starts to decline, so that
increased rivalry forces the weakest of the new entrants out of the business. In
the maturity stage, barriers to entry tend to increase, as control over distribution
is established and economies of scale and experience curve benefits come into
play. Products or service tend to standardise. Buyers may become more power-
ful as they become less avid for the industry’s products or services and more
confident in switching between suppliers. For major players, market share is
typically key to survival, providing leverage against buyers and competitive
advantage in terms of cost. Finally, the decline stage can be a period of extreme
rivalry, especially where there are high exit barriers, as falling sales force
remaining competitors into dog-eat-dog competition. Exhibit 2.3 summarises
some of the conditions that can be expected at different stages in the life cycle.

It is important to avoid putting too much faith in the inevitability of life-cycle
stages. One stage does not follow predictably after another: industries vary
widely in the length of their growth stages, and others can rapidly ‘de-mature’
through radical innovation. The telephony industry, based for nearly a century
on fixed-line telephones, de-matured rapidly with the introduction of mobile and

@ The industry life cycle

Market
size

Typical
five forces

/ |

Low rivalry: Low rivalry: Increasing rivalry:  Stronger buyers: Extreme rivalry:

High High growth Slower growth Low growth Typically many

differentiation.  and weak and some exits and standard exits and price

Innovation key  buyers, but low  Managerial and products, but competition
entry barriers financial strength  higher entry Cost and
Growth ability key barriers commitment
key Market share key

and cost key
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Internet telephony. Anita McGahan warns of the ‘maturity mindset’, which can
leave many managers complacent and slow to respond to new competition.'?
Managing in mature industries is not necessarily just about waiting for decline.
Although steady progress through the stages is not inevitable, the life-cycle con-
cept does none the less remind managers that conditions will change over time.
Especially in fast-moving industries, five forces analyses need to be reviewed
quite regularly.

Hypercompetition and competitive cycles®®

Competitors constantly interact in terms of competitive moves: price cuts are
matched and innovations imitated. These sequences of move and counter-move
are called cycles of competition. In some industries, these interactions become so
intense and fast that industry structures are constantly undermined. Such indus-
tries are hypercompetitive (intensely competitive), trapped by the aggressive
interactions of competitors into negative downward cycles for all concerned.
Competitors attack and counter-attack each other in a way that precludes stabil-
ity and makes sustainable profits impossible. The cycle of competition concept
underlines the fact that industry structures are not ‘natural’, but are often
created and reshaped by the deliberate strategies of competitors. Exhibit 2.4
shows a theoretical cycle of competition, and an empirical example is given in
IMlustration 2.4.

@ Cycles of competition

Incumbent Entrant
> Builds or inherits Attacks ‘soft’ <
entry barriers market segment

Yy

No response ) Widens attack to

adjacent segments

Reinforces ) Starts

barriers price war

Attacks entrant’s > Restarts the cycle
home market in adjacent market

Source: Adapted with the permission of The Free Press, a Division of Simon & Schuster Adult. Publishing Group, from
Hypercompetitive Rivalries: Competing in Highly Dynamic Environments by Richard A. D’Aveni with Robert Gunther. Copyright © 1994,
1995 by Richard A. D’Aveni. All rights reserved.
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lllustration 2.4

Cycles of competition

Changes in the business environment and moves by competitors erode the competitive
position of organisations which, in turn, respond by counter-moves. Competition
moves through cycles and any competitive advantage is temporary.

Consider the interactions between Francotop,
the highly profitable dominant player in a French
consumer goods niche, and Deutschespitze, a
German company with a similar product that was
wishing to become a significant European-wide
player.

Deutschespitze’s first competitive move was to
target a consumer age group where consumption
and brand awareness in France were both low.
Francotop had limited its marketing efforts to
the over-25 age groups — the Germans saw a
possibility of extending the market into the 18-25
group and aimed their promotional efforts at the
group with some success. This first move was
ignored by Francotop as it did not impact on its
current business. However, from this bridgehead
Deutschespitze’s second move was to attack
Francotop’s key older market. This triggered
Francotop to launch an advertising campaign
reinforcing brand awareness in its traditional
segments, hoping to confine the German company
to its initial niche.

Deutschespitze responded by counter-
advertising and price reductions — undermining the
margins earned by its French rival. Competition
then escalated with a counter-attack by Francotop
into the German market. This wider competitive
activity played itself out resulting in the erosion of
both of the original strongholds and a progressive
merger of the French and German markets.

It is possible at this stage that this whole cycle
of competition could have repeated itself in an

adjacent market, such as the UK. However,
what happened was that Deutschespitze saw an
opportunity to move away from this cost/quality
basis of competition by adapting the product for
use by businesses. Its core competences in R&D
allowed it to get the adapted product to market
faster than its French rival. It then consolidated
these first-mover advantages by building and
defending barriers. For example, it appointed key
account salespeople and gave special offers for
early adoption and three-year contracts.
Nevertheless, this stronghold came under attack
by the French firm and a cycle of competition
similar to the consumer market described above
was triggered. However, the German firm had built
up enough financial reserves to survive a price war,
which it then initiated. It was willing and able to
fund losses longer than the French competitor —
which was forced to exit the business user
market.

Questions
1 Could the French firm have slowed down
the cycle of competition?

2 How could the French firm have prevented
the German firm escalating competition, to
its advantage, in the business user market?
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Exhibit 2.4 shows a cycle of competition involving various moves and counter-
moves between competitors over time. The starting point is a new entrant attack-
ing an incumbent’s established market, apparently protected by inherited entry
barriers. The new entrant sensibly attacks a particularly ‘soft’ (unprotected) seg-
ment of the overall market. If receiving no strong competitive response from the
incumbent (that is, no retaliation), the new entrant widens its attack to adjacent
segments of the incumbent’s market. There is a danger of increased industry
rivalry and rapidly falling industry profits. In Exhibit 2.4, the incumbent finally
responds by increasing entry barriers, perhaps by reinforcing customers’ loyalty
through increased differentiation. The new entrant counters with a price war.
The final resort of the incumbent is to attack the new entrant’s home market,
hoping to do enough damage there to persuade the new entrant to back off. Thus
rivalry increases in that home industry as well. The incumbent meanwhile does
its best to raise its barriers to entry.

Ilustration 2.4 demonstrates a similar cycle of competition in an international
context. Here moves and counter-moves by organisations and their competitors
take place simultaneously in several locations. So a competitive move in one
arena, the German company’s aggressive move into France, did not trigger off
a counter-move in that arena (France), but in its competitor’'s home territory
(Germany).

The competitive dynamics between organisations competing in different pro-
duct or geographical markets (as in Illustration 2.4) is known as multi-point com-
petition, in other words competition at multiple points in a business’s portfolio
of businesses. The possibility of multi-point competition does not necessarily
increase competitive rivalry. Indeed, it can reduce competitive rivalry by raising
the costs and risks of aggressive moves and counter-moves.* For an incumbent,
having a small presence in the main market of a potential competitor can dis-
courage any aggressive move by the competitor, because the competitor knows it
risks prompt retaliation in its own most valuable market, where it will hurt most.

Hypercompetition Hypercompetition occurs where the frequency, boldness and aggressiveness of

accurs where the competitor interactions accelerate to create a condition of constant disequilibrium

frequency, boldness 15 .

and aggressiveness of and change.” Industry structures are permanently unstable and no industry can

dynamic movements by b€ judged securely attractive for any substantial period of time. In hypercompeti-

competitors accelerate  tive conditions, it may not be worth investing heavily in building up barriers to

to create a condition of - antry or trying to reduce rivalry, perhaps by acquisition of competitor companies.

constant disequilibrium . . . . . . .

and change Competitor moves will inevitably undermine attractive industry structures.
The sustainability of competitive advantage is discussed further in Chapter 3,
with competitive moves under conditions of hypercompetition returned to in
Chapter 6. Some analysts claim that industries in general are becoming more
hypercompetitive, because of international competition or technological change.
However, the research evidence is divided on the trend to hypercompetition and
it is wise not to be panicked into unduly hypercompetitive behaviour.'® Aggres-
sive cycles have a reinforcing character that are hard to stop once begun.

Comparative industry structure analyses

The industry life cycle and cycles of competition notions underline the need to
make industry structure analysis dynamic. One effective means of doing this is
to compare the five forces over time in a simple ‘radar plot’.
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@ Comparative industry structure analysis

Rivalry

Low

Entry threat Substitute threat

Low

Time +5

Low

Buyer power Supplier power

Source: Adapted from V. Lerville-Anger, F. Fréry, A. Gazengel and A. Ollivier, Conduire le diagnostic global d’une unité industrielle,
Editions d’Organisation, Paris, 2001.

Exhibit 2.5 provides a framework for summarising the power of each of the
five forces on five axes. Power diminishes as the axes go outwards. Where the
forces are low, the total area enclosed by the lines between the axes is large;
where the forces are high, the total area enclosed by the lines is small. The larger
the enclosed area, therefore, the greater is the profit potential. In Exhibit 2.5,
the industry at Time 0 (represented by the bright blue lines) has relatively low
rivalry (just a few competitors) and faces low substitution threats. The threat of
entry is moderate, but both buyer power and supplier power are relatively high.
Overall, this looks like only a moderately attractive industry to invest in.

However, given the dynamic nature of industries, managers need to look
forward: here five years represented by the dark blue lines in Exhibit 2.5. Managers
are predicting in this case some rise in the threat of substitutes (perhaps new
technologies will be developed). On the other hand, they predict a falling entry
threat, while both buyer power and supplier power will be easing. Rivalry will
reduce still further. This looks like a classic case of an industry in which a few
players emerge with overall dominance. The area enclosed by the dark blue lines
is large, suggesting a relatively attractive industry. For a firm confident of becom-
ing one of the dominant players, this might be an industry well worth investing in.

Comparing the five forces over time on a radar plot thus helps to give
industry structure analysis a dynamic aspect. Similar plots can be made to aid
diversification decisions (see Chapter 7), where possible new industries to enter
can be compared in terms of attractiveness. The lines are only approximate, of
course, because they aggregate the many individual elements that make up each
of the forces into a simple composite measure. Notice too that if one of the forces
is very adverse, then this might nullify positive assessments on the other four
axes: for example, an industry with low rivalry, low substitution, low entry
barriers and low supplier power might still be unattractive if powerful buyers
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were able to demand highly discounted prices. With these warnings in mind,
such radar plots can none the less be both a useful device for initial analysis and
an effective summary of a final, more refined analysis.

@ COMPETITORS AND MARKETS

An industry or sector may be too high a level to provide for a detailed under-
standing of competition. The five forces can impact differently on different kinds
of players. For example, Ford and Porsche may be in the same broad industry
(automobiles), but they are positioned differently: they face different kinds of buyer
power and supplier power at the very least. It is often useful to disaggregate.
Many industries contain a range of companies, each of which has different cap-
abilities and competes on different bases. These competitor differences are cap-
tured by the concept of strategic groups. Customers too can differ significantly.
Such customer differences can be captured by distinguishing between strategic
customers and ultimate consumers and between different market segments. Under-
pinning strategic groups and market segments is recognition of what customers
value and critical success factors. These various concepts will now be discussed.

2.4.1 Strategic groups'’

Strategic groups are Strategic groups are organisations within an industry or sector with similar
organisations withinan  strategic characteristics, following similar strategies or competing on similar
industry with similar bases. These characteristics are different from those in other strategic groups in
strategic characteristics, . . . .

following similar the same industry or sector. For example, in the grocery retailing industry, super-
strategies or competing ~ markets, convenience stores and corner shops each form different strategic
on similar bases groups. There are many different characteristics that distinguish between stra-
tegic groups but these can be grouped into two major categories (see Exhibit 2.6):'
first, the scope of an organisation’s activities (such as product range, geograph-
ical coverage and range of distribution channels used); second, the resource
commitment (such as brands, marketing spend and extent of vertical integration).
Strategic Which of these characteristics are especially relevant in terms of a given
groups industry needs to be understood in terms of the history and development of that

industry and the forces at work in the environment.

Strategic groups can be mapped onto two-dimensional charts — for example,
one axis might be the extent of product range and the other axis the size of
marketing spend. One method for establishing key dimensions by which to
map strategic groups is to identify top performers (by growth or profitability) in
an industry and to compare them with low performers. Characteristics that are
shared by top performers, but not by low performers, are likely to be particularly
relevant for mapping strategic groups. For example, the most profitable firms in
an industry might all be narrow in terms of product range and lavish in terms of
marketing spend, while the less profitable firms might be more widely spread
in terms of products and restrained in their marketing. Here the two dimen-
sions for mapping would be product range and marketing spend. A potential
recommendation for the less profitable firms would be to cut back their product
range and boost their marketing. In Illustration 2.5, Figure 1 shows a strategic
group map of the major providers of MBAs in The Netherlands in 2007.
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Strategic groups in Dutch MBA education

Mapping of strategic groups can provide insights into the competitive structures
of industries or sectors and the opportunities and constraints for development.

In the mid-2000s there were three kinds of institutions
offering MBA courses in The Netherlands: traditional
universities, for-profit business schools (FPBSs) and
polytechnics:

@ Traditional universities offered a wide range of
subjects, carried out research, and attracted
students both nationally and internationally.
Their programmes were more academic than
vocational. A university degree was generally
valued more highly than that of a polytechnic.

® FPBSs were relatively new, and provided MBA
degrees only. Some of the FPBS now offer a
DBA course as well. Usually they were located
close to the centre or capital of the country. MBA
education at FPBSs was generally more of the action
learning type, which made it attractive for practising
managers. Many students already had diplomas from
a university or polytechnic. Several of these schools
received accreditation from the Dutch Validation
Council. In 2005 the Dutch minister of education and
culture recognised NIMBAS, an FPBS, as an official
‘universiteit’. NIMBAS later merged with TIAS, the
business school of Universiteit Tilburg.

International J

>

® Polytechnics (in The Netherlands named
HogeScholen) often attracted students from
the region and provided education aimed more
at application of theory than at developing
conceptual thinking. Some of the polytechnics
provided MBA degrees, in some cases in
cooperation with universities in the UK.

Figure 1 gives an indication of how these three types
of institution were positioned in terms of geographical
coverage and ‘orientation’. Figure 2 shows the barriers
confronting organisations who wished to move from
one group to another (they show the barriers into a
group). For example, if the FPBSs tried to ‘enter’ the
strategic group of traditional universities they would
need to build up a reputation in research or innovation.
They may not be interested in doing research, since
there would be high costs and little pay-off for their
effort. In reverse, for traditional universities to move in
the direction of the FPBSs may be difficult since the
faculty may not have skills in action learning and may
be inexperienced at working with older students.

Figure 3 shows where ‘strategic space’ might exist.
These spaces are created by changes in the macro-

Traditional
'E universities
(1] .
5 National It:)or—_proflt
o usiness
5 schools
(O]
Polytechnics
Regional Y
Vocational Academic
‘Orientation’

Figure 1 Strategic groups in MBA education in The Netherlands
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Figure 2 Mobility barriers
International A
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Figure 3 Strategic space

environment — particularly globalisation and information Source: This is an updated version of D.J. Eppink and S. de Waal,
technology. This could provide opportunities for Dutch ‘Global influences on th('-:‘ public §ector‘, in G. Johnson and

. i . . K. Scholes (eds), Exploring Public Sector Strategy,

business schools to seek more international business. FT/Prentice Hall, 2001, chapter 3.

However, the reverse threat of international competitors

entering the Dutch market was a major concern.

Information and communication technology helps students Question

study at their own place of work or at home, and also How might this analysis influence the next
enabl.es them t.q tap into an |nternat|9nal network. So an strategic moves by each of the three types of
American or British school could provide content over the T

Internet and local student support through partnerships
with Dutch institutions. Indeed the University of Phoenix
had already made efforts to do just this.
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@ Some characteristics for identifying strategic groups

It is useful to consider the extent to which organisations differ
in terms of characteristics such as:

Scope of activities

e Extent of product (or service) diversity
e Extent of geographical coverage

® Number of market segments served

e Distribution channels used

Resource commitment

e Extent (humber) of branding

o Marketing effort (e.g. advertising spread, size of salesforce)
o Extent of vertical integration

@ Product or service quality

e Technological leadership (a leader or follower)

o Size of organisation

Sources: Based on M.E. Porter, Competitive Strategy, Free Press, 1980; and J. McGee and H. Thomas, ‘Strategic groups: theory,
research and taxonomy’, Strategic Management Journal, vol. 7, no. 2 (1986), pp. 141-160.

This strategic group concept is useful in at least three ways:

® Understanding competition. Managers can focus on their direct competitors
within their particular strategic group, rather than the whole industry. They
can also establish the dimensions that distinguish them most from other
groups, and which might be the basis for relative success or failure. These
dimensions can then become the focus of their action.

® Analysis of strategic opportunities. Strategic group maps can identify the most
attractive ‘strategic spaces’ within an industry. Some spaces on the map may
be ‘white spaces’, relatively under-occupied. In the Dutch MBA market, for
instance, examples are vocational degrees for the international market and
semi-academic education for the regional in-company training market. Such
white spaces might be unexploited opportunities. On the other hand, they
could turn out to be ‘black holes’, impossible to exploit and likely to damage
any entrant. A strategic group map is only the first stage of the analysis.
Strategic spaces need to tested carefully.

® Analysis of mobility barriers. Of course, moving across the map to take advantage
of opportunities is not costless. Often it will require difficult decisions and rare
resources. Strategic groups are therefore characterised by ‘mobility barriers’,
obstacles to movement from one strategic group to another. These are similar
to barriers to entry in five forces analysis. In Illustration 2.5, Figure 2 shows
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examples of mobility barriers for the groupings identified in the industry.
These may be substantial: to enter the international academic strategic group,
a regional, vocational competitor would have to establish the appropriate
image, mobilise networks, change its teaching methods and improve its remu-
neration levels. As with barriers to entry, it is good to be in a successful stra-
tegic group for which there are strong mobility barriers, to impede imitation.

2.4.2 Market segments

The concept of strategic groups discussed above helps with understanding the
similarities and differences in the characteristics of ‘producers’ — those organis-
ations that are actual or potential competitors. The concept of market segment
focuses attention on differences in customer needs. A market segment” is a
group of customers who have similar needs that are different from customer
needs in other parts of the market. It will be seen in Chapter 3 that this under-
standing of what customers (and other stakeholders) value and how an organ-
isation and its competitors are positioned to meet these needs are critical to
understanding strategic capability.

The concept of market segments should remind managers of several import-
ant issues:

A market segment is a
group of customers who
have similar needs that
are different from
customer needs in other
parts of the market

® Customer needs may vary for a whole variety of reasons — some of which are
identified in Exhibit 2.7. Theoretically, any of these factors could be used
to identify market segments. However, in practical terms it is important to
consider which bases of segmentation are most important in any particular

@ Some bases of market segmentation
Industrial/

Characteristics
of people/
organisations

Purchase/use
situation

Users’ needs
and preferences
for product
characteristics

Age, sex, race
Income

Family size
Life-cycle stage
Location
Lifestyle

Size of purchase

Brand loyalty

Purpose of use
Purchasing behaviour
Importance of purchase
Choice criteria

Product similarity
Price preference
Brand preferences
Desired features
Quality

Industry
Location
Size
Technology
Profitability
Management

Application

Importance of purchase
Volume

Frequency of purchase
Purchasing procedure
Choice criteria
Distribution channel

Performance requirements
Assistance from suppliers
Brand preferences
Desired features

Quality

Service requirements
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market. For example, in industrial markets, segmentation is often thought of
in terms of industrial classification of buyers — such as ‘we sell to the domes-
tic appliance industry’. However, it may be that this is not the most relevant
basis of segmentation when thinking about the future. Segmentation by buyer
behaviour (for example, direct buying versus those users who buy through
third parties such as contractors) or purchase value (for example, high-value
bulk purchasers versus frequent low-value purchasers) might be more appro-
priate in some markets. Indeed, it is often useful to consider different bases of
segmentation in the same market to help understand the dynamics of that
market and how these are changing.

® Relative market share (that is, share in relation to that of competitors) within a
market segment is an important consideration. Organisations that have built
up most experience in servicing a particular market segment should not only
have lower costs in so doing, but also have built relationships which may be
difficult for others to break down. What customers value will vary by market
segment and therefore ‘producers’ are likely to achieve advantage in segments
that are especially suited to their particular strengths. They may find it very
difficult to compete on a broader basis. For example, a small local brewery
competing against the big brands on the basis of its low prices underpinned by
low costs of distribution and marketing is confined to that segment of the local
market that values low price.

® How market segments can be identified and “serviced™ is influenced by a num-
ber of trends in the business environment already discussed in this chapter.
For example, the wide availability of consumer data and the ability to process
it electronically combined with increased flexibility of companies’ operations
allow segmentation to be undertaken at a micro-level — even down to individ-
ual consumers (so-called ‘markets of one’). So Internet shopping selectively
targets consumers with special offers based on their past purchasing patterns.
The emergence of more affluent, mobile consumers means that geographical
segmentation may be much less effective than lifestyle segmentation (across
national boundaries).

2.4.3 ldentifying the strategic customer

The strategic customer
is the person(s) at whom
the strategy is primarily
addressed because they
have the most influence
over which goods or
services are purchased

Bringing goods and services to market usually involves a range of organisations
performing different roles. In Chapter 3 this will be discussed in more detail
through the concept of the value network. For example, most consumers pur-
chase goods through retail outlets. So the manufacturers must attend to two sorts
of customers — the shops, their direct customers, and the shops’ customers, the
ultimate consumers of the product. Although both customers influence demand,
usually one of these will be more influential than the others — this is the stra-
tegic customer. The strategic customer is the person(s) at whom the strategy is
primarily addressed because they have the most influence over which goods or
services are purchased. Unless there is clarity on who the strategic customer is,
managers can end up analysing and targeting the wrong people. It is the desires
of the strategic customer that provide the starting point for strategy. The require-
ments of the other customers are not unimportant — they have to be met - but
the requirements of the strategic customer are paramount. Returning to the
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example, it should be clear that for many consumer goods the retail outlet is the
strategic customer as the way it displays, promotes and supports products in
store is hugely influential on the final consumer preferences. In the public
sector the strategic customer is very often the ‘body” which controls the funds
or authorises use rather than the user of the service. So family doctors are the
strategic customers of pharmaceutical companies and so on.

2.4.4 Understanding what customers value - critical success factors

Although the concept of market segments is useful, managers may fail to be real-
istic about how markets are segmented and the strategic implications of that seg-
mentation. It will be seen in the next chapter that an understanding of customer
needs and how they differ between segments is crucial to developing the appro-
priate strategic capability in an organisation. However, customers will value
many product/service features to a greater or lesser degree. From the potential
providers’ viewpoint it is valuable to understand which features are of particular
importance to a group of customers (market segment). These are known as the
Critical success factors ~ critical success factors. Critical success factors (CSFs) are those product features
(CSFs) are those product  that are particularly valued by a group of customers and, therefore, where the
fﬁ?;ﬁ; :Ih a\tl:lzz dbya organisation must excel to outperform competition.
gmup of cYJstomers znd, The extent to which the offerings of different providers address the fac-
therefore, where the tors valued by customers can be visualised by creating a strategy canvas* (see
organisation must excel o Exhibit 2.8). The canvas is a simple but useful way of comparing competitors’
outperform competition ., citions in a market and potential in different segments. The exhibit relates to
one segment of the electrical engineering industry — company-based buyers of
electrical engineering equipment — and illustrates the following:

® Five critical success factors are identified in Exhibit 2.8 as particularly import-
ant to customers on average (in rank order, the producer’s reputation, after-
sales service, delivery reliability, testing facilities and technical quality). They
are the factors which would determine which provider was preferred, given
similar prices.

® Three competitor profiles are drawn on the canvas against these factors. It is
clear that the particular strengths that company A possesses are not the fac-
tors most valued by the average customer, whereas company B’s strengths
appear to have a better match. But nobody is doing particularly well with
regard to testing and technical quality.

® Segment choice is the next issue. Company A could try to improve on the most
highly valued factors. But companies B and C are already strong there, and
their customers are highly satisfied. An alternative for company A is to focus
on a particular market segment, those for whom testing and quality happen to
be much more important than for the average customer. There is less com-
petition there and greater room for improvement. This segment might be
relatively small, but targeting this specifically could be much more profitable
than tackling companies B and C head on in their areas of strength. Company
A might focus on raising its profile at the right-hand end of the canvas.

The key messages from this example are that it is important to see value
through the eyes of the customer and to be clear about relative strengths.
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engineering industry
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Sources: Reprinted by permission of Harvard Business Review. Exhibit adapted from ‘Charting your company’s future’ by C. Kim and
R. Mauborgne, Vol. 80, no. 6. Copyright © 2002 by the Harvard Business School Publishing Corporation; all rights reserved.

Although this might appear self-evident, a customer viewpoint and clarity about
strengths may not be easy to achieve for several reasons:

® Sense making. Managers may not be able to make sense of the complex and
varied behaviours they experience in their markets. Often they will have
vast amounts of raw data about customer preferences and competitor moves,
but they lack the capability to draw useful conclusions from these data (for
example, to spot trends or connections). Market researchers and marketing
consultants may be able to supply a clearer view from outside.

® Distance from the ultimate customer. Component and raw material suppliers,
for example, may be distanced from the final users by several intermediaries
— other manufacturers and distributors. Although these direct customers may
be the strategic customers there is a danger that what value means to the final
consumer is not understood. In other words, companies may be out of touch
with what is ultimately driving demand for their product or service.

® Internal biases. Managers are prone to assume that their particular strengths
are valued by customers, and that somehow their competitors are necessarily
inferior. For example, professional groups in many public services have
tended to assume that what they think best for the client automatically is the
best, while being sceptical of private sector providers’ ability to look after the
‘true’ needs of clients.
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® Changes over time. Customers’ values typically evolve, either because they
become more experienced (through repeat purchase) or because competitive
offerings become available which offer better value. Managers, however, are
often trapped by their historical experience of the market (see Chapter 5).

e OPPORTUNITIES AND THREATS

The concepts and frameworks discussed above should be helpful in understand-
ing the factors in the macro-, industry and competitor/market environments of
an organisation (Illustration 2.6 outlines a key debate: just how much do such
industry and market factors affect successful strategic outcomes?). However,
the critical issue is the implications that are drawn from this understanding in
guiding strategic decisions and choices. The crucial next stage, therefore, is
to draw from the environmental analysis specific strategic opportunities and
threats for the organisation. Identifying these opportunities and threats is
extremely valuable when thinking about strategic choices for the future (the sub-
ject of Chapters 6 to 9). Opportunities and threats forms one half of the strengths,
weaknesses, opportunities and threats (SWOT) analyses that shape many com-
panies’ strategy formulation (see Chapter 3).?? In responding strategically to the
environment, the goal is to reduce identified threats and take advantage of the
best opportunities.
A strategic gap is Taking advantage of a strategic gap is an effective way of managing threats
an opportunity in the and opportunities. W. Chan Kim and Renée Mauborgne have argued that if
f::;?:ﬂg‘{i:;:’g"zﬂsem organisations simply concentrate on competing head to head with competitive
exploited by competitors ~ Fivals this will lead to competitive convergence where all ‘players’ find the en-
vironment tough and threatening.”® They describe this as a ‘red ocean’ strategy
- red because of the bloodiness of the competition and the red ink caused by
financial losses. They urge instead that managers attempt ‘blue ocean’ strategies
— searching for, or creating, wide open spaces, free from existing competition.
Blue oceans are strategic gaps in the market, opportunities that are not being
fully exploited by competitors. One such blue ocean strategy was the creation by
Australian wine producers of fun, easy-to-understand and easy-to-drink wines.
A red ocean strategy would have been to compete against the established French
producers with fancy labels, wine jargon and complex tastes.

Strategic gaps can be identified with the help of the techniques in this chap-
ter. In terms of Porter’s five forces, strategic gaps are where rivalry is low. In
terms of strategic group maps, gaps typically lie in the under-occupied ‘white
spaces’. In terms of the strategy canvas, potential strategic gaps are where a big
difference can be established with the position of most companies on the various
factors valued by customers.

With the concept of strategic gaps, six types of opportunity are particularly
important, as follows.

Opportunities in substitute industries

Organisations face competition from industries that are producing substitutes, as
discussed in section 2.3.1. But substitution also provides opportunities. In order
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to identify gaps a realistic assessment has to be made of the relative merits of the
products/technologies (incumbent and potential substitutes) in the eyes of the
customer. An example would be software companies substituting electronic ver-
sions of reference books and atlases for the traditional paper versions. From the
customers’ point of view, electronic versions have easier search facilities and are
more likely to be up to date.

Opportunities in other strategic groups or strategic spaces

It is also possible to identify opportunities by looking across strategic groups —
particularly if changes in the macro-environment make new market spaces
economically viable. For example, deregulation of markets (say in electricity
generation and distribution) and advances in IT (say with educational study
programmes) could both create new market gaps. In the first case, the locally
based smaller-scale generation of electricity becomes viable — possibly linked
to waste incineration plants. In the latter case, geography can be ‘shrunk’ and
educational programmes delivered across continents through the Internet and
teleconferencing (together with local tutorial support). New strategic groups
emerge in these industries/sectors.

Opportunities in targeting buyers

Sections 2.4.3 and 2.4.4 emphasised that the nature of the buyers can be com-
plex, with the strategic customer critically important. It was also noted that there
may be several people involved in the overall purchase decision. There may be
opportunities in targeting neglected strategic customers or neglected influencers
of purchasing decisions. It might, for instance, be worth targeting health and
safety executives at a customer organisation: they might be willing to pay more
for a safe product or service than the usual buyers in the purchasing department,
typically more focused on cost.

Opportunities for complementary products and services

This involves a consideration of the potential value of complementary products
and services. For example, in book retailing the overall ‘book-buying experience’
requires much more than just stocking the right books. It also includes providing
an ambience conducive to browsing; the provision of a coffee bar might be seen
as a complementary service.

Opportunities in new market segments

Looking for new market segments may provide opportunities but product/ser-
vice features may need to change. If the emphasis is on selling emotional appeal,
the alternative may be to provide a no-frills model that costs less and would
appeal to another potential market. For example, the Body Shop, operating in the
highly emotional cosmetics industry, challenged the accepted viewpoint. This
was achieved by the production of purely functional products, noted for their
lack of elaborate packaging or heavy advertising. This created new market space
by attracting the consumer who wanted quality skin-care products without the
added frills.
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When predicting the impact of changes in the macro- or competitive environ-
ments it is important to consider how they are going to affect the consumer.
Organisations can gain first-mover advantages that way. Cisco Systems realised
that the future was going to create a significant need for high-speed data
exchange and was at the forefront of producing equipment to address this future
need. It identified new market space because no one else had assessed the
likely implications of the Internet boom. This meant that it could offer specially
designed products well ahead of its rivals, giving it an important competitive edge.

Opportunities over time

Environmental influences can be thought of as layers around an organis-
ation, with the outer layer making up the macro-environment, the middle layer
making up the industry or sector and the inner layer strategic groups and
market segments.

The macro-environment can be analysed in terms of the PESTEL factors, from
which key drivers of change can be identified. Alternative scenarios about the
future can be constructed according to how the key drivers develop.

Industries and sectors can be analysed in terms of Porter’s Five Forces —
barriers to entry, substitutes, buyer power, supplier power and rivalry.
Together, these determine industry or sector attractiveness. Together, these
determine industry or sector attractiveness, and can be influential for overall
performance (see Key Debate, Illustration 2.6).

Industries and sectors are dynamic, and their changes can be analysed in
terms of the industry life cycle, hypercompetitive cycles of competition and com-
parative five forces radar plots.

In the inner layer of the environment, strategic group analysis, market segment
analysis and the strategy canvas can help identify strategic gaps or opportunities.

Blue ocean strategies characterised by low rivalry are likely to be better oppor-
tunities than red ocean strategies with many rivals.
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lllustration 2.6

How much does industry matter?

A good start in strategy must be to choose a profitable industry to compete in. But
does simply being in the right industry matter more than having the right kinds of

skills and resources?

This chapter has focused on the role of the environment
in strategy making, with particular regard to industries.
But the importance of industries in determining
organisational performance has been challenged in
recent years. This has led to a debate about whether
strategy making should be externally orientated, starting
with the environment, or internally orientated, starting
with the organisation’s own skills and resources (the
focus of Chapter 3).

Managers favouring an external approach look
primarily outside the organisation, for example building
market share in their industries through mergers and
acquisitions or aggressive marketing. Managers favouring
an internal approach concentrate their attention inside
the organisation, fostering the skills of their people
or nurturing technologies, for example. Because
managerial time is limited, there is a real trade off to
be made between external and internal approaches.

The chief advocate of the external approach is
Michael Porter, Professor at Harvard Business School
and founder of the Monitor Consulting Group. An
influential sceptic of this approach is Richard Rumelt,

a student at Harvard Business School but now at
University of California Los Angeles. Porter, Rumelt
and others have done a series of empirical studies
examining the relative importance of industries in
explaining organisations’ performance.

Typically, these studies take a large sample of firms
and compare the extent to which variance in profitability
is due to firms or industries (controlling for other effects
such as size). If firms within the same industry tend to
bunch together in terms of profitability, it is industry that
is accounting for the greater proportion of profitability:
an external approach to strategy is supported. If firms
within the same industry vary widely in terms of
profitability, it is the specific skills and resources of the
firms that matter most: an internal approach is most
appropriate.

The two most important studies in fact find that more
of the variance in profitability is due to firms rather than
industries — firms account for 47 per cent in Rumelt’s
study of manufacturing (see the figure).2 However, when
Porter and McGahan included service industries as well
as manufacturing, they found a larger industry effect
(19 per cent).?

The implication from this work is that firm-specific
factors generally influence profitability more than
industry factors. Firms need to attend carefully to their
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own skills and resources. However, the greater industry
effect found in Porter and McGahan’s study of both
manufacturing and services suggests that industry’s
importance varies strongly by industry. External
influences can matter more in some industries than
others.

Notes

1. E.H. Bowman and C.E. Helfat, ‘Does corporate strategy
matter?’, Strategic Management Journal, vol. 22, no. 1 (2001),
pp. 1-14.

2. R.P. Rumelt, ‘How much does industry matter?’, Strategic
Management Journal, vol. 12, no. 2 (1991), pp. 167-185.

3. M.E. Porter and A.M. McGahan, ‘How much does industry
matter really?’, Strategic Management Journal, vol. 18,
Summer Special Issue (1997), pp. 15-30; M.E. Porter and
A.M. McGahan, ‘The emergence and sustainability of abnormal
profits’, Strategic Organization, vol. 1, no. 1 (2003), pp. 79-108.

(Question )

Porter and McGahan’s study suggests that some
industries influence member firms’ profitabilities
more than others: in other words, their
profitabilities bunch together. Why might some
industries have a larger influence on their
@embers’ profitability than others? )
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Work assignments

% Denotes more advanced work assignments. * Refers to a case study in the Text and Cases edition.

2.1 For an organisation of your choice, and using lllustration 2.1 as a model, carry out a PESTEL
analysis and identify key drivers for change.

2.2 % For the same organisation as in 2.1, and using lllustration 2.2 as a model, construct four scenarios
for the evolution of its environment. What implications are there for the organisation’s strategy?

2.3 Drawing on section 2.3, carry out a five forces analysis of the pharmaceutical industry* or the hifi
industry*. What do you conclude about that industry’s attractiveness?

2.4 % Drawing on section 2.3, and particularly using the radar plot technique of Exhibit 2.5, choose two
industries or sectors and compare their attractiveness in terms of the five forces (a) today; (b) in
approximately three to five years’ time. Justify your assessment of each of the five forces’
strength. Which industry or sector would you invest in?

2.5 With regard to section 2.4.1 and lllustration 2.5, identify an industry (for example, the motor
industry or clothing retailers) and, by comparing competitors, map out the main strategic groups
in the industry according to key strategic dimensions. Try more than one set of key strategic
dimensions to map the industry. Do the resulting maps identify any under-exploited opportunities
in the industry?

2.6 * Drawing on section 2.4.4, and particularly on Exhibit 2.8, identify critical success factors for an
industry with which you and your peers are familiar (for example, clothing retailers or mobile
phone companies). Using your own estimates (or those of your peers), construct a strategy canvas
comparing the main competitors, as in Exhibit 2.8. What implications does your strategy canvas
have for the strategies of these competitors?

2.7 To what extent are the models discussed in this chapter appropriate for analysing the
environments of a public sector or not-for-profit organisation? Give examples to support
your arguments.

Integrative assignment

2.8 Carry out a full analysis of an industry or sector of your choice (using for example PESTEL,
Scenarios, Five Forces and Strategic Groups). Consider explicitly how the industry or sector is
affected by globalisation (see Chapter 8, particularly Exhibit 8.2 on drivers) and innovation (see
Chapter 9, particularly Exhibit 9.2 on product and process innovation).

An extensive range of additional materials, including audio summaries, weblinks to organisations
featured in the text, definitions of key concepts and self-assessment questions, can be found on
the Exploring Corporate Strategy Companion Website at www.pearsoned.co.uk/ecs
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Recommended key readings
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Global forces and the European brewing industry

Mike Blee and Richard Whittington

This case is centred on the European brewing industry
and examines how the increasingly competitive
pressure of operating within global markets is causing
consolidation through acquisitions, alliances and
closures within the industry. This has resulted in the
growth of the brewers’ reliance upon super brands.

In the first decade of the twenty-first century,
European brewers faced a surprising paradox. The
traditional centre of the beer industry worldwide, and
still the largest regional market, Europe, was turning
off beer. Beer consumption was falling in the largest
markets of Germany and the United Kingdom, while
burgeoning in emerging markets around the world.
China, with 7 per cent annual growth, had become
the largest single market by volume, while Brazilian
volumes had overtaken Germany in 2005
(Euromonitor, 2006).

Table 1 details the overall decline of European beer
consumption. Decline in traditional key markets is due
to several factors. Governments are campaigning
strongly against drunken driving, affecting the
propensity to drink beer in restaurants, pubs and
bars. There is increasing awareness of the effects of

alcohol on health and fitness. Particularly In the United

Kingdom, there is growing hostility towards so-called
‘binge drinking’, excessive alcohol consumption in
pubs and clubs. Wines have also become increasingly
popular in Northern European markets. However,
beer consumption per capita varies widely between
countries, being four times higher in Germany than

in Italy, for example. Some traditionally low-
consumption European markets have been

showing good growth.

The drive against drunken driving and binge
drinking has helped shift sales from the ‘on-trade’
(beer consumed on the premises, as in pubs or
restaurants) to the off-trade (retail). Worldwide, the
off-trade increased from 63 per cent of volume in
2000 to 66 per cent in 2005. The off-trade is
increasingly dominated by large supermarket chains

such as Tesco or Carrefour, which often use cut-price
offers on beer in order to lure people into their shops.
More than one-fifth of beer volume is now sold
through supermarkets. German retailers such as

Aldi and Lidl have had considerable success with
their own ‘private-label’ (rather than brewery-branded)
beers. However, although on-trade volumes are falling
in Europe, the sales values are rising, as brewers
introduce higher-priced premium products such

as extra-cold lagers or fruit-flavoured beers. On the
other hand, a good deal of this increasing demand
for premium products is being satisfied by the

import of apparently exotic beers from overseas

(see Table 2).

Brewers’ main purchasing costs are packaging
(accounting for around half of non-labour costs), raw
material such as barley, and energy. The European
packaging industry is highly concentrated, dominated
by international companies such as Crown in cans
and Owens-lllinois in glass bottles. During 2006,
Dutch brewer Heineken complained of an 11 per cent
rise in packaging costs.

Photo: Picturesbyrob/Alamy
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Table 1 European beer consumption by country and year (000 hectolitres)

Country 1980 2000 2001 2002 2003 2004 2005

Austria 7651 8762 8627 8734 8979 8881 8970
Belgium 12945 10064 9986 9901 9935 9703 N/A
Denmark 6698 5452 5282 5202 5181 4862 N/A
Finland 2738 4024 4085 4136 4179 4370 N/A
France 23745 21420 21331 20629 21168 20200 N/A
Germanyt 89820 103105 100904 100385 97107 95639 94994
Greece N/A 4288 4181 4247 3905 N/A N/A
Ireland 4174 5594 5625 5536 5315 5206 N/A
Italy 9539 16289 16694 16340 17452 17194 17340
Luxembourg 417 472 445 440 373 N/A N/A
Netherlands 12213 13129 12922 11985 12771 12687 12747
Norway* 7651 2327 2290 2420 2270 2490 N/A
Portugal 3534 6453 6276 5948 6008 6266 6224
Spain 20065 29151 31126 30715 33451 N/A N/A
Sweden 3935 5011 4932 4998 4969 4635 4566
Switzerland* 4433 4194 4141 4127 4334 4262 N/A
UK 65490 57007 58234 59384 60302 59195 N/A

* Non-EU countries; 11980 excludes GDR. Figures adjusted.

Source: www.Brewersofeurope.org.

Table 2 Imports of beer by country

Country Imports 2002 Imports 2004
(% of consumption (% of consumption
or production?*) or production)

Austria 5.1 6.4

Belgium 4.74 10.2

Denmark 2.6 N/A

Finland 2.3 7.3

France 23 31

Germany 3.1 4

Greece 4.1 N/A

Ireland N/A N/A

Italy 27.15 37

Luxembourg N/A 38.4

Netherlands 3.2 14.4

Norway 5.4 N/A

Portugal 1.1 N/A

Spain 1.7 N/A

Sweden N/A 18

Switzerland 15.4 15.6

UK 10.9 12.3

* Import figures do not include beers brewed under licence in home
country; countries vary in measuring % of production or consumption.

Source: www.brewersofeurope.org.

Acquisition, licensing and strategic alliances
have all occurred as the leading brewers battle to
control the market. There are global pressures for
consolidation due to overcapacity within the industry,
the need to contain costs and benefits of leveraging
strong brands. For example, Belgian brewer Interbrew
purchased parts of the old Bass Empire, Becks and
Whitbread in 2001 and in 2004 announced a merger
with Am Beyv, the Brazilian brewery group, to create
the largest brewer in the world, InBev. The second
largest brewer, the American Anheuser-Busch, has
been investing in China, Mexico and Europe. In
2002, South African Breweries acquired the Miller
Group (USA) and Pilsner Urquell in the Czech
Republic, becoming SABMiller. Smaller players in
fast-growing Chinese and South American markets
are being snapped up by the large international
brewers too. Medium-sized Australian brewer Fosters
is withdrawing from direct participation in many
international markets, for example selling its European
brand-rights to Scottish & Newcastle. Table 3 lists
the world’s top 10 brewing companies, which
accounted for around half of world beer volumes.
There remain many small specialist and regional
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Table 3 The world’s top 10 brewery companies by
volume: 2005

Company Share global Country of origin
volume (%)

InBev 10.8 Brazil-Belgium

Anheuser-Busch 9.4 USA

SABMiller 7.3 South Africa
(relocated to UK)

Heineken 5.7 Netherlands

Morelo 2.9 Mexico

Carlsberg 2.9 Denmark

Coors 2.6 USA

TsingTao 2.4 China

Baltic Brewery Holdings 2.2 Denmark/UK

Asahi 2.1 Japan

Source: Euromonitor International, The World Brewing Industry.

brewers, such as the Dutch company Grolsch (see
below) or the British Cobra Beer, originating in the
Indian restaurant market.

Four brewing companies

Heineken (The Netherlands)
Heineken is the biggest of the European brewery
businesses, and has three-quarters of its sales in
the region. Total sales in 2006 were €11.8bn (£8bn).
About 5 per cent of sales are in Asia—-Pacific and
17 per cent of sales are in the Americas. The
company’s biggest brands are Heineken itself and
Amstel. The company remains a family-controlled
business, which it claims gives it the stability and
independence to pursue steady growth internationally.
Heineken’s strategy overseas is to use locally
acquired companies as a means of introducing the
Heineken brand to new markets. It aims to strengthen
local companies by transferring expertise and
technology. The result is to create economies of scale
for both the local beers and Heineken. Heineken’s four
priorities for action are to accelerate revenue growth,
to improve efficiency and cost reduction, to speed
up strategy implementation and to focus on those
markets where the company believes it can win.

Grolsch (The Netherlands)
Royal Grolsch NV is a medium-size international
brewing group, established in 1615. With overall

sales in 2005 of €313m, it is less than a twentieth

of the size of Heineken. Its key products include
Grolsch premium lager and new flavoured beers
(Grolsch lemon and Grolsch pink grapefruit). In The
Netherlands Grolsch holds the rights for the sale and
distribution of the valued US Miller brand. About half
its sales are obtained overseas, either through export
or licensing of production: the United Kingdom is its
second largest market. In 2005, Grolsch centralised
its own production on a single new Dutch brewery
to increase efficiency and volume, and opened a
small additional ‘trial’ brewery in order to support
innovation.

Innovation and branding are core to the company’s
strategy. The company believes that its strong and
distinctive beers can succeed in a market of increased
homogenisation. Its brand is reinforced by its striking
green bottles and its unique swing-tops.

InBev (Belgium/Brazil)

InBev was created in 2004 from the merger of Belgian
InterBrew and Brazilian AmBev. With a turnover of
€13.3bn in 2006, it is the largest brewer in the world,
holding number one or number two positions in 20
different countries. Its well-known international brands
include Beck’s and Stella Artois. Through a series of
acquisitions, InBev has become the second largest
brewer in China.

The company is frank about its strategy: to
transform itself from the biggest brewing company in
the world to the best. It aims to do this by building
strong global brands and increasing efficiency.
Efficiency gains will come from more central
coordination of purchasing, including media and IT;
from the optimisation of its inherited network of
breweries; and from the sharing of best practice
across sites internationally. Although acquisitions
continue, InBev is now emphasising organic growth
and improved margins from its existing businesses.

Scottish and Newcastle (UK)

Scottish and Newcastle is a European-focused
brewing group based in Edinburgh. In 2005, its
turnover was £3.9bn (€5.5bn). Its key brands include
John Smiths, Kronenbourg, Kanterbrau, Baltika and
(in Europe) Fosters. It is the fourth largest brewer in
Europe in volume terms, and market leader in the UK,
France and Russia. The company has made many



acquisitions in the UK (including Bulmer’s cider),
France, Greece and Finland. The group’s 50 per cent
investment in Baltic Beverages has given it exposure
to the fast-growing markets of Russia, Ukraine and
the Baltic countries. In China, Scottish and Newcastle
has a 20 per cent stake in CBC, the country’s fifth
largest brewery. In India, the company’s United
Breweries is the country’s largest brewer, with the
Kingfisher brand. In the USA, Scottish and Newcastle
is the second largest importer of foreign beers. The
company emphasises the development of innovative
and premium beers, and is closing down its more
inefficient breweries.

GLOBAL FORCES AND THE EUROPEAN BREWING INDUSTRY a

Questions

1 Using the data from the case (and any other
sources available), carry out for the European
brewing industry (i) a PESTEL analysis and
(ii) a five forces analysis. What do you
conclude?

2 For the four breweries outlined above (or
breweries of your own choice) explain:
(@) how these trends will impact differently on
these different companies; and
(b) the relative strengths and weaknesses of
each company.
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Position

Strategic Capability

LEARNING OUTCOMES

After reading this chapter you should be able to:

= Distinguish elements of strategic capability in organisations: resources,
competences, core competences and dynamic capabilities.

=> Recognise the role of continual improvement in cost efficiency as a strategic
capability.

=> Analyse how strategic capabilities might provide sustainable competitive
advantage on the basis of their value, rarity, inimitability and non-
substitutability.

=> Diagnose strategic capability by means of value chain analysis, activity
mapping, benchmarking and SWOT analysis.

=>» Consider how managers can develop strategic capabilities of
organisations.

Photo: Glyn Kirk/Action Plus Sports Images
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The resource-based
view of strategy: the
competitive advantage
and superior performance
of an organisation is
explained by the
distinctiveness of its
capabilities

Chapter 2 outlined how the external environment of an organisation can create
both strategic opportunities and threats. However, Tesco, Sainsbury’s and Asda
all compete in the same environment, yet Tesco is a superior performer. It is not
the environment that distinguishes between them but their internal strategic
capabilities. The importance of strategic capability is the focus of this chapter.
There are three key concepts that underpin the discussion. The first is that
organisations are not identical, but have different capabilities; they are "hetero-
geneous’ in this respect. The second is that it can be difficult for one organis-
ation to obtain or copy the capabilities of another. For example, Sainsbury’s
cannot readily obtain the whole of Tesco’s retail sites, its management or its
experience. The third arises from these: if an organisation is to achieve competi-
tive advantage, it will do so on the basis of capabilities that its rivals do not have
or have difficulty in obtaining. In turn this helps explain how some organisations
are able to achieve superior performance compared with others. They have
capabilities that permit them to produce at lower cost or generate a superior
product or service at standard cost in relation to other organisations with inferior
capabilities.! These concepts underlie what has become known as the resource-
based view of strategy® (though it might more appropriately be labelled the
‘capabilities view’): that the competitive advantage and superior performance of
an organisation is explained by the distinctiveness of its capabilities.
The chapter has six sections:

® Section 3.2 discusses the foundations of strategic capability and considers the
distinction between resources and competences.

® Section 3.3 is concerned with a vital basis of strategic capability of any organ-
isation, namely the ability to achieve and continually improve cost efficiency.

® Section 3.4 considers what sort of capabilities allow organisations to sustain
competitive advantage over time (in a public sector context the equivalent
concern might be how some organisations sustain relative superior perform-
ance over time).

® Section 3.5 discusses how the concept of organisational knowledge relates to
strategic capability and how it might contribute to competitive advantage of
organisations.

® Section 3.6 moves on to consider different ways strategic capability might be
analysed. These include value chain and value network analyses, activity map-
ping and benchmarking. The section concludes by explaining the use of SWOT
analysis as a basis for pulling together the insights from the analyses of
the environment (explained in Chapter 2) and of strategic capability in this
chapter.

® Finally section 3.7 discusses how managers can develop strategic capability
through internal and external development, the management of people and
the building of dynamic capabilities.
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@ FOUNDATIONS OF STRATEGIC CAPABILITY

Different writers, managers and consultants use different terms and concepts
in explaining the importance of strategic capability. Given such differences, it is
Strategic capability important to understand how the terms are used here. Overall, strategic capabil-
is the resources and ity can be defined as the resources and competences of an organisation needed
competences of an for it to survive and prosper. Exhibit 3.1 shows the elements of strategic capabil-

organisation needed for ] . .
itto survive and prosper 1ty that are employed in the chapter to explain the concept.

@ Strategic capabilities and competitive advantage

Resources Competences

Threshold resources Threshold

Threshold competences
capabilities e Tangible
e Intangible
Capabilities for Unique resources Core competences
competitive e Tangible
advantage e Intangible

3.2.1 Resources and competences

Tangible resources are  Perhaps the most basic concept is that of resources. Tangible resources are the
the physical assets ofan  physical assets of an organisation such as plant, people and finance. Intangible
glrgs: 'Is:gfl:‘rf;cdhf;?ance resources® are non-physical assets such as information, reputation and

' knowledge. Typically, an organisation’s resources can be considered under the

Intangible resources are - £,)15\wing four broad categories:

non-physical assets such

as information, reputation @ Physical resources — such as the machines, buildings or the production ca-

and knowledge pacity of the organisation. The nature of these resources, such as the age, con-
dition, capacity and location of each resource, will determine the usefulness of
such resources.

® Financial resources — such as capital, cash, debtors and creditors, and sup-
pliers of money (shareholders, bankers, etc.).

® Human resources — including the mix (for example, demographic profile), skills
and knowledge of employees and other people in an organisation’s networks.
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Competences are the
skills and abilities by
which resources are
deployed effectively
through an organisation’s
activities and processes

3.2.2

@ Intellectual capital — as an intangible resource —includes patents, brands, business
systems and customer databases. An indication of the value of these is that
when businesses are sold, part of the value is ‘goodwill’. In a knowledge-based
economy intellectual capital is likely to be a major asset of many organisations.

Such resources are certainly important, but what an organisation does — how
it employs and deploys these resources — matters at least as much as what
resources it has. There would be no point in having state-of-the-art equipment
or valuable knowledge or a valuable brand if they were not used effectively. The
efficiency and effectiveness of physical or financial resources, or the people in
an organisation, depends on not just their existence but how they are managed,
the cooperation between people, their adaptability, their innovatory capacity, the
relationship with customers and suppliers, and the experience and learning
about what works well and what does not. The term competences is used to
mean the skills and abilities by which resources are deployed effectively through
an organisation’s activities and processes.

Within these broad definitions, other terms are commonly used. As the expla-
nation proceeds, it might be useful to refer to the two examples provided in
Exhibit 3.2, one relating the concepts to a business and the other to sport.

Threshold capabilities

A distinction needs to be made between capabilities (resources or competences)
that are at a threshold level and those that might help the organisation achieve

@ Strategic capability: the terminology

Term

Definition Example (athletics)

Strategic capability

The ability to perform at the level required
to survive and prosper. It is underpinned
by the resources and competences of the
organisation

Equipment and athletic ability suited to
a chosen event

Threshold resources

The resources needed to meet
customers’ minimum requirements and
therefore to continue to exist

A healthy body (for individuals)
Medical facilities and practitioners
Training venues and equipment
Food supplements

Threshold competences

Activities and processes needed to meet
customers’ minimum requirements and
therefore to continue to exist

Individual training regimes
Physiotherapy/injury management
Diet planning

Unique resources

Resources that underpin competitive
advantage and are difficult for
competitors to imitate or obtain

Exceptional heart and lungs
Height or weight
World-class coach

Core competences

Activities that underpin competitive
advantage and are difficult for
competitors to imitate or obtain

A combination of dedication, tenacity,
time to train, demanding levels of
competition and a will to win




Threshold capabilities
are those capabilities
needed for an
organisation to meet the
necessary requirements
to compete in a given
market

Core

competences 3.2.3

Unique resources are
those resources that
critically underpin
competitive advantage
and that others cannot
easily imitate or obtain

Core competences are
the skills and abilities by
which resources are
deployed through an
organisation’s activities
and processes such as
to achieve competitive
advantage in ways that
others cannot imitate or
obtain

FOUNDATIONS OF STRATEGIC CAPABILITY a

competitive advantage and superior performance. Threshold capabilities are
those needed for an organisation to meet the necessary requirements to compete
in a given market. These could be threshold resources required to meet minimum
customer requirements: for example, the increasing demands by modern mul-
tiple retailers of their suppliers mean that those suppliers have to possess a
quite sophisticated IT infrastructure simply to stand a chance of meeting
retailer requirements. Or they could be the threshold competences required to
deploy resources so as to meet customers’ requirements and support particu-
lar strategies. Retailers do not simply expect suppliers to have the required IT
infrastructure, but to be able to use it effectively so as to guarantee the required
level of service.

Identifying and managing threshold capabilities raises at least two significant
challenges:

® Threshold levels of capability will change as critical success factors change
(see section 2.4.4) or through the activities of competitors and new entrants.
To continue the example, suppliers to major retailers did not require the same
level of IT and logistics support a decade ago. But the retailers’ drive to reduce
costs, improve efficiency and ensure availability of merchandise to their
customers means that their expectations of their suppliers have increased
markedly in that time and continue to do so. So there is a need for those
suppliers continuously to review and improve their logistics resource and
competence base just to stay in business.

® Trade-offs may need to be made to achieve the threshold capability required
for different sorts of customers. For example, businesses have found it difficult
to compete in market segments that require large quantities of standard pro-
duct as well as market segments that require added value specialist products.
Typically, the first requires high-capacity, fast-throughput plant, standardised
highly efficient systems and a low-cost labour force; the second a skilled
labour force, flexible plant and a more innovative capacity. The danger is that
an organisation fails to achieve the threshold capabilities required for either
segment.

Unique resources and core competences

While threshold capabilities are important, they do not of themselves create
competitive advantage or the basis of superior performance. These are depend-
ent on an organisation having distinctive or unique capabilities that competitors
will find difficult to imitate. This could be because the organisation has unique
resources that critically underpin competitive advantage and that others cannot
imitate or obtain — a long-established brand, for example. It is, however, more
likely that an organisation achieves competitive advantage because it has dis-
tinctive, or core, competences. The concept of core competences was developed,
most notably, by Gary Hamel and C.K. Prahalad. While various definitions exist,
here core competences* are taken to mean the skills and abilities by which
resources are deployed through an organisation’s activities and processes such
as to achieve competitive advantage in ways that others cannot imitate or obtain.
For example, a supplier that achieves competitive advantage in a retail market
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Strategic capabilities

Executives emphasise different strategic capabilities in different organisations.

Freeport-McMoRan Copper and Gold, Inc. is an
international mining company in North America.

It claims a leading position in the mining industry
on the basis of ‘large, long lived, geographically
diverse assets and significant proven and probable
reserves of copper, gold and molybdenum’. More
specifically, in terms of its Indonesian operation

it points to a ‘principal asset’ as the ‘world class
Grasberg mine discovered in 1988’ which has ‘the
world’s largest single copper reserve and world’s
largest single gold reserve’.

Source: Annual Report 2006.

Daniel Bouton, Chairman and CEO of Société
Générale, in response to the question: How do
you maintain your competitive advantage in equity
derivatives?

The barrier to entry is high, because of two significant
costs. The first is IT. The systems you need to perform
well cost at least €200 million a year, and it’s not
something you can buy from Dell or SAP. The second

is the sheer number of people you need to work on
managing your risk. Before you launch a product, you
need to have the front office guys that propose, calculate
and write the first model. Then you need the IT guy that
creates the IT system in order to be able to calculate risks
every 10 seconds. And you need a good validating team
in order to verify all the hypotheses. After that, you need
high-quality middle and back office people.

Source: Interviewed by Clive Horwood in Euromoney, vol. 27,
no. 447 (July 2006), pp. 84-89.

Tony Hall, Chief Executive of the Royal Opera House:

‘world-class’ is neither an idle nor boastful claim. In the
context of the Royal Opera House the term refers to the
quality of our people, the standards of our productions
and the diversity of our work and initiatives. Unique?
Unashamedly so. We shy away from labels such as
‘elite’, because of the obvious negative connotations of
exclusiveness. But | want people to take away from here
the fact that we are elite in the sense that we have the
best singers, dancers, directors, designers, orchestra,

chorus, backstage crew and administrative staff. We are
also amongst the best in our ability to reach out to as
wide and diverse a community as possible.

Source: Annual Review 2005/6, p. 11.

Dave Swift, President of Whirlpool North America:

Executing our strategy requires a unique toolkit of
competencies that we continue to build for our people
globally. The starting point of building new competencies
is what we call ‘Customer Excellence’ — our ability to
proactively understand and anticipate the needs of
customers. Customer Excellence is a collection of tools
that allows our people to analytically assess and prioritize
the needs and desires of customers along all aspects

of the purchase cycle — from when they first might
investigate an appliance on a web site, to the in-store
experience on a retailer’s floor, to the features and
aesthetics of the product, to the installation and service
experience, and ultimately to their need to repeat this
cycle. With these consumer insights in-hand, we then turn
them into customer solutions through our innovation
tools. As a result, our innovation capability has produced
a robust pipeline of products, achieving a steady-state
estimated value of over $3 billion. . . . Our knowledge

of customers, coupled with our innovative customer
solutions, is driving the attractiveness of our brands

and creating greater value for our shareholders.

Source: Whirlpool Corporation 2005 Annual Report.

Questions

1 Categorise the range of capabilities
highlighted by the executives in terms
of section 3.2 and Exhibit 3.2.

2 With reference to section 3.4, which of the
capabilities might be especially important in
terms of achieving competitive advantage
and why?

3 For an organisation of your choice
undertake the same exercise as in
questions 1 and 2 above.
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might have done so on the basis of a unique resource such as a powerful brand,
or by finding ways of providing service or building relationships with that retailer
in ways that its competitors find difficult to imitate — a core competence. Section
3.4 of this chapter discusses in more depth the role played by unique resources
and core competences in contributing to long-term competitive advantage.

Putting these concepts together, the summary argument is this. To survive and
prosper an organisation needs to address the challenges of the environment that
it faces, discussed in Chapter 2. In particular it must be capable of performing in
terms of the critical success factors that arise from demands and needs of its cus-
tomers, discussed in section 2.4.4. The strategic capability to do so is dependent
on the resources and the competences it has. These must reach a threshold level
in order for the organisation to survive. The further challenge is to achieve com-
petitive advantage. This requires it to have strategic capabilities that its com-
petitors find difficult to imitate or obtain. These could be unique resources but
are more likely to be the core competences of the organisation. Illustration 3.1
shows how executives of different organisations describe the strategic capabil-
ities of their organisations.

Q COST EFFICIENCY

Managers often refer to the management of costs as a key strategic capability. So
it is. Moreover, understanding the management of cost efficiency as a strategic
capability illustrates some of the points made in section 3.2.

Customers can benefit from cost efficiencies in terms of lower prices or more
product features for the same price. The management of the cost base of an
organisation could also be a basis for achieving competitive advantage (see sec-
tions 6.3.1 and 6.4.1). However, for many organisations the management of costs
is becoming a threshold strategic capability for two reasons:

® Customers do not value product features at any price. If the price rises too high
they will sacrifice value and opt for lower price. So the challenge is to ensure
that an appropriate level of value is offered at an acceptable price. This means
that everyone is forced to keep costs as low as possible, consistent with the
value to be provided. Not to do so invites customers to switch products or
invites competition.

® Competitive rivalry will continually require the driving down of costs because
competitors will be trying to reduce their cost so as to underprice their rivals
while offering similar value.

If cost is to be managed effectively, attention has to be paid to key cost drivers
(see Exhibit 3.3), as follows:

® Economies of scale may be especially important in manufacturing organisations,
since the high capital costs of plant need to be recovered over a high volume
of output. Traditionally manufacturing sectors where this has been especially
important have been motor vehicles, chemicals and metals. In other indus-
tries, such as drinks and tobacco and food, scale economies are important in
distribution or marketing.?
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@ Sources of cost efficiency

Economies

of scale Experience
Cost
efficiency
Supply Product/process
oI design

® Supply costs can be important. Location may influence supply costs, which is
why, historically, steel and glass manufacturing were close to raw material or
energy sources. In some instances, ownership of raw materials was a unique
resource, giving cost advantage. Supply costs are of particular importance to
organisations that act as intermediaries, where the value added through their
own activities is low and the need to identify and manage input costs is critic-
ally important to success. For example, retailers pay a great deal of attention
to trying to achieve lower costs of supply than their competitors.

® Product/process design also influences cost. Efficiency gains in production
processes have been achieved by many organisations through improvements
in capacity-fill, labour productivity, yield (from materials) or working capital
utilisation. Understanding the relative importance of each of these to main-
taining a competitive position is important. For example, in terms of managing
capacity-fill: an unfilled seat in a plane, train or theatre cannot be ‘stocked’ for
later sale. So marketing special offers (while protecting the core business) and
having the IT systems to analyse and optimise revenue are important capabil-
ities. Product design will also influence costs in other parts of the value system
— for example, in distribution or after-sales service. In the photocopier market,
for example, Canon eroded Xerox's advantage (which was built on service and
a support network) by designing a copier that needed far less servicing.

® Experience® can be a key source of cost efficiency and there is evidence it
may provide competitive advantage in particular in terms of the relationship
between the cumulative experience gained by an organisation and its unit
costs — described as the experience curve. See Exhibit 3.4. The experience
curve suggests that an organisation undertaking any activity develops com-
petences in this activity over time and therefore does it more efficiently. Since
companies with higher market share have more ‘cumulative experience’ —
simply because high share gives them greater volumes of production or service
— it follows that it is important to gain and hold market share, as discussed in
Chapter 2. It is important to remember that it is the relative market share in
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@ The experience curve

Unit
cost

Total units produced over time

definable market segments that matters. There are important implications of
the experience curve concept that could influence an organisation’s competi-
tive position.

® Growth is not optional in many markets. If an organisation chooses to grow
more slowly than the competition, it should expect the competitors to gain cost
advantage in the longer term - through experience.

® Unit costs should decline year on year as a result of cumulative experience. In
high-growth industries this will happen quickly, but even in mature industries
this decline in costs should occur. Organisations that fail to achieve this are
likely to suffer at the hands of competitors who do. The implication of this is
that continual reduction in costs is a necessity for organisations in competitive
markets. Even if it is not able to provide competitive advantage, it is a thresh-
old competence for survival.

® First-mover advantage can be important. The organisation that moves down
the experience curve by getting into a market first should be able to reduce its
cost base because of the accumulated experience it builds up over its rivals by
being first.

CAPABILITIES FOR ACHIEVING AND SUSTAINING
COMPETITIVE ADVANTAGE

The lessons of sections 3.2 and 3.3 are these: if the capabilities of an organis-
ation do not meet customer needs, at least to a threshold level, the organisation
cannot survive; and if managers do not manage costs efficiently and continue to
improve on this, it will be vulnerable to those who can. However, if the aim is
to achieve competitive advantage then the further question is: what strategic
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3.4.1

3.4.2

capabilities might provide competitive advantage in ways that can be sustained
over time? If this is to be achieved, then other criteria are important.’

Value of strategic capabilities

It is important to emphasise that if an organisation seeks to build competitive
advantage it must have capabilities that are of value to its customers. This may
seem an obvious point to make but in practice it is often ignored or poorly under-
stood. Managers may argue that some distinctive capability of their organisation
is of value simply because it is distinctive. Having capabilities that are different
from other organisations is not, of itself, a basis of competitive advantage. So the
discussion in section 2.4.4 and the lessons it draws are important here too.
Managers should consider carefully which of their organisation’s activities are
especially important in providing such value. They should also consider which
are less valued. Value chain analysis and activity mapping explained in sections
3.6.1 and 3.6.2 can help here.

Rarity of strategic capabilities

Competitive advantage might be achieved if a competitor possesses a unique or
rare capability. This could take the form of unique resources. For example, some
libraries have unique collections of books unavailable elsewhere; a company
may have a powerful brand; retail stores may have prime locations. Some organ-
isations have patented products or services that give them advantage — resources
that may need to be defended by a willingness to bring litigation against illegal
imitators. For service organisations unique resources may be intellectual capital
— particularly talented individuals.

Competitive advantage could also be based on rare competences: for example,
unique skills developed over time. However, there are three important points to
bear in mind about the extent to which rarity of competences might provide
sustainable competitive advantage:

® Ease of transferability. Rarity may depend on who owns the competence and
how easily transferable it is. For example, the competitive advantage of some
professional service organisations is built around the competence of specific
individuals — such as a doctor in ‘leading-edge’ medicine, individual fund
managers, the manager of a top sports team or the CEO of a business. But
since these individuals may leave or join competitors, this resource may be a
fragile basis of advantage. More durable advantage may be found in com-
petences that exist for recruiting, training, motivating and rewarding such
individuals or be embedded in the culture that attracts them to the organis-
ation - so ensuring that they do not defect to ‘competitors’.

® Sustainability. It may be dangerous to assume that competences that are rare
will remain so. Rarity could be temporary. If an organisation is successful on
the basis of a unique set of competences, then competitors will seek to imitate
or obtain those competences. So it may be necessary to consider other bases
of sustainability.
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® Core rigidities. There is another danger of redundancy. Rare capabilities may
come to be what Dorothy Leonard-Barton refers to as ‘core rigidities’,® difficult
to change and therefore damaging to the organisation. Managers may be so
wedded to these bases of success that they perceive them as strengths of the
organisation and ‘invent’ customer values around them.

3.4.3 Inimitable strategic capabilities’

It should be clear by now that the search for strategic capability that provides
sustainable competitive advantage is not straightforward. It involves identifying
capabilities that are likely to be durable and which competitors find difficult to
imitate or obtain.

At the risk of overgeneralisation, it is unusual for competitive advantage to be
explainable by differences in the tangible resources of organisations, since over
time these can usually be imitated or traded. Advantage is more likely to be
determined by the way in which resources are deployed to create competences
in the organisation’s activities. For example, as suggested earlier, an IT system
itself will not improve an organisation’s competitive standing: it is how it is used
that matters. Indeed, what will probably make most difference is how the system
is used to bring together customer needs with activities and knowledge both
inside and outside the organisation. It is therefore to do with linking sets of com-
petences. So, extending the earlier definition, core competences are likely to be
the skills and abilities to link activities or processes through which resources
are deployed so as to achieve competitive advantage. In order to achieve this
advantage, core competences therefore need to fulfil the following criteria:

® They must relate to an activity or process that underpins the value in the
product or service features — as seen through the eyes of the customer (or
other powerful stakeholder). This is the value criterion discussed earlier.

® The competences must lead to levels of performance that are significantly
better than competitors (or similar organisations in the public sector).

® The competences must be difficult for competitors to imitate — or inimitable.

With regard to this third requirement of inimitability, Exhibit 3.5 summarises
how this might be achieved and Illustration 3.2 also gives an example. The three
main reasons are:

Complexity°

The core competences of an organisation may be difficult to imitate because they
are complex. This may be for two main reasons.

® Internal linkages. It may be the ability to link activities and processes that,
together, deliver customer value. The managers in Plasco (see Illustration 3.2)
talked about ‘flexibility’ and ‘innovation’, but ‘flexibility’ or ‘innovation’ are
themselves made up of and dependent on sets of related activities as
INlustration 3.2 shows. Section 3.6.2 and Exhibit 3.8 below show how such
linked sets of activities might be mapped so that they can be better under-
stood. However, even if a competitor possessed such a map, it is unlikely that
it would be able to replicate the sort of complexity it represents.
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Strategic capability for Plasco

Strategic capability underpinning competitive success may be based on complex
linkages rooted in the history and culture of an organisation.

Plasco, a manufacturer of plastics goods, had won
several major retail accounts from competitors.
Managers were keen to understand the bases of
these successes as a way of understanding strategic
capabilities better. To do this they undertook an
analysis of customer value (as explained in section
2.4.4). From this they identified that the major retailers
with whom it had been successful particularly valued
a powerful brand, a good product range, innovation,
good service and reliable delivery. In particular,
Plasco was outperforming competitors when it

came to delivery, service and product range.

They then undertook an activity mapping exercise,
as explained in section 3.6.2 (see Exhibit 3.8). Some of
what emerged from this the senior management knew
about; but they were not aware of some of the other
explanations for success that emerged.

When they analysed the bases of reliable
delivery, they could not find reasons why they were
outperforming competitors. The logistics of the
company were no different from other companies.
They were essential but not unique — threshold
resources and competences.

When they examined the activities that gave rise
to the good service they provided, however, they
found other explanations. They were readily able to
identify that much was down to their having a more
flexible approach than their competitors, the main
one of which was a major US multinational. But the
explanations for this flexibility were less obvious.

The flexibility took form, for example, in the ability
to amend the requirements of the retailers’ orders
at short notice; or when the buyers in the retailers
had made an error, to ‘bale them out’ by taking
back stock that had been delivered. What was
much less obvious were the activities underpinning
this flexibility. The mapping surfaced some
explanations:

® The junior manager and staff within the firm were
‘bending the rules’ to take back goods from the

major retailers when, strictly speaking, the policies
and systems of the business did not allow it.

® Plant utilisation was relatively lower and less
automated than competitors, so it was easier
to change production runs at short notice.
Company policy, on the other hand, was to
improve productivity through increased utilisation
and to begin to automate the plans. Lower levels
of production management were not anxious to
do this, knowing that if they did, it would reduce
the flexibility and therefore diminish their ability
to provide the service customers wanted.

Much of this was down to the knowledge of quite
junior managers, sales representatives and staff in the
factory as to ‘how to work the system’ and how to
work together to solve the retailers’ problems. This
was not a matter of company policy or formal training,
but custom and practice that had built up over the
years. The result was a relationship between sales
personnel and retail buyers in which buyers were
encouraged to ‘ask the impossible’ of the company
when difficulties arose.

Sound logistics and good-quality products were
vital, but the core competences which underpinned
their success were the result of linked sets of activities
built up over the years which it was difficult, not only
for competitors but also for people in the organisation,
to identify clearly.

Questions

1 Why might it be difficult for a large,
automated US plastics manufacturer to deal
with retailers in the same way as Plasco?

2 How should Plasco senior managers
respond to the explanations of strategic
capability surfaced by the mapping?

3 What could erode the bases of competitive
advantage that Plasco has?
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@ Criteria for inimitability of strategic capabilities

Complexity Culture and history
@ Internal linkages o Taken-for-granted activities
o External linkages e Path dependency

Robustness of
strategic capability

Causal ambiguity

o Characteristic ambiguity
@ Linkage ambiguity

® External interconnectedness. Organisations can make it difficult for others to
imitate or obtain their bases of competitive advantage by developing activities
together with the customer on which the customer is dependent on them.
This is sometimes referred to as co-specialisation. For example, an industrial
lubricants business moved away from just selling its products to customers
by coming to agreements with them to manage the applications of lubricants
within the customers’ sites against agreed targets on cost savings. The more
efficient the use of lubricants, the more both parties benefited. Similarly soft-
ware businesses can achieve advantage by developing computer programs
that are distinctively beneficial to specific customer needs.

Culture and history

Core competences may become embedded in an organisation’s culture. Indeed,
managers within an organisation may not understand them explicitly themselves.
So coordination between various activities occurs ‘naturally’ because people
know their part in the wider picture or it is simply ‘taken for granted’ that
activities are done in particular ways. For example, in Plasco the experience in
rapid changes in production runs and the close links between sales personnel,
production and despatch were not planned or formalised: they were the way the
firm had come to operate over the years.

Linked to this cultural embeddedness, therefore, is the likelihood that such
competences have developed over time and in a particular way. The origins and
history by which competences have developed over time are referred to as path
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3.4.4

dependency,** are specific to the organisation and cannot be imitated (also see
section 5.3.1). Again, however, it should be noted that there is a danger that
culturally embedded competences built up over time become so embedded that
they are difficult to change: they become core rigidities.

Causal ambiguity'?

Another reason why competences might be difficult to imitate is that competitors
find it difficult to discern the causes and effects underpinning an organisation’s
advantage. This is called causal ambiguity. This could relate to any or all of the
aspects of strategic capability discussed in the preceding sections of this chapter.
Causal ambiguity may exist in two different forms:**

® Characteristic ambiguity — where the significance of the characteristic itself is
difficult to discern or comprehend, perhaps because it is based on tacit knowl-
edge or rooted in the organisation’s culture. For example, it is quite possible
that the ‘rule bending” in Plasco would have been counter-cultural for its US
rival and therefore not readily identified or seen as relevant or significant.

® Linkage ambiguity — where competitors cannot discern which activities and
processes are dependent on which others to form linkages that create core
competences. It would be difficult for competitors to understand the cause and
effect linkages in Plasco given that the management of Plasco did not fully
comprehend them themselves.

Non-substitutability of strategic capabilities'*

Providing value to customers and possessing competences that are complex,
culturally embedded and causally ambiguous may mean that it is very difficult
for organisations to copy them. However, the organisation may still be at risk
from substitution. Substitution could take two different forms:

® Product or service substitution. As already discussed in Chapter 2 in relation
to the five forces model of competition, a product or service as a whole might
be a victim of substitution. For example, increasingly e-mail systems have sub-
stituted for postal systems. No matter how complex and culturally embedded
were the competences of the postal service, it could not avoid this sort of
substitution.

® Competence substitution. Substitution might, however, not be at the product or
service level but at the competence level. For example, task-based industries
have often suffered because of an over-reliance on the competences of skilled
craftworkers that have been replaced by expert systems and mechanisation.

In summary and from a resource-based view of organisations, managers need
to consider whether their organisation has strategic capabilities to achieve and
sustain competitive advantage. To do so they need to consider how and to what
extent it has capabilities which are (i) valuable to buyers, (ii) rare, (iii) inimitable
and (iv) non-substitutable. If such capabilities for competitive advantage do not
exist, then managers need to consider if they can be developed. How this might
be done is considered in section 3.7 below.
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The discussion so far has tended to assume that strategic capabilities can provide
sustainable competitive advantage over time: that they are durable. However,
managers often claim that hypercompetitive conditions (see section 2.3.2) are
becoming increasingly prevalent. Technology is giving rise to innovation at a
faster rate and therefore greater capacity for imitation and substitution of exist-
ing products and services. None the less, even in such circumstances, some firms
do achieve competitive advantage over others. To explain this, more emphasis
has to be placed on the organisation’s capability to change, innovate, to be flex-
ible and to learn how to adapt to a rapidly changing environment.

David Teece® argued that the strategic capabilities that achieve competitive

Dynamic capabilities are advantage in such dynamic conditions are dynamic capabilities, by which he

an organisation’s abilities means an organisation’s ability to renew and recreate its strategic capabilities to

::rzz;‘: szsa:ﬁ:; astio'ts meet the needs of a changing environment.'® Dynamic capabilities may be rela-

meet the needs of a tively formal, such as systems for new product development or procedures for

changing environment agreement for capital expenditure. They may take the form of major strategic
moves, such as acquisitions or alliances by which new skills are learned by the
organisation. Or they may be more informal, such as the way in which decisions
get taken faster than usual when a fast response is needed. They could also take
the form of embedded ‘organisational knowledge’ (see section 3.5 below) about
how to deal with particular circumstances the organisation faces, or how to inno-
vate. Indeed, dynamic capabilities are likely to have both formal and informal,
visible and invisible, characteristics associated with them. For example, Kathy
Eisenhardt'” has shown that successful acquisition processes that bring in new
knowledge to organisations depend on high-quality pre- and post-acquisition
analysis of how the acquisition can be integrated into the new organisation so as
to capture synergies and bases of learning from that acquisition. However, hand
in hand with these formal procedures will be more informal ways of doing things
in the acquisition process built on informal personal relationships and the
exchange of knowledge in more informal ways.

In summary, whereas in more stable conditions competitive advantage might
be achieved by building capabilities that may be durable over time, in more
dynamic conditions competitive advantage requires the building of capacity to
change, innovate and learn - to build dynamic capabilities. Illustration 3.3 pro-
vides an example.

3.4.5 Dynamic capabilities

@ ORGANISATIONAL KNOWLEDGE

As interest in strategic capabilities has grown, writers have come to emphasise
Organisational the importance of organisational knowledge. Organisational knowledge is the
knowledge is the collective experience accumulated through systems, routines and activities of
:ggz::; tee);pfr:'rizcgi sharing across the organisation. As such it is closely related to what has so far
systems, routines and been discussed as the competences of an organisation.
activities of sharing There are several reasons why organisational knowledge has been highlighted
across the organisation a5 important. First, as organisations become more complex and larger, the need

to share what people know becomes more of a challenge. Second, information

systems have started to provide more sophisticated ways of doing this.”® And
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Building dynamic capabilities in a new venture

Networks and partnerships can be a source of dynamic capabilities and learning for

firms and for managers.

HMD Clinical is an Edinburgh-based clinical
technological new venture that seeks to make large-
scale clinical trials more efficient for drug development
companies. HMD initially provided bespoke services
using telephony technology (for example, interactive
voice recognition) to monitor clinical trials. However,
this was problematic, principally due to human error.
HMD therefore sought to develop a product based on
another technology - radiofrequency identification.
HMD felt this would also offer the prospect of market
diversification, especially through international
expansion. However, making changes to the
company’s product market domain called for
capabilities to expand or modify HMD’s current
configuration of resources and capabilities — in other
words, for dynamic capabilities.

HMD decided to partner with a large established
firm, which HMD saw as a potential source of
legitimacy, resources and opportunities: Sun
Microsystems, a multinational corporation with a
significant presence in Scotland. Co-founder lan
Davison commented, ‘There’s a certain cache in
being associated with a big company.” Sun was
interested in HMD’s product idea and within months
there was progress in establishing the alliance.
Davison believes that considerable benefit was
derived by HMD: ‘We got what we wanted out of
the relationship because we managed to build a
prototype using the Sun technology.” HMD’s
experience also illustrates the building of dynamic
capabilities at various levels.

Opportunities arose for mutual learning. From
HMD'’s perspective, the venture benefited from
exposure to new technological ideas. Of particular
advantage was Sun’s ability to tap into its widespread
resources and capabilities elsewhere in the UK and
beyond (for example, Western Europe). Also, Sun’s
reputation opened doors for HMD. When the prototype
was built, HMD made a joint sales call with Sun
to a prospective international customer and a
demonstration was subsequently held on Sun’s
Scottish premises. Such activities facilitated
experiential learning about processes such as
product development and sales.

There were also further benefits for HMD:

® Product development. In developing a prototype
with Sun, HMD engaged in integrating resources
and capabilities to achieve synergies; for example,
its own customer-centric technological knowledge
in the clinical trials domain was combined with
Sun’s hardware technology architecture.

® Alliancing. Through inputs from a public sector
intermediary, HMD gained vital knowledge about
formal aspects of alliancing, such as the legalities
of sharing intellectual property; equally, HMD came
to appreciate the utility of informal social networking
in ensuring the smooth progress of joint activity.

® Strategic decision making. HMD was able to build
new thinking within the firm in terms of, for
example, the identification of external knowledge
sources as evident from subsequent decisions to
expand the alliance to include a third partner.

At the individual level within HMD managers also
learned ‘new tricks’ by engaging in informal routines
such as brainstorming sessions and everyday
activities such as negotiating. Managers claimed that
such learning would help HMD approach its next
alliance by replicating certain aspects while modifying
others. Davison commented: ‘In future we would
approach this sort of relationship in a broadly similar
manner [but] | think we would attempt to set some
clearer company goals and boundaries at the outset.’

Prepared by Shameen Prashantham, Department of Management,
University of Glasgow.

Questions

1 At what levels could dynamic capabilities
benefit organisations?

2 How do network relationships, such as
strategic partnerships, potentially contribute
to dynamic capability development?

3 What other joint activity within, and across,
organisations could give rise to dynamic
capabilities? How?

4 Can dynamic capability development be
deliberately planned? How?
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third, as explained already in this chapter, it is less likely that organisations will
achieve competitive advantage through their physical resources and more likely
that it will be achieved through the way they do things and their accumulated
experience. So knowledge about how to do things that draws on that experience
becomes crucially important.

Two points should be highlighted here:

® Explicit and tacit organisational knowledge. Organisational knowledge may
take different forms. Nonaka and Takeuchi® distinguish between two types of
knowledge. Explicit knowledge is codified, and ‘objective’ knowledge is trans-
mitted in formal systematic ways. It may, indeed, take the form of a codified
information resource such as a systems manual. In contrast, tacit knowledge is
personal, context specific and therefore hard to formalise and communicate.
As for individuals, organisational competence usually requires both kinds of
knowledge. For example, a learner driver uses explicit knowledge, probably
taught by an instructor, to develop knowledge on how to drive a car. The tacit
knowledge required is, however, achieved through practical experience of
driving. Arguably, the more formal and systematic the system of knowledge,
the greater is the danger of imitation, and therefore the less valuable the
knowledge becomes in competitive strategy terms. If knowledge can be
codified, then there is more of a chance of it being copied. Non-imitatable
competitive advantage is much more likely to exist where knowledge is lodged
in the experience of groups of individuals.

® Communities of practice. The sharing of knowledge and experience in organ-
isations is an essentially social and cultural process relying on communities of
practice®* developing and sharing information because it is mutually beneficial.
This may happen through formal systems such as the Internet but it is also
highly dependent on social contact and trust. Indeed, exchange of knowledge
is more likely to occur in cultures of trust without strong hierarchical or
functional boundaries. For example, organisations have tried to improve the
sharing of knowledge by setting up IT-based systems to do it. However, there
has been an increasing realisation that, while some of this knowledge can be
codified and built into computer-based systems, it is very difficult to codify
knowledge where its value is especially dependent on knowledge sharing.

These observations in turn flag up the links between organisational knowledge
and other concepts discussed in this book. Organisational knowledge may be
beneficial but needs to develop as the environment changes. As such, organis-
ational knowledge and learning are closely linked concepts. In turn both need to
be thought of in terms of the dynamic capabilities to adapt to changing conditions
referred to in section 3.4.5 above. The links between knowledge, experience and
social interaction also need to be considered in relation to cultural aspects of
strategy addressed further in Chapter 5.

@ DIAGNOSING STRATEGIC CAPABILITY

So far this chapter has been concerned with explaining strategic capability and
associated concepts. This section now provides some ways in which strategic
capabilities can be diagnosed.
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3.6.1

Value chain
and value
network

A value chain describes
the categories of activities
within and around an
organisation, which
together create a product
or service

Primary activities are
directly concerned with
the creation or delivery of
a product or service

G

Support
activities

The value chain and value network

If organisations are to achieve competitive advantage by delivering value to
customers, managers need to understand which activities they undertake are
especially important in creating that value and which are not. Value chain and
value network concepts can be helpful in understanding this.

The value chain

The value chain describes the categories of activities within and around an organ-
isation, which together create a product or service. The concept was developed
in relation to competitive strategy by Michael Porter.?? Exhibit 3.6 is a representa-
tion of a value chain. Primary activities are directly concerned with the creation
or delivery of a product or service. For example, for a manufacturing business:

® Inbound logistics are activities concerned with receiving, storing and distri-
buting inputs to the product or service including materials handling, stock
control, transport, etc.

® Operations transform these inputs into the final product or service: machining,
packaging, assembly, testing, etc.

® Outbound logistics collect, store and distribute the product to customers, for
example warehousing, materials handling, distribution, etc.

® Marketing and sales provide the means whereby consumers/users are made
aware of the product or service and are able to purchase it. This includes sales
administration, advertising and selling.

® Service includes those activities that enhance or maintain the value of a pro-
duct or service, such as installation, repair, training and spares.

The value chain within an organisation

Firm infrastructure

Human resource management %
-

-

Technology development %

Procurement

Inbound Outbound  Marketing

£
, - S
logistics Operations logistics and sales Service g

Primary activities

Source: Adapted with the permission of The Free Press, a Division of Simon & Schuster Adult Publishing Group, from Competitive
Advantage: Creating and Sustaining Superior Performance by Michael E. Porter. Copyright © 1985, 1998 by Michael E. Porter.

All rights reserved.
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Each of these groups of primary activities is linked to support activities.

Support activities helpto Support activities help to improve the effectiveness or efficiency of primary
improve the effectiveness 5 ctivities:

or efficiency of primary

activities ® Procurement. The processes that occur in many parts of the organisation for

acquiring the various resource inputs to the primary activities.

® Technology development. All value activities have a ‘technology’, even if it
is just know-how. Technologies may be concerned directly with a product
(for example, R&D, product design) or with processes (for example, process
development) or with a particular resource (for example, raw materials
improvements).

® Human resource management. This transcends all primary activities. It is
concerned with those activities involved in recruiting, managing, training,
developing and rewarding people within the organisation.

® Infrastructure. The formal systems of planning, finance, quality control, infor-
mation management, and the structures and routines that are part of an
organisation’s culture (see section 5.4).

The value chain can help with the analysis of the strategic position of an
organisation in two different ways.

® As generic descriptions of activities that can help managers understand if there
is a cluster of activities providing benefit to customers located within particu-
lar areas of the value chain. Perhaps a business is especially good at outbound
logistics linked to its marketing and sales operation and supported by its
technology development. It might be less good in terms of its operations and
its inbound logistics. The value chain also prompts managers to think about
the role different activities play. For example, in a local family-run sandwich
bar, is sandwich making best thought of as ‘operations’ or as ‘marketing and
sales’, given that its reputation and appeal may rely on the social relations and
banter between customers and sandwich makers? Arguably it is ‘operations’ if
done badly but ‘marketing and sales’ if done well.

® In terms of the cost and value of activities.”® Illustration 3.4 shows this in
relation to fish farming. Value chain analysis was used by Ugandan fish
farmers as a way of identifying what they should focus on in developing a
more profitable business model.

The value network

A single organisation rarely undertakes in-house all of the value activities from
design through to delivery of the final product or service to the final consumer.
There is usually specialisation of role so any one organisation is part of a wider
The value network is the  value network. The value network® is the set of interorganisational links and
set of interorganisational  relationships that are necessary to create a product or service (see Exhibit 3.7).
It:;saizdng::f:;ht'ss So an organisation needs to be clear about what activities it ought to undertake
create a product or itself and which it should not and, perhaps, should outsource. However, since
service much of the cost and value creation will occur in the supply and distribution chains,
managers need to understand this whole process and how they can manage
these linkages and relationships to improve customer value. It is not sufficient
to look within the organsisation alone. For example, the quality of a cooker or a
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lllustration 3.4

A value chain for Ugandan chilled fish fillet exports

Even small enterprises can be part of an international value chain. Analysing it can

provide strategic benefits.

A fish factory in Uganda barely made any profit. Fish
were caught from small motorboats owned by poor
fishermen from local villages. Just before they set
out they would collect ice and plastic fish boxes
from the agents who bought the catch on their
return. The boxes were imported, along with tackle
and boat parts. All supplies had to be paid for in
cash in advance by the agents. Sometimes ice and
supplies were not available in time. Fish landed with
insufficient ice achieved half of the price of iced fish,
and sometimes could not be sold to the agents at
all. The fish factory had always processed the fillets
in the same way — disposing of the waste back into
the lake. Once a week, some foreign traders would
come and buy the better fillets; they didn’t say who
they sold them to, and sometimes they didn’t buy
very much.

By mapping the value chain it was clear that
there were opportunities for capturing more value
along the chain and reducing losses. Together with
outside specialists, the fish factory and the fishing

community developed a strategy to improve their
capabilities, as indicated in the figure, until they
became a flourishing international business, The
Lake Victoria Fish Company, with regular air-freight
exports around the world. You can see more of their
current operations at http://www.ufpea.co.ug/, and
find out more about the type of analytical process
applied at www.justreturn.ch.

(The approximate costs and prices given represent
the situation before improvements were implemented.)

Questions

1 Draw up a value chain for another business
in terms of the activities within its component
parts.

2 Estimate the relative costs and/or assets
associated with these activities.

3 What are the strategic implications of your
analysis?

television when it reaches the final purchaser is influenced not only by the
activities undertaken within the manufacturing company itself, but also by the
quality of components from suppliers and the performance of the distributors.
It is therefore important that managers understand the bases of their organ-
isation’s strategic capabilities in relation to the wider value network. Four key

issues are:

® Which activities are centrally important to an organisation’s strategic capability
and which less central? A firm in a highly competitive market may have to cut
costs in key areas and decide it can only do so by outsourcing to lower-cost
producers. Another firm may decide that it is important to retain direct control
of centrally important capabilities, especially if they relate to activities and
processes that it believes are central to its achieving competitive advantage.
For example, diamond cutting businesses have traditionally had to source
rough diamonds from the giant De Beers. However, in a revolutionary move
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Source: lan Sayers, Senior Adviser for the Private Sector, Division of Trade Support Services, International Trade Centre, Geneva. E-mail:
sayers@intracen.org.

the Lev Leviev Group decided to invest in its own diamond mining operations,
arguing: ‘Nothing is stable unless you own your own mine.’*

Profit pools refer tothe @ Where are the profit pools?* Profit pools refer to the different levels of profit

different levels of profit available at different parts of the value network. Some parts of a value net-

2}’?:2%';32 c:]':t‘xs:i parts work may be inherently more profitable than others because of the differences
in competitive intensity. For example, in the computer industry microproces-
sors and software have historically been more profitable than hardware manu-
facture. The strategic question becomes whether it is possible to focus on the
areas of greatest profit potential. Care has to be exercised here. It is one thing
to identify such potential; it is another to be successful in it given the capabil-
ities the organisation has. For example, in the 1990s many car manufacturers
recognised that greater profit potential lay in services such as car hire and
financing rather than manufacturing but they did not have the relevant com-
petences to succeed in such sectors.
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@ The value network
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Source: Adapted with the permission of The Free Press, a Division of Simon & Schuster Adult Publishing Group, from Competitive
Advantage: Creating and Sustaining Superior Performance by Michael E. Porter. Copyright © 1985, 1998 by Michael E. Porter.

All rights reserved.

3.6.2

® The ‘make or buy’ decision for a particular activity or component is therefore
critical. This is the outsourcing decision. There are businesses that now offer
the benefits of outsourcing (see the discussion in section 12.4.2). Of course, the
more an organisation outsources, the more its ability to influence the perform-
ance of other organisations in the value network may become a critically
important competence in itself and even a source of competitive advantage.

® Partnering. Who might be the best partners in the parts of the value network?
And what kind of relationships are important to develop with each partner?
For example, should they be regarded as suppliers or should they be regarded
as alliance partners (see section 10.2.3)? Some businesses have benefited from
closer relationships with suppliers such that they increasingly cooperate on
such things as market intelligence, product design and R&D.

Activity maps

Managers often find it difficult to identify with any clarity the strategic capa-
bility of their organisation. Too often they highlight capabilities not valued by
customers but seen as important within the organisation, perhaps because they
were valuable in the past. Or they highlight what are, in fact, critical success
factors (product features particularly valued by customers) like ‘good service’ or
‘reliable delivery’, whereas strategic capability is about the resources, processes
and activities that underpin the ability to meet such critical success factors. Or
they identify capabilities at too generic a level. This is not surprising given that
strategic capability is likely to be rooted in a complex, causally ambiguous set of
linked activities (see section 3.4.3). But if they are to be managed proactively,
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finding a way of identifying and understanding capabilities and the linkages that
are likely to characterise competences is important.

One way of undertaking such diagnosis is by means of an activity map that
tries to show how the different activities of an organisation are linked together.
Illustration 3.2 described the search by Plasco’s management for the company’s
strategic capabilities using activity mapping. There are computer programs in
existence that can be used,” or such analysis may be done more basically, for
example by drawing network diagrams, as shown in Exhibit 3.8.2 This map was
generated by groups of managers from within the organisation, working with a
facilitator, mapping the activities of their organisation on a large blank wall
initially by using Post-Its.?

@ An activity system map*

Manual
assembly
Flexibility Low plant
/ utilisation
/ Stock
Design Variety of levels
manufacture Change
resource ducti
promuncS ion Stock
Breadth availability
Product \ /
range Ability to Small
respond subcontract
\ / transport
Despatch
Solving the flexibility Informal liaison
Success bugler’s —— Flexibility / B el
problems ;
CIStomen and dispatch
returns \ Custom / staff
and
practice
Service Logistics
\ ]

\ ‘Standard practice’

* This is an extract from an activity map.
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3.6.3

They began by undertaking a competitor analysis as explained in section 2.4.4.
The aim here was to identify (i) the critical success factors in relation to their
customers and (ii) on which of these their business outperformed competitors.
They identified the critical success factors of brand reputation, product range,
innovation, excellence of service and reliability of delivery and that Plasco was
seen as particularly successful in relation to competitors in terms of its level of
service and its product range. Managers were relatively easily able to identify
what Porter refers to as higher order strategic themes:* that the main benefits
offered were to do with flexibility and rapid response. But the reasons why
Plasco outperformed competitors did not emerge until these themes themselves
were ‘unpacked’ by identifying the resources and competences that underpinned
them. To do this managers kept asking themselves more and more specifically
what activities ‘delivered’ the customer benefits. Exhibit 3.8 is only a selection
of these activities. The eventual map consisted of hundreds of Post-Its, each
representing an activity in some way contributing to strategic capability. The
activity-based competences described in Illustration 3.2 and summarised in
Exhibit 3.8 emerged from this diagnostic process.

General lessons that can be drawn from such maps about how competitive
advantage is achieved and the relationship between competences and com-
petitive advantage include:

® Consistency and reinforcement. The different activities that create value to
customers are likely to be pulling in the same direction and supporting rather
than opposing each other (for example, in Plasco an open management style
facilitated rule bending and in turn flexibility).

® Difficulties of imitation. It is more difficult for a competitor to imitate a mix of
linked activities than to imitate any given one. In Plasco such linked activities
had been built up over years, culturally embedded, were complex and causally
ambiguous — the lessons of section 3.4.3. If the multinational competitor of
Plasco decided to try to compete on the same basis of flexibility it would have
no comparable experience to draw on to do this.

® Trade-offs. Even if imitation were possible it could pose another problem for
competitors. For example, Plasco’s international competitor might place in
jeopardy its current position with its existing customers that it is satisfying
through more standardised mass production.

Benchmarking®!

This section considers the value of benchmarking, which can be used as a way of
understanding how an organisation’s strategic capability, in terms of internal
processes, compare with those of other organisations.

There are different approaches to benchmarking:

® Historical benchmarking. Organisations may consider their performance in
relation to previous years in order to identify any significant changes. The
danger is that this can lead to complacency since it is the rate of improvement
compared with that of competitors that is really important.
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® Industry/sector benchmarking. Insights about performance standards can be
gleaned by looking at the comparative performance of other organisations in
the same industry sector or between similar service providers against a set
of performance indicators. Some public sector organisations have, in effect,
acknowledged the existence of strategic groups by benchmarking against
similar organisations rather than against everybody: for example, local
government services and police treat ‘urban’ differently from ‘rural’ in their
benchmarking and league tables. An overriding danger of industry norm com-
parisons (whether in the private or public sector) is, however, that the whole
industry may be performing badly and losing out competitively to other indus-
tries that can satisfy customers’ needs in different ways. Another danger with
benchmarking within an industry is that the boundaries of industries are
blurring through competitive activity and industry convergence. For example,
supermarkets are (incrementally) entering retail banking and their bench-
marking needs to reflect this (as does the benchmarking of the traditional
retail banks).

® Best-in-class benchmarking. Best-in-class benchmarking compares an organ-
isation’s performance against ‘best-in-class’ performance — wherever that is
found - and therefore seeks to overcome the limitations of other approaches.
It may also help challenge managers’ mindsets that acceptable improvements
in performance will result from incremental changes in resources or com-
petences. It can therefore encourage a more fundamental reconsideration of
how to improve organisational competences. For example, British Airways
improved aircraft maintenance, refuelling and turnround time by studying the
processes surrounding Formula One Grand Prix motor racing pit stops.’? A
police force wishing to improve the way in which it responded to emergency
telephone calls studied call centre operations in the banking and IT sectors.

The importance of benchmarking is, then, not so much in the detailed
‘mechanics’ of comparison but in the impact that these comparisons might have
on behaviours. It can be usefully regarded as a process for gaining momentum
for improvement and change. But it has dangers too:

® Measurement distortion. Benchmarking can lead to a situation where you get
what you measure and this may not be what is intended strategically. It can
therefore result in changes in behaviour that are unintended or dysfunctional.
For example, the university sector in the UK has been subjected to rankings
in league tables on research output, teaching quality and the success of
graduating students in terms of employment and starting salaries. This has
resulted in academics being ‘forced’ to orientate their published research to
certain types of academic journals that may have little to do directly with the
quality of the education in universities.

® Surface comparisons. Benchmarking compares inputs (resources), outputs or
outcomes; it does not identify the reasons for the good or poor performance of
organisations since the process does not compare competences directly. For
example, it may demonstrate that one organisation is poorer at customer
service than another but not show the underlying reasons. However, if well
directed it could encourage managers to seek out these reasons and hence
understand how competences could be improved.



SWOT analysis of Pharmcare

A SWOT analysis explores the relationship between the environmental influences and

the strategic capabilities of an organisation compared with its competitors.

(a) SWOT analysis for Pharmcare

Environmental change (opportunities and threats)
Health care Complex and Increased Informed + -
rationing changing buying integration of patients
structures health care

Strengths
Flexible salesforce +3 +5 +2 +2 12 0
Economies of scale 0 0 +3 +3 +6 0
Strong brand name +2 +1 0 -1 3 -1
Health care education department +4 +3 +4 +5 +16 0
Weaknesses
Limited competences in

biotechnology and genetics 0 0 -4 -3 0 -7
Ever lower R&D productivity -3 -2 -1 -2 0 -8
Weak ICT competences -2 -2 -5 -5 0 -14
Over-reliance on leading product -1 -1 -3 -1 0 -6
Environmental impact scores +9 +9 +9 +10

-6 -5 -14 -12

(b) Competitor SWOT analyses

Environmental change (opportunities and threats)

Health care rationing

Complex and changing
buying structures

Increased integration
of health care

Informed and
passionate patients

Overall impact

Pharmcare -3

Big global player Struggling to prove cost-
suffering fall in share | effectiveness of new
price, low research | drugs to new regulators

+6

Well-known brand,

a flexible salesforce
combined with a new

-3

Weak ICT and lack of
integration following
mergers means sales,

-2

Have yet to get into the
groove of patient power
fuelled by the Internet

-2

Declining
performance over
time worsened after

Big pharma with
patchy response

Focus is on old-style
promotional selling rather

Traditional salesforce
not helped by marketing

Alliances with equipment
manufacturers but little

New recruits in
the ICT department

productivity and of health care rationing health care education research and admin. are merger
post mega-merger department creates all underperforming

bureaucracy positive synergy

Company W -4 -4 +0 +4 -4

Needs to modernise
across the whole

with venture capital
experience and top

enabling patients
to stay at home

progress has been
made

to change, losing than helping doctors which can be work done across have worked cross- company

ground in new control costs through unaccommodating of alliance to show dual functionally to involve

areas of drugs national differences use of drugs and new patients like never

competition surgical techniques before

Organisation X +3 +2 +2 +3 +10

Partnership Potentially able to Able possibly to bypass | Innovative drugs Patients will fight for Could be the basis
between a charity deliver rapid advances in | these with innovative can help integrate advances in treatment of a new business
managed by people | genetic-based ilinesses cost effective drug(s) health care through areas where little recent | model for drug

discovery — but all
to prove as yet

drugs for less
common diseases

pharma allows the
development of drugs
discovered by big pharma
but not economical for
them to develop

segments so not as
vulnerable to overall
market structure, but
innovative approach
might be risky

to show why products
still worthwhile
developing even for
less common illnesses

for sufferers of less
common illnesses
Company, like patients,
is passionate about its
mission

hospital geneticists
Company Y +3 0 +2 +1 +6
Only develops Partnering with big Focus on small market Innovative use of web Toll-free call centres Novel approach can

be considered either
risky or a winner, or
both!

Questions

1 What does the SWOT analysis tell us about the competitive position of Pharmcare with the industry as a

whole?

2 How readily do you think executives of Pharmacare identify the strengths and weaknesses of competitors?

3 Identify the benefits and dangers (other than those identified in the text) of a SWOT analysis such as that

in the illustration.

Prepared by Jill Shepherd, Segal Graduate School of Business, Simon Fraser University, Vancouver, Canada.
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3.6.4 SWOT*

The key ‘strategic messages’ from both the business environment (Chapter 2)
and this chapter can be summarised in the form of an analysis of strengths,
SWOT summarises the ~ Weaknesses, opportunities and threats (SWOT). SWOT summarises the key
key issues from the issues from the business environment and the strategic capability of an organ-
?hujgizfez?cvgg;;?:;ya;d isation that are most likely to impact on strategy development. This can also be
an organisation thatare ~ US€ful as a basis against which to generate strategic options and assess future
most likely to impacton  courses of action.
strategy development The aim is to identify the extent to which strengths and weaknesses are
relevant to, or capable of dealing with, the changes taking place in the business
environment. However, in the context of this chapter, if the strategic capability
of an organisation is to be understood, it must be remembered that it is not abso-
lute but relative to its competitors. So SWOT analysis is really only useful if it is
SwoT comparative - if it examines strengths, weaknesses, opportunities and threats in
relation to competitors. Illustration 3.5 takes the example of a pharmaceuticals
firm (Pharmcare).* It assumes that key environmental impacts have been
identified from analyses explained in Chapter 2 and that major strengths and
weaknesses have been identified using the analytic tools explained in this
chapter. A scoring mechanism (plus 5 to minus 5) is used as a means of getting
managers to assess the interrelationship between the environmental impacts
and the strengths and weaknesses of the firm. A positive (+) denotes that the
strength of the company would help it take advantage of, or counteract, a prob-
lem arising from an environmental change or that a weakness would be offset by
that change. A negative (-) score denotes that the strength would be reduced or
that a weakness would prevent the organisation from overcoming problems
associated with that change.

Pharmcare’s share price had been declining because investors were con-
cerned that its strong market position was under threat. This had not been
improved by a merger that was proving problematic. The pharmaceutical market
was changing with new ways of doing business, driven by new technology, the
quest to provide medicines at lower cost and politicians seeking ways to cope
with soaring health care costs and an evermore informed patient. But was
Pharmcare keeping pace? The strategic review of the firm's position (Illustration
3.5a) confirmed its strengths of a flexible salesforce, well-known brand name
and new health care department. However, there were major weakness, namely
relative failure on low-cost drugs, competence in information and communication
technology (ICT) and a failure to get to grips with increasingly well-informed
users. When the impact of environmental forces on competitors was ana-
lysed (Illustration 3.5b), it showed that Pharmcare was still outperforming its
traditional competitor (Company W), but potentially vulnerable to changing
dynamics in the general industry structure courtesy of niche players (X and Y).

A SWOT analysis should help focus discussion on future choices and the
extent to which an organisation is capable of supporting these strategies. There
are, however, two main dangers:

® A SWOT exercise can generate very long lists of apparent strengths, weak-
nesses, opportunities and threats, whereas what matters is to be clear about
what is really important and what is less important.
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® There is a danger of overgeneralisation. Remember the lessons of sections
3.6.1 and 3.6.2. Identifying a very general explanation of strategic capability
does not explain the underlying reasons for that capability. SWOT analysis is
not a substitute for more rigorous, insightful analysis, for example by using the
techniques and concepts explained in Chapters 2 and 3.

@ MANAGING STRATEGIC CAPABILITY

3.71

The previous section has been concerned with diagnosing strategic capability.
This section considers what managers might do, other than such diagnosis, to
manage and improve the strategic capability of their organisation.

Limitations in managing strategic capabilities

One lesson that emerges from an understanding of strategic capabilities is that
the most valuable bases of strategic capability may lie in aspects of the organ-
isation that are difficult to discern or be specific about. So, how is it possible to
manage that which it is not always easy to be clear about? For example, in the
Plasco illustration, some of the capabilities of that organisation were lodged in
activities that the top management were not directly managing. It is important
to understand what managers might be able to do and what they cannot do in
terms of how much they understand and how much they value bases of strategic
capability.* There may be different circumstances:

® Competences are valued but not understood. Managers may know that there are
activities in their organisation that have a positive impact and may value them,
but may not understand just how such positive impact arises. For example,
the delivery of value may be dependent on highly specialised skills as in a
cutting-edge hi-tech firm, or on complex linkages far down in the organisation.
The lesson here is that managers may have to be careful about disturbing the
bases of such capabilities while ensuring that they monitor the outputs and
benefits created for customers.

® Competences are not valued. Managers may know that activities and processes
exist in the organisation but not recognise their positive impact or value such
activities. There are dangers here that managers take the wrong course of
action. For example, they may cut out areas of activity that create actual or
potential competitive advantage, perhaps because they are intent on cutting
costs. Plasco managers might, for example, have sought to improve production
efficiency so that they could have reduced flexibility. It would be wise to
understand the value-creating capabilities more clearly using value chain
analysis or activity mapping before as Plasco managers did before taking such
decisions.

® Competences are recognised, valued and understood. This might be the outcome
of the sort of analysis done by Plasco. Here managers may be able to nurture
and further develop such competences, for example by ensuring that overall
company policies support and enhance them. The danger can be that top
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management may seek to preserve such capabilities by over-formalising or
codifying them such that they become ‘set in stone’.

Developing strategic capabilities>°

There are different ways in which managers might develop strategic capabilities:

® Adding and changing capabilities. Could capabilities be added, or changed so
that they become more reinforcing of outcomes that deliver against critical
success factors? For example, in Plasco, could even faster internal ways of
responding to customer needs be found?

® Extending capabilities. Managers might identify strategic capabilities in one
area of the business, perhaps customer service in one geographic business
unit of a multinational, that are not present in other business units. They
might then seek to extend this throughout all the business units. Whilst this
seems straightforward, studies® find it is not. The capabilities of one part of
an organisation might not be easily transferred to another because of the
problems of managing change (see Chapter 14).

® Stretching capabilities. Managers may see the opportunity to build new
products or services out of existing capabilities. Indeed, building new busi-
nesses in this way is the basis of related diversification, as explained in
section 7.3.1.%®

® Entrepreneurial bricolage. There is evidence® that strategic capabilities may
be built by exploiting resources, skills and knowledge that have been ignored
or rejected by others; indeed that this is often what entrepreneurs who
develop new business models do. For example, the development of Danish
wind turbines was based on improvising around available ‘modest resources’
and the skills of a ‘constellation of different players’;*’ social networks ignored
by others have been used for building technology businesses and information
systems designers experiment with different configurations to create new
systems drawing from their and others’ experience.

® Ceasing activities. Could current activities not central to the delivery of value
to customers be done away with, outsourced or reduced in cost? This is what
new industry entrants, such as Ryanair or easyJet in the airline industry, did
to create new business models for low-cost airlines.

® External capability development. There may be ways of developing capabilities
by looking externally. For example, managers may seek to develop or learn
new capabilities by acquisition or by entering into alliances and joint ventures
(see section 10.2.3).

Managing people for capability development

One of the lessons of this chapter is that strategic capability often lies in the
day-to-day activities that people undertake in organisations, so developing the
ability of people to recognise the relevance of what they do in terms of the stra-
tegic capability of the organisation is important. More specifically:



» CHAPTER 3 STRATEGIC CAPABILITY

® Targeted training and development may be possible. Often companies design
training and development programmes that are very general. For strategic
purposes it may be important to target the development of competences which
can provide competitive advantage. For example, an engineering business,
whilst acknowledging the abilities its personnel had in the technical aspects of
engineering products, recognised that these were attributes that competitors
had too, and that there was a need to develop people’s abilities to innovate
more around value-adding customer service. The business therefore changed
its training and development programmes to emphasise these requirements.

® Staffing policies might be employed to develop particular competences. For
example, an oil company that sought to build its competitive advantage around
the building of close customer relationships in markets for industrial oils did
so by ensuring that senior field managers with an aptitude for this were pro-
moted and sent to different parts of the world that needed to be developed in
such ways.

® Organisational learning may be recognised as central, particularly in fast-
changing conditions. Here successful firms may be those that have grown
the dynamic capabilities (see section 3.4.5) to readjust required competences
continually. In effect their competence becomes that of learning and
development. In this context the characteristics of what has become known as
a ‘learning organisation’ may become especially important (see section 11.5.2).
Since this may require the acceptance that different, even conflicting ideas
and views are valuable and that experimentation is the norm, managers
need to consider how to protect and foster such behaviour. For example, it
may be that those within the organisation who show most ability to contribute
to such learning are the least powerful, perhaps quite junior in the hierarchy.
They may need the protection of more powerful people.

® Develop people’s awareness that what they do in their jobs can matter at the
strategic level. It is a common complaint in organisations that ‘no one values
what I do’. Helping people see how their work relates to the bigger strategic
picture can both enhance the likelihood that they will, indeed, contribute
positively to helping achieve competitive success and increase their motiva-
tion to do so.

Ilustration 3.6 summarises a key debate that writers on the strategic capabilities
are pursuing.
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Strategic capability is concerned with the adequacy and suitability of resources
and competences required for an organisation to survive and prosper. Strategic
capabilities comprise resources and competences, which are the way such
resources are used and deployed.

@ If organisations are to achieve competitive advantage, they require resources
and competences which are both valuable to customers and difficult for com-
petitors to imitate (such competences are known as core competences).

® The continual improvement of cost efficiency is a vital strategic capability if an
organisation is to continue to prosper.

® The sustainability of competitive advantage is likely to depend on strategic
capabilities being of value to customers, rare, inimitable or non-substitutable.

® In dynamic conditions, it is unlikely that such strategic capabilities will remain
stable. In such circumstances dynamic capabilities are important, that is the
ability to change strategic capabilities continually.

® Ways of diagnosing organisational capabilities include:

— Analysing an organisation’s value chain and value network as a basis of
understanding how value to a customer is created and can be developed.

— Activity mapping as a means of identifying more detailed activities which
underpin strategic capabilities.

— Benchmarking as means of understanding the relative performance of
organisations and challenging the assumptions managers have about the
performance of their organisation.

— SWOT analysis as a way of drawing together an understanding of strengths,
weaknesses, opportunities and threats an organisation faces.

® Managers need to think about how and to what extent they can manage
the development of the strategic capabilities of their organisation by stretching
and adding to such capabilities and by the way they manage people in their
organisation.
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lllustration 3.6

The resource-based view of competitive advantage:

is it useful to managers?

The view that the management of strategic capability is central for achieving

competitive advantage has been questioned.

Since the early 1990s, the resource-based view (RBV)
of strategy has become highly influential. Much
academic research is carried out on it and managers
readily talk about the importance of building on

core competences to gain competitive advantage.
However, two US academics, Richard Priem and John
Butler, have raised questions about the value of RBV.'

The critique

In the context of this chapter, two of Priem and
Butler’s observations are especially significant:

1 The risk of tautology. The underlying explanation
of RBV is that the resource characteristics (or
capabilities) that lead to competitive advantage are
those that are valuable and rare. Since competitive
advantage is defined in terms of value and rarity,
they argue that this verges on tautology. To say
that a business performs better than another
because it has superior resources or is better at
some things than other businesses is not helpful
unless it is possible to be specific about what
capabilities are important, why and how they
can be managed.

2 The lack of specificity. However, there is typically
little specific in what is written about RBV. And
some would say the same is true when managers
talk about capabilities or competences. “Top
management skills’ or ‘innovatory capacity’ mean
little without being specific about the activities
and processes that comprise them. And there is
relatively little research that identifies such specifics
or how they can be managed. Priem and Butler
suggest this is particularly so with regard to the
argued importance of tacit knowledge in bestowing
competitive advantage: ‘This may be descriptively
correct, but it is likely to be quite difficult for
practitioners to effectively manipulate that which is
inherently unknowable.” (The problem raised at the
beginning of section 3.6.2.)

The response

Jay Barney,? one of the main proponents of RBV,
accepts that there is a need to understand more about
how resources are used and how people behave in

bestowing competitive advantage. However, he
defends the managerial relevance of RBV because he
believes it highlights that managers need to identify
and develop the most critical capabilities of a firm.

In his earlier writing® Barney had argued that an
organisation’s culture could be a source of sustainable
advantage provided it was valuable, rare and difficult
to imitate. In such circumstances he suggested
managers should ‘nurture these cultures’. However,
he went on to argue that:

If one firm is able to modify its culture, then it is likely that
others can as well. In this case the advantages associated
with the culture are imitable and thus only a source of normal
economic performance. Only when it is not possible to
manage a firm’s culture in a planned way does that culture
have the potential of generating expected sustained superior
financial performance.

In other words, he argues that valuable sources of
competitive advantage are the intangible assets and
resources or competences embedded in a culture in
such a way that not only can competitors not imitate
them, but managers cannot manage them.

Priem and Butler would no doubt argue that this
makes their point: that RBV is not very helpful in
providing practical help to managers.

Notes

1. R. Priem and J.E. Butler, ‘Is the resource based view a useful
perspective for strategic management research?’, Academy
of Management Review, vol. 26, no. 1 (2001), pp. 22-40.

2. J.B. Barney, ‘Is the resource based view a useful perspective
for strategic management research? Yes’, Academy of
Management Review, vol. 26, no. 1 (2001), pp. 41-56.

3. J.B. Barney, ‘Organizational culture: can it be a source of
sustained competitive advantage?’, Academy of Management
Review, vol. 11, no. 3 (1986), pp. 656—-665.

((luestions )

1 How specific would the identification of strategic
capabilities need to be to permit them to be
managed to achieve competitive advantage?

2 Do you agree that if it were possible to identify
and manage such capabilities they would be
imitated?

G Is the RBV useful? )
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Work assignments

% Denotes more advanced work assignments. * Refers to a case study in the Text and Cases edition.

3.1 Using Exhibits 3.1 and 3.2 identify the resources and competences of an organisation with which

you are familiar. You can answer this in relation to Amazon* or Formula One* if you so wish.

3.2 ¥ Undertake an analysis of the strategic capability of an organisation with which you are familiar in
order to identify which capabilities, if any, meet the criteria of (a) value, (b) rarity, (c) robustness
and (d) inimitability (see section 3.4). You can answer this in relation to Amazon* or Formula One*
if you so wish.

3.3 % For an industry or public service consider how the strategic capabilities that have been the basis
of competitive advantage (or best value in the public sector) have changed over time. Why have
these changes occurred? How did the relative strengths of different companies or service
providers change over this period? Why?

3.4 Map out a value chain/network analysis for an organisation of your choice (referring to lllustration
3.4 could be helpful). You can answer this in relation to a case study in the book such as eBay,

Tesco, Tui* or Ryanair* if you wish.

3.5 * For a benchmarking exercise which you have access to, make a critical assessment of the
benefits and dangers of the approach that was taken.

Integrative assignment

3.6 Prepare a SWOT analysis for an organisation of your choice and in relation to competitors
(see lllustration 3.5). Explain why you have chosen each of the factors you have included in the
analysis, in particular their relationship to other analyses you have undertaken in Chapters 2 and 3.

What are the conclusions you arrive at from your analysis?

An extensive range of additional materials, including audio summaries, weblinks to organisations
featured in the text, definitions of key concepts and self-assessment questions, can be found on
the Exploring Corporate Strategy Companion Website at www.pearsoned.co.uk/ecs

Recommended key readings

® For an understanding of the resource-based view @ The concept of dynamic capabilities is reviewed in

of the firm, an early and much cited paper is by Jay
Barney, ‘Firm resources and sustained competitive
advantage’, Journal of Management, vol. 17 (1991),
pp. 99-120. Also see the introductory paper by
D. Hoopes, T. Madsen and G. Walker, “Why is there
a resource based view’, in the special issue of the
Strategic Management Journal, vol. 24, no. 10 (2003),
pp. 889-902.

C.L. Wang and P.K. Ahmed, ‘Dynamic capabilities: a
review and research agenda’, International Journal
of Management Reviews, vol. 9, no. 1 (2007), pp. 31-52.

Michael Porter explains how mapping what he calls
‘activity systems’ can be important in considering
competitive strategy in his article “What is strategy?”,
Harvard Business Review, November-December
(1996).
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® For a critical discussion of the use and misuse of

SWOT analysis see T. Hill and R. Westbrook,
‘SWOT analysis: its time for a product recall’, Long
Range Planning, vol. 30, no. 1 (1997), pp. 46-52.

® For an understanding of the challenges of man-

aging capability development see C. Bowman and
N. Collier, ‘A contingency approach to resource-
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Making eBay work

Jill Shepherd, Segal Graduate School of Business
Simon Fraser University, Canada

In 2006, there were over 200 million eBayers
worldwide. For around 750,000 people, eBay
(http://www.ebay.com/) was their primary source of
income. A survivor of the dot.com bust of the late
1990s, eBay represents a new business model
courtesy of the Internet. Whatever statistics you
choose — from most expensive item sold to number
of auctions in any one day — the numbers amaze.
‘This is a whole new way of doing business,’ says
Meg Whitman, the CEO and President since 1998.
‘We’re creating something that didn’t exist before.’

eBay’s business model

Value in eBay is created by providing a virtual

worldwide market for buyers and sellers and collecting

a tax on transactions as they happen. The business
model of eBay relies on its customers being the
organisation’s product development team, sales- and
marketing force, merchandising department and the
security department. It is arguably the first web 2.0
company.

According to eBay managers, of key importance
is listening to customers: keeping up with what they
want to sell, buy and how they want to do it. If
customers speak, eBay listens. Technology allows
every move of every potential customer to be traced,
yielding rich information. Conventional companies
might spend big money on getting to know their
customers and persuading them to provide feedback;
for eBay such feedback is often free and offered
without the need for enticement. Even so some of
the company’s most effective ways of getting user
input do not rely on the net and do not come free.
eBay organises Voice of the Customer groups which
involve flying in a new group of about 10 sellers and
buyers from around the country to its offices every
few months to discuss the company in depth.
Teleconferences are held for new features and
policies, however small a change they involve.

Even workshops and classes are held to teach people
how to make the most of the site. Participants tend

to double their selling activity on eBay after taking a
class. Others run their own websites offering advice
on how to sell on eBay. Rumours have it that buyers
have devised computer programs that place bids in
the last moment. Sellers that leave the site unable to
compete any more are known to write blogs on what
went wrong to help others.

The company is governed from both outside and
within. The eBay system has a source of automatic
control in the form of buyers and sellers rating each
other on each transaction, creating rules and norms.
Both buyers and sellers build up reputations which are
valuable, in turn encouraging further good behaviour
in themselves and others. Sales of illegal products
are dealt with by withdrawing what is on sale and
invariably banning the seller.

eBay’s management

Meg Whitman'’s style and past have heavily influenced
the management of eBay. When she joined the

Photo: Claro Cortes IV/Reuters/Corbis



company in 1998, it was more of a collection of
geeks, handpicked by the pony-tailed founder
Pierre Omidyar, than a blue-chip, something which
underpinned Omidyar’s recruitment of Meg. Meg, an
ex-consultant, filled many of the senior management
roles including the head of the US business, head
of international operations and vice president of
consumer marketing with consultants. The result:
eBay has become data and metric driven. ‘If you can’t
measure it, you can’t control it’, Meg says. Whereas
in the early days you could touch and feel the way the
organisation worked, its current size means it needs
to be measured. Category managers, reminiscent of
Meg’s days in Procter and Gamble, are expected to
spend their days measuring and acting upon data
within their fiefdom.

However, unlike their counterparts in Procter
and Gamble, category managers in eBay can only
indirectly control their products. They have no stock
to reorder once levels of toothpaste or washing-up
liquid run low on the supermarket shelves. They
provide tools to buy and sell more effectively:

What they can do is endlessly try to eke out small wins in
their categories — say, a slight jump in scrap-metal listings
or new bidders for comic books. To get there, they

use marketing and merchandising schemes such as
enhancing the presentation of their users’ products

and giving them tools to buy and sell better.

Over and above this unusual existence, the work
environment can be tough and ultra competitive,
say ex-eBayers. Changes often come only after
PowerPoint slides are exchanged and refined at
a low level, eventually presented at a senior
level and after the change has been approved

in a sign-off procedure which includes every
department.

In time eBay has upgraded its ability to ensure the
technology does not rule. Until the late 1990s, the site
was plagued with outages, including one in 1999
which shut the site down for 22 hours courtesy of
software problems and no backup systems. Former
Gateway Inc. Chief Information Officer Maynard
Webb, who joined as president of eBay’s technology
unit, quickly took action to upgrade systems. Its use
of technology is upgraded constantly. In 2005, Chris
Corrado was appointed Senior Vice President and
Chief Technology Officer. In eBay’s press release
COO Maynard Webb said:

MAKING EBAY WORK @

Chris is one of the leading technology platform experts in
the corporate world, and we are thrilled that he is joining us.
It is testament to the tremendous reputation of the eBay
technology organization that we were able to bring Chris to
the team.

Meg is a leader who buys into the company in more
ways than one. Having auctioned some $35,000
(€28,000; £19,500) worth of furnishings in her ski
condo in Colorado to understand the selling
experience, she became a top seller among the
company’s employees and ensured that her learning
from the experience was listened to by fellow top
execs. Meg is also known for listening carefully to
her employees and expects her managers to do the
same. As the business is as much, if not more, its
customers, any false move can cause revolts within
the community that is eBay.

Most of all, eBay tries to stay aware and flexible.
Nearly all of its fastest-growing new categories
emerged from registering seller activity in the area
and quietly giving it a nudge at the right moment.
For example, after noticing a few car sales, eBay
created a separate site called eBay Motors in 1999,
with special features such as vehicle inspections and
shipping. Some four years later, eBay expects to
gross some $1 billion worth of autos and parts,
many of which are sold by professional dealers.

The democratic underpinning of eBay, whilst
easily embraced by customers, can, however, take
some getting used too. New managers take time to
understand the ethos. ‘Some of the terms you learn in
business school - drive, force, commit — don’t apply,’
says former PepsiCo Inc. exec William C. Cobb, now
President eBay North America, with a background in
restaurants and PepsiCo, ‘We’re over here listening,
adapting, enabling.’

Competition and cooperation

As the Internet has become a more competitive

arena eBay has not stood still. In 2005 it bought
Skype, the Internet telephony organisation
(http://www.skype.com/), surrounded by much
debate in the press as to the logic of the $2.6bn

deal. With Skype, eBay argues it can create an
unparalleled e-commerce engine, pointing to the
2002 purchase of online payment system PayPal
(http://www.paypal.com/) that spurred on the business
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at that time. All three benefit from so-called network
effects — the more members, the more valuable the
company — and eBay has to be a world leader in
managing network effects.

In 2006 it also announced a deal with Google. eBay
is one of Google’s biggest advert customers. Google
in turn is attracted to eBay’s Skype customers for
click-to-call adverts. This deal was after eBay signed
an advertising deal with Yahoo! which made some
think eBay was teaming up with Yahoo! against
Google’s dominance. But in the interconnected world
of the Internet, defining competition and cooperation
is a new game. eBay also formed a partnership
between Baidu Inc., a Chinese web portal bought by
eBay in 2002, and eBay EachNet. Baidu promotes
PayPal Beibao as the preferred payment method on
Baidu whilst EachNet uses Baidu as its exclusive
search provider. The development of a co-branded
toolbar is set to cement the partnership. So whilst in
the West Yahoo! and eBay are partnering against
Google, in the East Yahoo! is a rival.

Despite eBay being the Internet auction
phenomenon, it does not do as well in the East as the
West. It pulled out of Japan, is suffering in Taiwan and
lags behind a rival in China. In Korea, GMarket, partly
owned by Yahoo!, is more or less equal in size to
eBay’s Internet Auction. GMarket offers less emphasis
on open auctions than eBay, although eBay now does
have eBay Express where new products from multiple
sellers can be purchased in one transaction backed
as ever by customer support including live chat.

Innovative marketing that makes the experience
fun for shoppers and helps sellers improve their
performance is perhaps another way GMarket
differentiates itself from eBay. GMarket has itself
attracted imitators.

Once a web 2.0 company always a web 2.0
company? Although the news did not produce
much reaction when announced during an eBay
Live! Session, in 2006 eBay created eBay Wiki
(http://www.ebaywiki.com/), hosted by Jotspot,
allowing people to contribute their knowledge
of eBay to others, along with eBay blogs
(http://blogs.ebay.com/). But eBay has always
been about community so perhaps they will catch
on in time.

Questions

1 Analyse eBay’s strategic capability using an
analytical framework(s) from the chapter.

2 What are the capabilities that have provided
eBay with competitive advantage and why?

3 Using the concepts of sustainability and
dynamic capabilities, how would you manage
this capability (create new resources and
competences, invest/divest in others, extend
others), given:

(@) New entrants in the marketplace?
(b) The changing nature of eBay?
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LEARNING OUTCOMES
After reading this chapter you should be able to:

=> Identify the components of the governance chain of an organisation.

=> Understand differences in governance structures across the world and the
advantages and disadvantages of these.

=> |dentify differences in the corporate social responsibility stances taken by
organisations and how ethical issues relate to strategic purpose.

=> Undertake stakeholder analysis as a means of identifying the influence of
different stakeholder groups in terms of their power and interest.

—> Consider appropriate ways to express the strategic purpose of an organisation
in terms of statements of values, vision, mission or objectives.
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¢ INTRODUCTION

Stakeholders are those
individuals or groups who
depend on an organisation
to fulfil their own goals
and on whom, in turn, the
organisation depends

The previous two chapters have looked respectively at the influence of the en-
vironment and capabilities on an organisation’s strategic position. However, a
fundamental decision that has to be taken concerns the purpose of the strategy
that is to be followed. This is the focus of this chapter, together with the
influences on such purpose by the expectations of stakeholders of an organis-
ation. Stakeholders are those individuals or groups who depend on an organis-
ation to fulfil their own goals and on whom, in turn, the organisation depends.
An underlying issue raised by this chapter is whether the strategic purpose of
the organisation should be determined in response to a particular stakeholder,
for example shareholders in the case of a commercial enterprise, or to broader
stakeholder interests — at the extreme society and the social good. This theme is
considered in relation to a number of key issues.

® Section 4.2 considers corporate governance and the regulatory framework
within which organisations operate. Here the concern is with the way in which
formally constituted bodies such as investors or boards influence strategic
purpose through the formalised processes of supervising executive decisions
and actions. In turn this raises issues of accountability: who are strategists
accountable to? There are significant differences in the approach to corporate
governance internationally, broadly relating to either shareholder or wider
stakeholder orientations, and these are also discussed.

® Section 4.3 is concerned with issues of social responsibility and ethics. Here
the question is which purposes an organisation should fulfil. How should
managers respond to the expectations society has of their organisations, both

@ Influences on strategic purpose

Governance
structure

Strategic
purpose
Social
ibili Stakeholder
responsibility .
and ethics expectations

N N—
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in terms of corporate social responsibility and in terms of the behaviour of
individuals within organisations, including themselves?

@ In all this it is, then, important to understand different stakeholder expectations
and their relative influence on strategic purpose. This requires an under-
standing of both the power and interest of different stakeholder groups. This is
addressed through stakeholder analysis.

® The chapter concludes by considering different ways in which organisations
express strategic purpose. This may include statements of values, vision, mission
or objectives.

Exhibit 4.1 summarises these different influences on strategic purpose discussed
in the chapter.

@ CORPORATE GOVERNANGCE®

Corporate governance ~ Corporate governance is concerned with the structures and systems of control by
is concerned with the which managers are held accountable to those who have a legitimate stake in an
z;rgg::i:slst; "svsiﬁems organisation.? It has become an increasingly important issue for organisations for
managers are held three main reasons.

accountable to those who . . L. R
o ® The separation of ownership and management control of organisations (which is
have a legitimate stake

in an organisation now the norm except with very small businesses) means that most organisations
operate within a hierarchy, or chain, of governance. This chain represents
those groups that influence an organisation through their involvement in
either ownership or management of an organisation.

® Corporate scandals since the late 1990s have increased public debate about how
different parties in the governance chain should interact and influence each
other. Most notable here is the relationship between shareholders and the boards
of businesses, but an equivalent issue in the public sector is the relationship
between government or public funding bodies and public sector organisations.

® Increased accountability to wider stakeholder interests has also come to be
increasingly advocated; in particular the argument that corporations need
to be more visibly accountable and/or responsive, not only to ‘owners’ and
‘managers’ in the governance chain but to wider social interest.

4.2.1 The governance chain

The governance chain illuminates the roles and relationships of different groups
involved in the governance of an organisation. In a small family business, the
governance chain is quite simple: there are family shareholders; there is a board,
with some family members; and there are managers, some of whom may be

Govcehrgﬁ,nce family too. Here there are just three layers in the chain. However, Exhibit 4.2

shows a governance chain for a typical large, publicly quoted organisation.
Here the size of the organisation means there are extra layers of management
internally, while being publicly quoted introduces more investor layers as well.
Individual investors (the ultimate beneficiaries) often invest in public companies
through collective funds, for example unit trusts or pension funds, which then
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@ The chain of corporate governance: typical reporting structures

Reports/actions

(—> Beneficiaries

Limited reports
Trustees
of funds
Investment
performance reports
Investment
anagers
Accounts
Analysts’ reports
Company briefings
Buying/selling shares
Board
Budgets/targets
Qualitative reporting
Executive
dlrectors
Budgets/targets
Qualitative reporting
Senior
executlves
Budgets/simplified targets
Operating reports

; Managers

Source: Adapted from David Pitt-Watson, Hermes.

invest in a range of companies on their behalf. Such funds are of growing
importance. In 2006, they owned 50 per cent of the equity of US corporations
(19 per cent in 1970) and over 70 per cent in the UK (25 per cent in 1963), with
similar growth elsewhere in Europe. Funds are typically controlled by trustees,
with day-to-day investment activity undertaken by investment managers. So the
ultimate beneficiaries may not even know which companies they have a finan-
cial stake in and have little power to influence the companies’ boards directly.
The relationships in such governance chains can be understood in terms of
the principal-agent model’. Here ‘principals’ pay ‘agents’ to act on their behalf,
just as home-owners employ estate agents to sell their homes. In Exhibit 4.2, the
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beneficiaries are the ultimate principals and fund trustees are their agents in
terms of achieving good returns on their investments. Further down the chain,
company boards are principals too, with senior executives their agents in man-
aging the company. There are many layers of agents between ultimate principals
and the managers at the bottom, with the reporting mechanisms between each
layer liable to be imperfect.

Principal-agent theory assumes that agents will not work diligently for prin-
cipals unless incentives are carefully and appropriately aligned. However, it can
be seen from Exhibit 4.2 that in large companies board members and other man-
agers driving strategy are likely to be very remote from the ultimate beneficiaries
of the company’s performance. In such circumstances, the danger is twofold:

® Misalignment of incentives and control. As influence passes down the govern-
ance chain, the expectations of one group are not passed on to the next
appropriately. For example, ultimate beneficiaries may be mainly concerned
with the long-term security of their pension fund, but the investment man-
agers and analysts or the boards with whom they interact may place a greater
emphasis on short-term growth.

® Scelf-interest. Any agent in the chain may act out of self-interest. Managers will
be striving for promotion and/or increased earnings, investment managers
will be seeking to increase their bonuses, and so on.

The result may be that decisions are taken that are not in the best interests of
the final beneficiary. This is just what has happened in the case of many of the
corporate scandals of recent years, the most notorious of which was probably
Enron (see Illustration 4.1).

In this context, the governance chain helps highlight important issues that
affect the management of strategy:

® Responsibility to whom? A fundamental question in large corporations is
whether executives should regard themselves as solely responsible to share-
holders, or as ‘trustees of the assets of the corporation” acting on behalf of a
wider range of stakeholders?* (See the key debate, Illustration 4.6.) Even in
terms of formal governance structures this varies across the world, as section
4.2.3 shows.

® Who are the shareholders? If managers do see themselves as primarily respons-
ible to shareholders, what does this mean in terms of the governance chain?
As explained above, the final beneficiaries are far removed from the man-
agers, so for many managers responsibility to them is notional. In practical
terms, directors of a firm are likely to engage most frequently with institutional
representatives of those shareholders — an investment manager or analyst
from a pension fund or insurance company perhaps. The principal-agent
problem arises here too. The final beneficiaries are also distant for investment
managers and analysts, who may also be pursuing their own self-interest.
Strategists within a firm therefore face a difficult choice, even if they espouse
primary responsibility to shareholders. Do they develop strategies they believe
to be in the best interest of a highly fragmented group of unknown share-
holders? Or to meet the needs and aspirations of the investment managers? A
similar problem exists for public sector managers. They may see themselves
as developing strategies in the public good, but they may face direct scrutiny
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lllustration 4.1

The Enron corporate scandal

Executive decisions may not always be in the interest of shareholders; sometimes

disastrously so.

Enron was one of the world’s leading electricity,
natural gas, pulp, paper and communications
companies, based in Houston, Texas. It employed
around 21,000 people with claimed revenues of
$101bn (€80bn) in 2000. However at the end of 2001
it was revealed that its reported financial condition
was sustained mostly by systematic and creative
accounting fraud. When Enron sought Chapter 11
protection in the USA in late 2001, it was the biggest
bankruptcy in US history and cost 4,000 employees
their jobs. The scandal also caused the dissolution
of Arthur Andersen, a Big Five accounting firm.

Many of Enron’s recorded assets and profits were
inflated, fraudulent and non-existent. Enron had put
debts and losses into ‘offshore’ companies not
included in the company’s financial statements and
used sophisticated financial transactions with related
companies known as ‘special purposes entities’
(SPEs) to take unprofitable transactions off the
company’s books. Later investigations revealed that
some executives at Enron knew about the offshore
accounts that were hiding losses for the company.
Chief Financial Officer Andrew Fastow led the team
which created the off-books companies and
manipulated the deals to provide himself, his family
and friends with hundreds of millions of dollars
in guaranteed revenue, at the expense of the
stockholders. As the scandal unfolded, Enron
shares dropped from over $90.00 to $0.30.

US Congressional hearings revealed that a group
of Enron employees had been expressing concerns
as early as 1998. Growing apprehension led to an
all-employee meeting in mid-2001, where other
related issues were discussed. Following the meeting,
Sherron Watkins, Vice President, met with the then
CEQO, the late Ken Lay, handing him a memo detailing
her concerns. She especially highlighted the roles of
Vinson & Elkins, LLP, a large and reputable US law
firm, and Arthur Andersen, LLP, as complicit with
dubious deals. Top management asked Vinson &
Elkins to investigate the concerns. However, the law
firm reported that apart from some ‘bad cosmetics’,

and ‘aggressive and creative accounting’, they found
no problem with the SPEs. Arthur Andersen in turn
confirmed that it was comfortable with the accounting.

Late in October 2002, the Securities and Exchange
Commission opened a formal inquiry into Enron, which
also started a devastating trail of events at Arthur
Andersen. By the time Andersen received notice
from the SEC in mid-November, a large number of
Enron-related audit documents had been destroyed.
This subsequently led to Andersen’s indictment in
June 2002. The trial of Arthur Andersen also exposed
its accounting fraud at WorldCom, setting off a wave
of other accounting scandals.

J.P. Morgan Chase, Citigroup, Merrill Lynch,
Credit Suisse First Boston, Canadian Imperial Bank
of Commerce (CIBC), Bank America, Barclays
Bank, Deutsche Bank; and Lehman Brothers were
also named as players in the series of fraudulent
transactions that ultimately cost shareholders more
than $25bn. Two law firms were identified as involved
in the fraud: Vinson & Elkins and Chicago-based
Kirkland & Ellis, which Enron used to represent a
number of SPEs.

By mid-2006, 16 of Enron’s top executives,
including Ken Lay, Jeff Skilling (CEO), David Delainey
(Head of Enron’s Energy Trading Unit), Richard
Causey (Chief Accounting Officer), Andrew Fastow
(Chief Financial Officer) and Mark Koenig (Head of
Investor Relations), pleaded guilty or were convicted
and in the process of being sentenced.

Prepared by Rajshree Prakash, University of Lancaster
Management School.

Questions

1 What mechanisms in the governance chain
should (or could) have prevented what
happened at Enron?

2 \What changes in corporate governance are
required to prevent similar occurrences?
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from an agency acting on behalf of the government. Is the strategy to be
designed for the general public good, or to meet the scrutiny of the agency?
For example, managers and doctors in the UK health service are dedicated
to the well-being of their patients. But increasingly how they manage their
services is governed by the targets placed upon them by a government depart-
ment, which presumably also believes it is acting in the public good.

® The role of institutional investors. The role of institutional investors with regard
to the strategy of firms differs according to governance structures around the
world (see section 4.2.3). However, a common issue is the extent to which they
do or should actively seek to influence strategy. Historically, in economies like
those of the UK or USA investors have exerted their influence on firms simply
through the buying and selling of shares rather than through an in-depth
engagement with the company on strategic issues. The stock market becomes
the judge of their actions through share price movements. There are signs,
however, that investors are becoming more actively involved in the strategies
of the firms in which they invest.® Such involvement varies a good deal® but
has grown, and there is evidence that institutional investors that seek to work
proactively with boards to develop strategy do better for beneficiaries than
those who do not.”

® Scrutiny and control. Given the concerns about governance that have grown in
the last decade, there have been increasing attempts to build means of scruti-
nising and controlling the activities of ‘agents’ in the chain to safeguard the
interests of the final beneficiaries. Exhibit 4.2 indicates the information typi-
cally available to each ‘player’ in the chain to judge the performance of others
in that chain. There are increasing statutory requirements as well as voluntary
codes placed upon boards to disclose information publicly and regulate their
activities. None the less managers are still left with a great deal of discretion
as to what information to provide to whom and, indeed, what information to
require of those who report to them. For example, what information should be
presented to investment analysts who will influence a firm’s share price? How
specific should a chief executive be in explaining future strategy to share-
holders in public statements such as annual reports? There are also issues of
internal reporting that have to be resolved. What are the appropriate targets
and measures to incentivise and control management within a firm? Should
these primarily be concerned with the achievement of shareholder value? Or
is a more balanced scorecard approach appropriate to meet the needs of vari-
ous stakeholders (see section 12.3.5)? Are the typical accountancy methods
(such as return on capital employed) the most appropriate measures or should
measures be specifically designed to fit the needs of particular strategies
or particular stakeholder/shareholder expectations? There are no categoric
answers to these questions. How managers answer them will depend on what
they decide the strategic purpose of the organisation is, which itself will be
influenced by their view on whom they see themselves responsible to.

The governance chain, then, typically operates imperfectly for at least five rea-
sons: (i) a lack of clarity on who the end beneficiaries are; (ii) unequal division of
power between the different ‘players’ in the chain; (iii) with different levels of
access to information available to them; (iv) potentially agents in the chain pur-
suing their own self-interest; and (v) using measures and targets reflecting their
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own interests rather than those of end beneficiaries. In such circumstances it is
not surprising that there are attempts to reform corporate governance and that
governance structures are changing around the world.

Corporate governance reforms

Many governments have been proactive in reforming aspects of corporate gov-
ernance. The most notable has been the Sarbanes-Oxley Act in the USA that was
one outcome of the Enron scandal. This tightened accounting standards and
increased auditor independence from management.® Other governments have
sponsored committees to advise on specific issues of corporate governance.’
Initially these concentrated on internal financial controls and external disclosure
of information.” Later committees focused on the broadening of internal control
requirements beyond simply financial controls and looked at the role and effec-
tiveness of non-executive directors.!* The public sector picked up a similar
agenda; in the UK there was particular interest in risk management of public
sector organisations’ strategies — a traditionally weak area.'? These reforms have
had significant impacts. For example, accountancy firms have been forced to
separate their audit function from their advisory services and, indeed, sell off
their managing consulting services as a result of the Sarbanes-Oxley Act, so the
strategy of accounting firms was directly affected, as was the source of consult-
ancy services for firms.

Surveys have also found that finance directors have switched their attention
more to stewardship roles than to strategy roles,'* and more emphasis has been
placed on the role of independent non-executive directors to scrutinise the
behaviour of firms. However, some executives have voiced concerns: for ex-
ample, the managing director of the Bank of Queensland in Australia: ‘Over
regulation can and will kill the entrepreneurial spirit, it will crush innovation
as more and more resources are shifted towards compliance and away from stay-
ing ahead of the pack.”** There is also a concern that, although changes in the
structure of board committees might be needed, the really important issue is
the behaviour of boards of directors. The implication for policy makers (in gov-
ernment) is that there is a need to find ways of sponsoring governance changes
that will demonstrably encourage or require directors and managers (as ‘agents’)
to behave in ways and pursue strategies that are in the interests of ‘principals’ in
their governance chain as discussed above. Promoting such changes is a major
challenge, given the concerns voiced about top executives’ focus on building
empires, climbing up through the hierarchy and increasing their personal finan-
cial rewards without due regard to the consequences on the final beneficiaries.

Different governance structures

The governing body of an organisation is typically a board of directors. The
primary statutory responsibility of a board is to ensure that an organisation
fulfils the wishes and purposes of the primary stakeholders. However, who
these stakeholders are varies. In the private sector in some parts of the world
it is shareholders, but in other parts of the world it is a broader or different
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stakeholder base. In the public sector, the governing body is accountable to the
political arm of government — possibly through some intermediate ‘agency’ such
as a funding body. These differences lead to differences in the way firms oper-
ate, how the purposes of an organisation are shaped and how strategies are
developed as well as the role and composition of boards.*

At the most general level there are two governance structures: the shareholder
model and the stakeholder model.’® These are more or less common in different
parts of the world.

A shareholder model of governance

Here shareholders have the legitimate primacy in relation to the wealth gener-
ated by the corporations, though proponents argue that maximising shareholder
value benefits other stakeholders too. There is dispersed shareholding, though a
large proportion of shares is held by financial institutions. At least in principle,
the trading of shares provides a regulatory mechanism for maximising share-
holder value, given that dissatisfied shareholders may sell their shares, the result
being a drop in share price and the threat of takeovers for underperforming
firms.

The shareholder model is epitomised by the economies of the USA and UK.
Firms in the USA usually have a single-tier board structure, with a majority of
non-executive directors. This emphasis on outside directors is intended to bring
greater independence to the primary role of the board, that of oversight on
behalf of shareholders. However, this is not without its problems. Typically the
CEOQO plays a major role in selecting non-executives, which raises questions about
their independence. There are also concerns that outside directors may not have
sufficient time, or the requisite knowledge of firms’ problems."”

The UK also has a single-tier board structure and increasingly a separation
of the chair and the CEO, with the chair often non-executive. The proportion
of the executive directors on the board of large companies is typically between
one-third and one-half of the total board membership. The board has an execu-
tive role of driving the company forward as well as an oversight role on behalf of
shareholders.

There are arguments for and against the shareholder model. The argued
advantages include:

® Benefits for investors. Relative to the stakeholder model the investor gets a
higher rate of return. Shareholders can also reduce risk through diversifying
their holdings in an equity market where shares can be readily traded.

® Benefits to the economy. Since the system facilitates higher risk taking by
investors, there is a higher likelihood of the encouragement of economic
growth and of entrepreneurship. It is also argued that one reason why the UK
gets more than its ‘fair share’ of inward investment to the EU is because the
ownership structures are more open to new investors than elsewhere.

® Benefits for management. Arguably the separation of ownership and man-
agement makes strategic decisions more objectively related to the potentially
different demands and constraints of financial, labour and customer markets.
A diversified shareholding also means that no one shareholder is likely to
control management decisions, provided the firm performs well.
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The argued disadvantages include:

® Disadvantages for investors. Dispersed shareholdings prevent close monitor-
ing of the management. This may result in the managers sacrificing share-
holder value to pursue their own agendas. For example, CEOs may further
their own egos at the expense of the shareholders with mergers that add no
value.

® Disadvantages for the economy: the risk of short-termism. Lack of control of
management may lead to them taking decisions to benefit their own careers
(for example, to gain promotion). This, combined with the threat of takeovers,
may encourage managers to focus on short-term gains at the expense of
long-term projects.’®

® Corporate reputation and top management greed. The lack of management
control allows for the huge compensations the managers reward themselves in
the form of salary, bonuses and stock options. In the USA CEOs have 531 times
more compensation than their employees in comparison with Japan where the
comparable figure is closer to a multiple of 10.%

The stakeholder model of governance

An alternative model of governance pursued in various forms is the stakeholder
model. This is founded on the principle that wealth is created, captured and
distributed by a variety of stakeholders. This may include shareholders but
could include other investors, such as banks, as well as employees or their union
representatives. As such, management need to be responsive to multiple stake-
holders who, themselves, may be formally represented on boards.

However, stakeholder models are also sometimes known as the block holder
system of governance.”® One or two large group of investors come to dominate
ownership. For example, in Germany just less than three-quarters of all the
German listed companies have a majority owner. In addition, in countries like
Germany and Sweden banks play a dominant role and Japanese banks tend to have
shareholdings in organisations, as against simply providing loan capital. There is
also likely to be a complex web of cross-shareholdings between companies.

Germany and Japan are often cited as examples of the stakeholder model. In
Germany there is a two-tier board system. The supervisory board (Aufsichtsrat),
mandatory for companies having more than 500 employees, and the management
board (Vorstand). The supervisory board is a forum where the interest of various
groups is represented, including shareholders and employees but also typically
bankers, lawyers and stock exchange experts. Strategic planning and operational
control are vested with the management board, but major decisions like mergers
and acquisitions require approval of the supervisory board. In other European
countries, notably The Netherlands and France, two-tier boards also exist.

In Japan, profit maximisation or shareholder value is not viewed as the
ultimate goal of business enterprises so much as long-term growth and security
of the company. There is concentrated ownership of firms, with a small group
of shareholders owning a large percentage of the company, and a system of
cross-shareholding, where large companies own shares of other companies and
banks finance the same subgroup. Japanese firms have a single-tier board
system. Directors are appointed from the executive managers of the company, so
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the board consists almost entirely of insiders.?! A prerequisite of a good director
has traditionally been someone who promotes the interests of employees.
There are argued advantages for the stakeholder model of governance:

® Advantages for stakeholders. Apart from the argument that the wider inter-
ests of stakeholders are taken into account, it is also argued that employee
influence in particular is a deterrent to high-risk decisions and investments.

® Advantages for investors. Perhaps ironically it is argued that it is block invest-
ments that provide economic benefits in several ways. There may be a closer
level of monitoring of management, with investors having greater access to
information from within the firm. Given that power may reside with relatively
few block investors, intervention may also be easier in case of management
failure.

® Long-term horizons. It is argued that the major investors — banks or other
companies, for example — are likely to regard their investments as long term,
thus reducing the pressure for short-term results* as against longer-term
performance.

There are also argued disadvantages of the stakeholder model of governance:

® Disadvantages for management. Close monitoring could lead to interference,
slowing down of decision processes and the loss of management objectivity
when critical decisions have to be made.

® Disadvantages for investors. Due to lack of pressure from shareholders, long-
term investments are made on projects where the returns may be below
market expectations.

® Disadvantage for the economy. There are fewer alternatives for raising finance,
thus limiting the possibilities of growth and entrepreneurial activity.

These argued advantages and disadvantages are summarised in Exhibit 4.3.

It is also worth noting that there are implications with regard to the financing
of businesses. In the shareholder model, equity is the dominant form of long-
term finance and commercial banks provide debt capital, so relationships with
bankers are essentially contractual. There are significant implications. Managers
need to limit gearing to a prudent level, so more equity is needed for major strat-
egy developments. It also means that the company itself has a higher degree of
influence over strategic decisions since the banks are not seeking a strategic
involvement with the company. However, if strategies start to fail, the organis-
ation can become increasingly dependent on the bank as a key stakeholder. This
often happens in family-owned small businesses. In the extreme banks may
exercise their power through exit (that is, withdrawing funds), even if this liquid-
ates the company. In contrast, in some stakeholder systems (notably Japan and
to a lesser extent Germany), banks often have significant equity stakes or are
part of the same parent company. They are less likely to adopt an arm’s-length
relationship and more likely to seek active strategic involvement.

Governance structures in transition

There are pressures for change to traditional governance models. Some of these
have already been discussed in relation to the governance chain in section 4.2.1.
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@ Benefits and disadvantages of governance systems

Benefits

Shareholder model

For investors:
o Higher rate of return
® Reduced risk

For the economy:
@ Encourages entrepreneurship
e Encourages inward investment

Stakeholder model

For investors:
@ Closer monitoring of management
@ Longer-term decision horizons

For stakeholders:
@ Deterrent to high-risk decisions

Disadvantages

For management:
@ Independence

For investors:
e Difficult to monitor management

For management:

@ Potential interference

@ Slower decision making

For the economy: ® Reduced independence

@ The risk of short-termism

For the economy:

@ Reduced financing opportunities
for growth

And top management greed

There are, none the less, suggestions that there is a convergence around the
world on the shareholder model of governance. This is because of many of the
advantages explained above, in particular the view that there is mutual advan-
tage to both shareholders and wider stakeholders. It is also because of the
increasing role of institutional investors acting on behalf of a growing mass
shareholder class and increasing globalisation and cross-country mergers and
acquisitions.?

So, for example, in Japan, institutional and foreign investors are gaining
influence, and deregulation and liberalisation are increasing the pressure to
change governance structures. In Germany, too, there are pressures for change.
In mid-2006, for example, Jirgen Thumann of the BDI industry federation
argued that if German companies were to remain globally competitive, the
employee representation on boards needed to be reviewed: not least because
this would help reduce costs and speed decision making.

Similarly elsewhere, governance systems are in transition. In Sweden histor-
ically firms were privately owned or in the hands of family-controlled founda-
tions, holding companies and investment companies. By 2005, however, less than
15 per cent of the market capitalisation was held by individual owners as insti-
tutional ownership increased.? Sweden’s entry into the EU has also reduced
restrictions on capital inflow and increasingly companies are becoming foreign
owned. However, most companies still have a majority owner that gives them a
controlling position akin to the stakeholder model.

In India there was a high level of state protectionism till the 1980s, with major
industries like airlines and banks nationalised and restrictions on inward foreign
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investment. However, since 1991 there has been radical change. Import licens-
ing has been abolished and import tariffs reduced. Restrictions on foreign equity
have been relaxed in certain industries, some public sector enterprises have
been disinvested and firms allowed to register on the international stock
exchanges.? India is still characterised by family firms, but with increasing sep-
aration of ownership and management. The codes of governance being proposed
indicate a move towards a shareholder model of governance with a single board
and between 30 and 50 per cent non-executive directors.

In China the major stakeholders in firms are the state or quasi-state institu-
tions. China has a two-tier board model. The supervisory board has a minimum
of one-third of employees as members, but with limited influence on organis-
ational activities, which is the responsibility of operating boards. Boards are
required to have non-executive directors who have recently been required to
be independent. The appointment of top management was tightly controlled
by government but this has diminished over the years. Senior managers have,
however, usually started their careers in government positions.?

Public services have a wide variety of arrangements for governing bodies, but
there are some commonalities. Governing bodies are often ‘representational’ of
key stakeholders, in practice even if not by regulation. This particularly applies
to the place of employees and unions on governing bodies. There has been a
move in many countries to increase the proportion of (so-called) independent
members on governing bodies. These independent members are the nearest
equivalent of the non-executive director in the private sector.

4.2.4 How governing bodies influence strategy

A common issue increasingly debated is, then, the role of boards of directors and
of directors themselves. Since boards have the ultimate responsibility for the
success or failure of an organisation as well as the benefits received by share-
holders or wider stakeholders, they must be concerned with strategy. However,
there are two broad choices on how they do this:

® Strategic management can be entirely delegated to management — with the
board receiving and approving plans/decisions. Here the ‘stewardship’ role of
the board requires processes that ensure that the purpose of the organisation
and its strategies are not ‘captured’ by management at the expense of other
stakeholders — particularly the owners. The Enron case is an extreme example
of how this can happen.

® The board can engage with management in the strategic management process.
But this has many practical problems concerning the time and knowledge
level of (particularly) non-executive directors to perform their role this way.
This problem can be especially pronounced in organisations such as charities
or public bodies with governing boards or trustees of people committed to
the mission of the organisation, keen to become involved but with limited
operational understanding of it.

In the guidelines increasingly issued by governments?” or advocated by com-
mentators to try to ensure that boards act in the interests of their shareholders
and beneficiaries, there are some common themes:
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4.2.5

Boards must be seen to operate ‘independently’ of the management of the com-
pany. So the role of non-executive directors is heightened.

Boards must be competent to scrutinise the activities of managers. So the col-
lective experience of the board, its training and the information at its disposal
are crucially important.

Directors must have the time to do their job properly. So limitations on the
number of directorships that an individual can hold are also an important
consideration.

However, it is the behaviour of boards and their members that is likely to be
most significant?® whatever structural arrangements are put in place. For
example, respect, trust, ‘constructive friction” between board members, fluid-
ity of roles, individual as well as collective responsibility, and the evaluation of
individual director and collective board performance.

Ownership choices

Within the broad governance structures that exist, different forms of ownership
will have an effect on the purposes of an organisation and the strategies pursued.
There may in turn be issues as to whether the form of ownership is appropriate
to the strategic purposes of an organisation.

Private or public ownership of equity is an issue for commercial organisations.
As they develop and grow, many organisations — for example, family busi-
nesses — move from private ownership to a publicly quoted corporation. Such
a decision might be made because the owners decide that increased equity
is required to finance the growth of the business. The family members who
own the business need to recognise that their role will change. They become
answerable to a much wider group of shareholders and to institutions acting
for those shareholders.

Sale of all or part of the company may be a choice faced by the board of directors
of a business which has a responsibility to provide shareholders with a return
on their investment. A board may arrive at the view that a different corporate
parent would better achieve this primary purpose. Or a business may become
the target for an acquisition and a board might decide that such an offer is more
attractive to shareholders than the returns it can promise in the future.

® Acquisition of another business may also be considered. Acquiring other busi-

nesses may raise significant issues about the purpose of the corporate entity
as Chapter 7 (section 7.4) shows. However, questions have been raised as
to whether acquisitions are in the best interests of shareholders. Many fail to
deliver the promised benefits to shareholders; at least in the short/medium
term, they are likely to lead to loss of shareholder value. The concern centres
on the principal-agent issue and the potential conflict of interest between a
board of directors and the best interests of shareholders. Directors may pursue
such acquisitions because they enlarge their empire, improve their financial
rewards or because they feel that investment analysts expect acquisitive
growth. Mergers and acquisitions are discussed more fully in Chapter 10 (sec-
tion 10.2.2).
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® Mutual ownership and partnerships have been the tradition in some sectors.
Insurance companies and building societies were traditionally owned by their
customers rather than by shareholders. In theory, such an arrangement
might seem to bring together the principal beneficiaries of shareholders and
customers and facilitate strategy being developed in the interest of both.
However, ownership can remain highly fragmented under such a structure,
leading to the same principal-agent problems discussed earlier. Indeed, many
UK building societies have become banks and changed their form of owner-
ship by de-mutualising, thus changing governance arrangements to be more
similar to companies. There are also signs that law firms and accountancy
firms, so long wedded to partnership structures, are also moving to more
corporate models of ownership.

® Privatisation of public sector bodies has occurred in many countries.
Historically, most public sector bodies were tightly controlled by central or
local government. Governments took decisions to privatise in order to require
organisations to face up to market forces, become more aware of customer
needs and competitive pressures, and so as to provide access to private sector
capital. In turn, managers found more latitude in terms of strategic choice —
what they could provide in terms of product or services; the ability to diversify,
raise capital for expansion, and so on.

@ BUSINESS ETHICS AND SOCIAL RESPONSIBILITY>®

Underlying the discussion of corporate governance is the issue highlighted in the
Introduction. Is the purpose of an organisation and its strategy for the benefit of
a primary stakeholder such as the shareholders of a company, or is it there for
the benefit of a wider group of stakeholders? In turn this raises the question of
societal expectations placed on organisations and how these impact on an organ-
isation’s purposes. Governments have increasingly taken the view that these
expectations cannot be achieved through regulation alone. This is the province
of business ethics and it exists at two levels:

® At the macro level, there are issues about the role of businesses and other
organisations in society. Expectations range from laissez-faire free enterprise
at one extreme to shapers of society at the other. The broad ethical stance of
an organisation is a matter of corporate social responsibility.

® At the individual level, business ethics is about the behaviour and actions of
people in organisations. This is clearly an important issue for the management
of organisations in general, but it is discussed here in terms of the role of man-
agers in the strategic management process.

4.3.1 Corporate social responsibility

The regulatory environment and the corporate governance arrangements for
an organisation determine its minimum obligations towards its stakeholders.
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Corporate social responsibility (CSR) is concerned with the ways in which an
organisation exceeds its minimum obligations to stakeholders specified through
regulation. However, the legal and regulatory frameworks under which busi-
nesses operate pay uneven attention to the rights of different stakeholders. For
example, contractual stakeholders — such as customers, suppliers or employees —
have a legal relationship with an organisation, and community stakeholders —
such as local communities, consumers (in general) and pressure groups — do not
have the protection of the law.*®* CSR policies of companies will be particularly
important to these community stakeholders.

Different organisations take very different stances on social responsibility.
These different stances will also be reflected in how they manage such responsi-
bilities. Exhibit 4.4 outlines four stereotypes to illustrate these differences.
They represent a progressively more inclusive ‘list’ of stakeholder interests and
a greater breadth of criteria against which strategies and performance will be
judged. The discussion that follows also explains what such stances typically
involve in terms of the ways companies act.>!

The laissez-faire view (literally ‘let do” in French) represents an extreme stance
where organisations take the view that the only responsibility of business is the
short-term interests of shareholders and to ‘make a profit, pay taxes and provide
jobs’.* It is for government to prescribe, through legislation and regulation, the

@ Corporate social responsibility stances

Corporate social
responsibility is
concerned with the ways
in which an organisation
exceeds its minimum
obligations to
stakeholders specified
through regulation

Laissez-faire Enlightened Forum for Shaper of
self-interest stakeholder society
interaction

Legal compliance:
make a profit, pay

Sound business
sense

Sustainability or
triple bottom line

Social and market
change

szl taxes and provide

jobs

Leadership Peripheral Supportive Champion Visionary
Middle Systems to ensure  Board-level issue; Individual

Management management good practice organisation-wide responsibility

9 responsibility monitoring throughout the
organisation
Mode Defensive to Reactive to outside Proactive Defining

outside pressures pressures

Stakeholder Unilateral Interactive Partnership Multi-organisation

relationships

alliances
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constraints which society chooses to impose on businesses in their pursuit of
economic efficiency. The organisation will meet these minimum obligations but
no more. Expecting companies to exercise social duties beyond this can, in
extreme cases, undermine the authority of government.

This stance may be taken by executives who are persuaded of it ideologically
or by smaller businesses that do not have the resources to do other than mini-
mally comply with regulations. Insofar as social good is pursued, this is justified
in terms of improving profitability.®® This might occur, for example, if social
obligations were imposed as a requirement for gaining contracts (for example,
if equal opportunities employment practices were required from suppliers to
public sector customers) or to defend their reputation. Responsibility for such
actions is likely to be with middle managers or functional heads rather than with
the chief executive who is unlikely to see this role as part of his or her brief.
Relationships with stakeholders are likely to be largely unilateral and one way
rather than interactive. The danger here is, of course, that this may not be how
society expects organisations to act. Indeed, it seems that society increasingly
expects more than this from large organisations and the evidence is that chief
executives themselves are aware of this and agree organisations should play a
more proactive role.**

Enlightened self-interest is tempered with recognition of the long-term financial
benefit to the shareholder of well-managed relationships with other stakeholders.
The justification for social action is that it makes good business sense. An organ-
isation’s reputation® is important to its long-term financial success and there is
a business case to be made for a more proactive stance on social issues in order
to recruit and retain staff, for example. So corporate philanthropy® or welfare
provision might be regarded as sensible expenditure like any other form of
investment or promotion expenditure. The sponsorship of major sporting or
arts events by companies is an example. The avoidance of ‘shady’ marketing
practices is also necessary to prevent the need for yet more legislation in that
area. Managers here would take the view that organisations not only have
responsibility to their shareholders but also a responsibility for relationships
with other stakeholders (as against responsibilities to other stakeholders) and
communication with stakeholder groups is likely to be more interactive than for
laissez-faire-type organisations. They may well also set up systems and policies
to ensure compliance with best practice (for example, ISO 14000 certification,
the protection of human rights in overseas operations, etc.) and begin to monitor
their social responsibility performance. Top management may also play more
of a part, at least insofar as they support the firm taking a more proactive
social role.

A forum for stakeholder interaction®” explicitly incorporates multiple stake-
holder interests and expectations rather than just shareholders as influences on
organisational purposes and strategies. Here the argument is that the perform-
ance of an organisation should be measured in a more pluralistic way than just
through the financial bottom line. Companies in this category might retain
uneconomic units to preserve jobs, avoid manufacturing or selling ‘anti-social’
products, and be prepared to bear reductions in profitability for the social good.
Some financial service organisations have also chosen to offer socially responsible
investment (SRI) ‘products’ to investors. These only include holdings in organ-
isations that meet high standards of social responsibility in their activities.
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However, here there are difficult issues of balance between the interests of
different stakeholders. For example, many public sector organisations are, rightly,
positioned within this group as they are subject to a wide diversity of expecta-
tions, and unitary measures of performance are often inadequate in reflecting
this diversity. There are also many family-owned small firms that are in this
category through the way that they operate. They will balance their own self-
interest with that of their employees and local communities even where this
might constrain the strategic choices they make (for example, overseas sourcing
vs. local production). Organisations in this category inevitably take longer over
the development of new strategies as they are committed to wide consultation
with stakeholders and with managing the difficult political trade-offs between
conflicting stakeholders’ expectations as discussed in section 4.3.

BP claims to have embraced the logic of ‘multi-stakeholder capitalism’, believ-
ing that its long-term survival is not just dependent on its economic performance
but on its social and environmental performance. Organisations such as BP may
elevate CSR to board-level appointments and set up structures for monitoring
social performance across its global operations. Targets, often through balanced
scorecards, may be built into operational aspects of business and issues of social
responsibility managed proactively and in a coordinated fashion. The expecta-
tion is that such a corporate stance will, in turn, be reflected in the ethical
behaviour of individuals within the firm. Organisations that take this position
do, of course, suffer if they are not seen to be meeting the standards of perform-
ance they espouse (see Illustration 4.2). Indeed, BP found this in 2006 when
it suffered both in the US courts and worldwide in the press for its shortcomings
in health and safety procedures that led to a fatal explosion at its refinery in
Texas City.

Shapers of society regard financial considerations as of secondary importance
or a constraint. These are activists, seeking to change society and social norms.
The firm may have been founded for this purpose, as in the case of the Body
Shop. The social role is, then, the raison d’étre of the business. They may see
their strategic purpose as ‘changing the rules of the game’ through which they
may benefit but by which they wish to assure that society benefits. In this role it
is unlikely that they will be operating on their own: rather they are likely to be
partnering with other organisations, commercial and otherwise, to achieve their
purposes.

The extent to which this is a viable ethical stance depends upon issues of
regulation, corporate governance and accountability. It is easier for a privately
owned organisation to operate in this way, since it is not accountable to external
shareholders. Some would argue that the great historical achievements of the
public services in transforming the quality of life for millions of people were
largely because they were ‘mission driven’ in this way, supported by a political
framework in which they operated. However, in many countries there have been
challenges to the legitimacy of this mission-driven stance of public services and
demands for citizens (as taxpayers) to expect demonstrable best value from
them. Charitable organisations face similar dilemmas. It is fundamental to their
existence that they have zeal to improve the interests of particular groups in
society, but they also need to remain financially viable, which can lead to them
being seen as over-commercial and spending too much on administration or
promotional activities.
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BP, ‘Beyond Petroleum’ and the Texas City disaster

Companies have increasingly been explicit about their stance on social responsibility.
But in so doing they can increase their vulnerability when things go wrong.

The global energy company BP under the
leadership of John Browne has been applauded for
developing an explicit code of social responsibility
emphasising efficient and sustainable energy,
energy diversity, concern for climate change, local
development where it operates and high levels of
safety. This stance was publicised in an advertising
campaign promoting the slogan ‘Beyond
Petroleum’. Further, as John Browne stated
(Business Strategy Review, vol. 17, no. 3 (2006),
pp. 53-56), ‘Our commitment to responsibility has
to be expressed not in words, but in the actions

of the business, day in and day out, in every

piece of activity and every aspect of behaviour.’

It was, therefore, a major disaster, not only to
the local community and its families, but also to
BP when, in 2005, an explosion at BP’s Texas City
oil refinery killed 15 workers. In September 2005
BP was given a £12m (€17m) fine by the US
Department of Labor for 300 safety violations
at the Texas City plant.

The press were unremitting in their criticism.
The disaster had happened in the same year as
BP profits soared and Browne, himself, was given
pay and share remuneration in 2005 estimated
at £6.5m. BPs top management were aware of
‘significant safety problems’ not only at the Texas
City refinery but at 34 other locations around the
world. They emphasised cost cutting over safety.
They didn’t listen to people lower down in the
organisation; they reported a staff survey that rated
‘making money’ as the top priority and ‘people’ as
the lowest. Too many jobs have been outsourced
to cheaper contractors, and so it went on.

In January 2007 John Browne announced that
he would be quitting BP 18 months early to be
succeeded by Tony Haywood who had been in
charge of BP’s exploration and production division.

Passed over was John Manzoni, the board director
in charge of refining, with the responsibility of
refineries.

In 2005 BP had asked James Baker, former US
Secretary of State, to undertake an independent
investigation. In January 2007, Baker reported:

BP has not provided effective process safety leadership
and has not adequately established process safety as

a core value across all its five U.S. refineries. . . . BP
tended to have a short-term focus and its decentralized
management system and entrepreneurial culture have
delegated substantial discretion to U.S. refinery plant
managers without clearly defining process safety
expectations, responsibilities or accountabilities. . . . The
company did not always insure that adequate resources
were effectively allocated to support or sustain a high
level of process safety performance.

The company relied excessively on monitoring
injury rates which ‘significantly hindered its
perception of process risk’. Incidents and near
misses were probably under-reported and, when
spotted, root causes often not identified correctly.
BP responded that it planned ‘significant
external recruitment . . . to increase underlying
capability in operations and engineering’ and that
modern process control systems would be installed
at its refineries. But the company’s social
responsibility stance had taken a battering.

Questions

1 How would you categorize BP’s stance on
social responsibility in terms of Exhibit 4.4?

2 Can top management effectively manage
social responsibility at local level? How?

3 Will the negative publicity around the Texas
City disaster affect BP’s strategy?



» CHAPTER 4 STRATEGIC PURPOSE

4.3.2

On the face of it, shapers of society represent the other end of the spectrum
from laissez-faire firms. However, it is worth noting that some large firms that
espouse a laissez-faire approach, arguably such as NewsCorp or Haliburton, are
actively engaged in trying to shape society, albeit towards their view of the social
role of business.

Increasingly there is a view by managers themselves that the laissez-faire
position is not acceptable;*® that businesses need to take a socially responsible
position. This is not solely for ethical reasons but because there is a belief that
there are advantages to businesses in so doing and dangers if they do not. Being
socially responsible reduces the risk of negative stakeholder (not least customer)
reactions and can help retain loyal, motivated employees. Social responsibility is
therefore justified in terms of the ‘triple bottom line’ — social and environmental
benefits as well as increased profits. Indeed it is argued that socially responsible
strategies should be followed because they can provide a basis of gaining com-
petitive advantage. The need is to seek ‘win—-win’ situations to optimise the
economic return on environmental investments:* ‘The essential test . . .is not
whether a cause is worthy but whether it presents an opportunity to create
shared value - that is meaningful benefit for society that is also valuable to the
business.’*® Fighting the AIDS pandemic in Africa is not just a matter of ‘good
works’ for a pharmaceutical company or an African mining company, it is cen-
tral to their own interests. Similarly helping reduce carbon emissions provides a
business opportunity for a car manufacturer.* The lobby for more eco-friendly
packaging in Sweden prompted Ecolean to produce packaging that is not only
environmentally friendly but costs 25 per cent less than its competitors.*

However, it is less clear whether there really are economic pay-offs. Arguably,
if the competitive advantage case is to be taken seriously, then this should be evid-
ent in terms of enhanced profits. The evidence is equivocal. There is a claim for
the links of an enlightened self-interest approach to superior financial per-
formance.® For example, researchers have sought to establish if ethical investment
funds outperform other funds because they invest in socially responsible firms?
Some claim such funds perform no better or worse than others and argue that
the case for CSR cannot be based on profit performance.** Others argue that
there is evidence for higher performance if the abilities of such investors to spot
the best investments is taken into account.*” In short, the jury is out on this.

Exhibit 4.5 provides some questions against which an organisation’s actions
on CSR can be assessed. Social auditing* is a way of ensuring that issues of CSR
are systematically reviewed and has been championed by a number of progres-
sive organisations. This takes several forms, ranging from social audits under-
taken by independent external bodies, through aspects of the social agenda that
are now mandatory in company reporting (for example, some environmental
issues) to voluntary social accounting by organisations themselves.

The role of individuals and managers

Ethical issues have to be faced at the individual as well as corporate level and can
pose difficult dilemmas for individuals and managers. Some examples are shown
in Illustration 4.3. These raise questions about the responsibility of an indi-
vidual who believes that the strategy of his or her organisation is unethical (for
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@ Some questions of corporate social responsibility

Should organisations be responsible for. ..
| INTERNAL ASPECTS

Exployee welfare
... providing medical care, assistance with housing finance, extended sick leave,
assistance for dependants, etc.?

Working conditions
.. . job security, enhancing working surroundings, social and sporting clubs, above-
minimum safety standards, training and development, etc.?

Job design
.. . designing jobs to the increased satisfaction of workers rather than just for economic
efficiency? This would include issues of work/life balance?

Intellectual property
.. . respecting the private knowledge of individuals and not claiming corporate
ownership?

EXTERNAL ASPECTS

Environmental issues
... reducing pollution to below legal standards if competitors are not doing so?
.. . energy conservation?

Products
... dangers arising from the careless use of products by consumers?

Markets and marketing
.. . deciding not to sell in some markets?
.. . advertising standards?

Suppliers
... ‘fair’ terms of trade?
.. . blacklisting suppliers?

Employment
.. . positive discrimination in favour of minorities?
... maintaining jobs?

Community activity
.. . sponsoring local events and supporting local good works?

Human rights

.. . respecting human rights in relation to: child labour, workers’ and union rights,
oppressive political regimes? Both directly and in the choice of markets, suppliers
and partners?

example, its trading practices) or is not adequately representing the legitimate
interests of one or more stakeholder groups. Should that person leave the com-
pany on the grounds of a mismatch of values; or is whistleblowing*” appropriate,
such as divulging information to outside bodies, for example regulatory bodies or
the press?

Given that strategy development can be an intensely political process with
implications for the personal careers of those concerned, managers can find
difficulties establishing and maintaining a position of integrity. There is also
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lllustration 4.3

Ethical dilemmas

Managers face a range of different ethical dilemmas that need to be resolved.

Conflicting objectives

You are a Dutch manager in charge of the mining
operations of your multinational company in Namibia.
You employ mainly local workers on very low wages.
Your operation provides livelihood for 1,000 families
and is the mainstay of the local economy. There is no
other local work other than subsistence farming. You
have discovered many safety problems with the mine
but the company engineer has advised that the cost of
upgrading facilities would make the mine uneconomic.
Closing the mine would cause a major political stir and
harm the parent company’s reputation. But keeping it
open risks the chance of a major disaster.

Performance data

You are the recently appointed head teacher of a
school that is now improving following a period of very
poor performance under your predecessor. It has been
made clear that one important performance indicator
is pupil attendance levels — that must be brought up
to the national average (95 per cent). You have now
collected all the data for your regular statistical

return and notice to your disappointment that your
attendance record has fallen just below your required
target. On discussing this with your deputy she asks

if you would like her to ‘re-examine and correct’ the
attendance data before submission.

Bribery

You are the newly appointed manager in charge

of a new sales office in New York set up following
extensive market research by your British company.
After a few months you discover that none of the
company’s products can be sold in New York without
code approval from an obscure New York authority
that is controlled by Local 4 of the electricians’ union.
Further investigation reveals that Local 4 had Mafia
connections.

Shortly afterwards you are visited by Local 4
representatives who offer you a deal. If the company
pays an annual ‘consultative fee’ of $12,000 (€10,000)
(with escalation clauses as sales grew) you will secure
approval in six months. The alternative is to attempt to
secure approval alone, which informed sources say is
unlikely to succeed.

Company policy is opposed to bribery. But the
project is a make-or-break one for the company’s
ventures in the USA and your own career. Given the
potential gains $12,000 is a small amount and would
probably be approved if presented ‘appropriately’.

Rationing

Rationing is one of the most important issues in many
public sector organisations. You are a Swedish doctor
working on secondment in charge of a local hospital
in rural Nigeria. It receives financial support from the
Nigerian government and a European medical charity.
However, the medical facilities are poor, particularly
supplies of medicines and blood. A bus leaving town
has collided with a tourist vehicle. Apart from several
fatalities there are four seriously injured survivors. Two
are local children (one aged 2, the other 10), one is

an elderly leader of a local tribe and the fourth is a
German tourist. Unless they have urgent blood
transfusions they are likely to die. There is only
enough blood for two patients.

Questions

You are the ‘player’ faced with each of these
dilemmas:

1 What choices of action do you have?

2 List the pros and cons of each choice to your
organisation, the external parties and yourself.

3 Explain what you would do and justify your
actions from an ethical point of view.
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Ethical guidelines (based on Texas Instruments’ approach to

Is action legal?

Does it comply with our values?

If you do it, will you feel bad?

How would this look in the newspaper?

If no, stop immediately

If it does not, stop

Ask your own conscience if you can
live with it

Ask, if this goes public tomorrow would

you do it today?

If you know it is wrong . . . Don’t do it

If you are not sure . . . Ask

And keep asking till you get an answer

Source: Angela Sutherland, Glasgow Caledonian University.

potential conflict between what strategies are in managers’ own best interest and
what strategies are in the longer-term interests of their organisation and the
shareholders. Some organisations, such as Texas Instruments, set down explicit
guidelines they expect their employees to follow (see Exhibit 4.6). Perhaps the
biggest challenge for managers is to develop a high level of self-awareness of
their own behaviour in relation to the issues raised above.*® This can be difficult
because it requires them to stand apart from often deep-rooted and taken-for-
granted assumptions that are part of the culture of their organisation — a key
theme of the next chapter.

o STAKEHOLDER EXPECTATIONS*

It should be clear from the preceding sections that the decisions managers have
to make about the purpose and strategy of their organisation are influenced by
the expectations of stakeholders. This poses a challenge because there are likely
to be many stakeholders, especially for a large organisation (see Exhibit 4.7),
with different, perhaps conflicting, expectations. This means that managers need
to take a view on (i) which stakeholders will have the greatest influence, there-
fore (ii) which expectations they need to pay most attention to and (iii) to what
extent the expectations and influence of different stakeholders vary.

Stakeholders
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@ Stakeholders of a large organisation

Owners/

hareholder
Political shareholders Financial

groups community

Government Activist

groups

_>
Suppliers Customers
Customer
Competitors advocate
groups
g g
Trade .
associations Lz
) Employees )

C

Source: From R.E. Freeman, Strategic Management: A Stakeholder Approach, pub. Pitman 1984 Copyright 1984 by R. Edward Freeman.

External stakeholders can be usefully divided into three types in terms of the
nature of their relationship with the organisation and, therefore, how they might
affect the success or failure of a strategy:>

® Economic stakeholders, including suppliers, competitors, distributors (whose
influence can be identified using the five-forces framework from Chapter 2
(Exhibit 2.2) and shareholders (whose influence can be considered in terms of
the governance chain discussed in section 4.2.1).

® Socio/political stakeholders, such as policy makers, regulators and government
agencies who will influence the ‘social legitimacy’ of the strategy.

® Technological stakeholders, such as key adopters, standards agencies and
owners of competitive technologies who will influence the diffusion of new
technologies and the adoption of industry standards.

The influence of these different types of stakeholders is likely to vary in dif-
ferent situations. For example, the ‘technological group” will be crucial for strat-
egies of new product introduction whilst the ‘social/political’ group is usually
particularly influential in the public sector context.
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There are also stakeholder groups internal to an organisation, which may
be departments, geographical locations or different levels in the hierarchy.
Individuals may belong to more than one stakeholder group, and such groups
may ‘line up’ differently depending on the issue or strategy in hand. Of course,
external stakeholders may seek to influence an organisation’s strategy through
their links with internal stakeholders. For example, customers may exert pres-
sure on sales managers to represent their interests within the company.

Since the expectations of stakeholder groups will differ, it is normal for
conflict to exist regarding the importance or desirability of many aspects of
strategy. In most situations, a compromise will need to be reached. Exhibit 4.8
shows some of the typical stakeholder expectations that exist and how they
might conflict. Global organisations may have added complications as they
are operating in multiple arenas. For example, an overseas division is part
of the parent company, with all that implies in terms of expectations about
behaviour and performance, but is also part of a local community, which has
different expectations. These two ‘worlds’ may not sit comfortably alongside
each other.>!

For these reasons, the stakeholder concept is valuable when trying to under-
stand the political context within which strategic developments take place.
Indeed, taking stakeholder expectations and influence into account is an import-
ant aspect of strategic choice, as will be seen in Chapter 10.

B4 E Some common conflicts of expectations

@ In order to grow, short-term profitability, cash flow and pay levels may
need to be sacrificed.

® ‘Short-termism’ may suit managerial career aspirations but preclude
investment in long-term projects.

® When family businesses grow, the owners may lose control if they
need to appoint professional managers.

© New developments may require additional funding through share issue
or loans. In either case, financial independence may be sacrificed.

@ Public ownership of shares will require more openness and
accountability from the management.

o Cost efficiency through capital investment can mean job losses.

e Extending into mass markets may require a decline in quality standards.

@ In public services, a common conflict is between mass provision and
specialist services (e.g. preventative dentistry or heart transplants).

@ In large multinational organisations, conflict can result because of a
division’s responsibilities to the company and also to its host country.
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4.4.1 Stakeholder mapping>>

Stakeholder mapping
identifies stakeholder
expectations and
power and helps in
understanding political
priorities

There are different ways in which stakeholder mapping can be used to gain an
understanding of stakeholder influence.>® The approach to stakeholder mapping
here identifies stakeholder expectations and power and helps in understanding
political priorities. It underlines the importance of two issues:

® How interested each stakeholder group is in impressing its expectations on the
organisation’s purposes and choice of strategies.

® Whether stakeholders have the power to do so (see section 4.4.3).

Power/interest matrix

The power/interest matrix can be seen in Exhibit 4.9. It describes the context
within which a strategy might be pursued by classifying stakeholders in relation
to the power they hold and the extent to which they are likely to show interest
in supporting or opposing a particular strategy. The matrix helps in thinking
through stakeholder influences on the development of strategy. However, it must
be emphasised that how managers handle relationships will depend on the gov-
ernance structures under which they operate (see section 4.2) and the stance
taken on corporate responsibility (section 4.3.1). For example, in some countries
unions may be very weak but in others they may be represented on supervisory
boards; banks may take an ‘arm’s-length’ relationship with regard to strategy
in some countries, but be part of the governance structures in others. A
laissez-faire type of business may take the view that it will only pay attention
to stakeholders with the most powerful economic influence (for example,
investors), whereas shapers of society might go out of their way to engage with

@ Stakeholder mapping: the power/interest matrix

Level of interest

Low High
Low A
A B
Minimal effort  Keep informed
Power
C D
Keep satisfied Key players
High 7

Source: Adapted from A. Mendelow, Proceedings of the Second International Conference on Information Systems, Cambridge, MA, 1991.
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and influence the expectations and involvement of stakeholders who would not
typically see themselves as influential.

In order to show the way in which the matrix may be used, the discussion
here takes the perspective of a business where managers see themselves as
formulating strategy by trying to ensure the compliance of stakeholders to their
own assessment of strategic imperatives. In this context the matrix indicates
the type of relationship that such an organisation might typically establish with
stakeholder groups in the different quadrants. Clearly, the acceptability of
strategies to key players (segment D) is of major importance. It could be that
these are major investors, but it could also be particular individuals or agencies
with a lot of power — for example, a major shareholder in a family firm or a
government funding agency in a public sector organisation. Often the most
difficult issues relate to stakeholders in segment C. Although these might, in
general, be relatively passive, a disastrous situation can arise when their level of
interest is underrated and they suddenly reposition to segment D and frustrate
the adoption of a new strategy. Institutional shareholders such as pension
funds or insurance firms can fall into this category. They may show little inter-
est unless share prices start to dip, but may then demand to be heard by senior
management.

Similarly, organisations might address the expectations of stakeholders in
segment B, for example community groups, through information provision. It
may be important not to alienate such stakeholders because they can be crucially
important ‘allies” in influencing the attitudes of more powerful stakeholders: for
example, through lobbying.

Stakeholder mapping might help in understanding better some of the follow-
ing issues:

® In determining purpose and strategy, which stakeholder expectations need to
be most considered?

® Whether the actual levels of interest and power of stakeholders properly reflect
the corporate governance framework within which the organisation is operat-
ing, as in the examples above (institutional investors, community groups).

® Who the key blockers and facilitators of a strategy are likely to be and how this
could be responded to — for example, in terms of education or persuasion.

® Whether repositioning of certain stakeholders is desirable and/or feasible.
This could be to lessen the influence of a key player or, in certain instances, to
ensure that there are more key players who will champion the strategy (this is
often critical in the public sector context).

® Maintaining the level of interest or power of some key stakeholders may be
essential. For example, public ‘endorsement” by powerful suppliers or cus-
tomers may be critical to the success of a strategy. Equally, it may be neces-
sary to discourage some stakeholders from repositioning themselves. This is
what is meant by keep satisfied in relation to stakeholders in segment C, and
to a lesser extent keep informed for those in segment B. The use of side pay-
ments to stakeholders as a means of securing the acceptance of new strategies
can be a key maintenance activity. For example, a ‘deal’ may be done with
another department to support them on one of their strategies if they agree not
to oppose this strategy.
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lllustration 4.4a

Stakeholder mapping at Tallman GmbH

Stakeholder mapping can be a useful tool for determining the political priorities for

specific strategic developments or changes.

Tallman GmbH was a German bank providing both
retail and corporate banking services throughout
Germany, Benelux and France. There were concerns
about its loss in market share in the corporate sector
which was serviced from two centres — Frankfurt (for
Germany and Benelux) and Toulouse (for France). It
was considering closing the Toulouse operation and
servicing all corporate clients from Frankfurt. This
would result in significant job losses in Toulouse,
some of which would be replaced in Frankfurt
alongside vastly improved IT systems.

Two power/interest maps were drawn up by the
company officials to establish likely stakeholder
reactions to the proposed closure of the Toulouse
operation. Map A represents the likely situation and

Map A: The likely situation

map B the preferred situation — where support for
the proposal would be sufficient to proceed.

Referring to map A, it can be seen that, with the
exception of customer X and IT supplier A, the
stakeholders in box B are currently opposed to the
closure of the Toulouse operation. If Tallman was to
have any chance of convincing these stakeholders to
change their stance to a more supportive one, the
company must address their questions and, where
possible, alleviate their fears. If such fears were
overcome, these people might become important
allies in influencing the more powerful stakeholders
in boxes C and D. The supportive attitude of
customer X could be usefully harnessed in this
quest. Customer X was a multinational with

Map B: The preferred situation

Shareholder M (-)
Toulouse office (-)
Customer X (+)
French minister (-)
Marketing (-)

A g T supplier A +)

French minister Shareholder M (-)
Toulouse office (-)
Marketing (-)

IT supplier A (+)

A B

Customer Z
German minister

Customer Y (+)
Frankfurt office (+)
Corporate finance (+)

Customer Z
German minister

Customer X (+)
Customer Y (+)
Frankfurt office (+)
Corporate finance (+)

These questions can raise difficult ethical issues for managers in deciding
the role they should play in the political activity surrounding stakeholder
management. This takes the debate back to the considerations of governance
and ethics discussed earlier in the chapter. For example, are managers really the
honest brokers who weigh the conflicting expectations of stakeholder groups?
Or should they be answerable to one stakeholder — such as shareholders —
and hence is their role to ensure the acceptability of their strategies to other



operations throughout Europe. It had shown
dissatisfaction with the inconsistent treatment
that it received from Frankfurt and Toulouse.

The relationships Tallman had with the
stakeholders in box C were the most difficult to
manage since, whilst they were considered to be
relatively passive, largely due to their indifference to
the proposed strategy, a disastrous situation could
arise if their level of interest was underrated. For
example, if the German minister were replaced, her
successor might be opposed to the strategy and
actively seek to stop the changes. In this case they
would shift to box D.

The acceptability of the proposed strategy to the
current players in box D was a key consideration. Of
particular concern was customer Y (a major French
manufacturer who operated only in France —
accounting for 20 per cent of Toulouse corporate
banking income). Customer Y was opposed to the
closure of the Toulouse operation and could have
the power to prevent it from happening, for example
by the withdrawal of its business. The company
clearly needed to have open discussions with this
stakeholder.

By comparing the position of stakeholders in
map A and map B, and identifying any changes and
mismatches, Tallman could establish a number of
tactics to change the stance of certain stakeholders
to a more positive one and to increase the power of
certain stakeholders. For example, customer X could
be encouraged to champion the proposed strategy
and assist Tallman by providing media access, or
even convincing customer Y that the change could
be beneficial.

STAKEHOLDER EXPECTATIONS @

Tallman could also seek to dissuade or prevent
powerful stakeholders from changing their stance to
a negative one: for example, unless direct action
were taken, lobbying from her French counterpart
may well raise the German minister’s level of
interest. This has implications for how the company
handles the situation in France. Time could be
spent talking the strategy through with the French
minister and also customer Y to try to shift them
away from opposition at least to neutrality, if not
support.

Question

To ensure that you are clear about how to
undertake stakeholder mapping, produce your
own complete analysis for Tallman GmbH
against a different strategy, that is to service
all corporate clients from Toulouse. Ensure
that you go through the following steps:

1 Plot the most likely situation (map A) —
remembering to be careful to reassess
interest and power for each stakeholder
in relation to this new strategy.

2 Map the preferred situation (map B).

3 Identify the mismatches — and hence the
political priorities. Remember to include
the need to maintain a stakeholder in its
‘opening’ position (if relevant).

4 Finish off by listing the actions you would
propose to take and give a final view of the
degree of political risk in pursuing this new
strategy.

stakeholders? Or are they, as many authors suggest, the real power themselves,
constructing strategies to suit their own purposes and managing stakeholder
expectations to ensure acceptance of these strategies?

Illustration 4.4a shows some of the practical issues of using stakeholder
mapping to understand the political context surrounding a new strategy and to
establish political priorities. The example relates to a German bank with head-
quarters in Frankfurt (Germany) and providing corporate banking services from
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4.4.2

Power is the ability of
individuals or groups to
persuade, induce or
coerce others into
following certain courses
of action

head office and a regional office in Toulouse (France). It is considering the
closure of its Toulouse office and providing all corporate banking services from
Frankfurt.

The example illustrates two further issues.

@ Stakeholder groups are not usually ‘homogeneous’ but contain a variety of sub-
groups with different expectations and power. In the illustration, customers
are shown divided into those who are largely supportive of the strategy (cus-
tomer X), those who are actively hostile (customer Y) and those who are indif-
ferent (customer Z). So when using stakeholder mapping, there is clearly a
balance to be struck between describing stakeholders too generically — hence
hiding important issues of diversity — and too much subdivision, making the
situation confusing and difficult to interpret.

® The role and the individual currently undertaking that role need to be dis-
tinguished. It is useful to know if a new individual in that role would shift
the positioning. Serious misjudgements can be made if care is not paid to
this point. In the example, it has been concluded that the German minister
(segment C) is largely indifferent to the new development - it is low in
her priorities. However, a change of minister might change this situation.
Although it will be impossible for the bank to remove such uncertainties
entirely, there are implications for the political priorities. For example, those
permanent officials who are advising the minister need to be kept satisfied,
since they will outlive individual ministers and provide a continuity which can
diminish uncertainty. It is also possible, of course, that the German minister’s
level of interest will be raised by lobbying from her French counterpart. This
would have implications for how the company handles the situation in France.

Power>*

The previous section was concerned with understanding stakeholder expecta-
tions and highlighted the importance of power. It has been seen that, in most
organisations, power will be unequally shared between the various stakeholders.
For the purposes of this discussion, power is the ability of individuals or groups
to persuade, induce or coerce others into following certain courses of action.
This is the mechanism by which one set of expectations will influence strategic
development or seek compromise with others.

There are many different sources of power. On the one hand, there is power
that people or groups derive from their position within the organisation, the
resources or know-how they control, and through the formal corporate govern-
ance arrangements. Stakeholders may also have power by other means, as
summarised in Exhibit 4.10. This exhibit can be used to understand how power-
ful each stakeholder is in influencing a particular strategy (as part of stakeholder
mapping).

The relative importance of these sources will vary over time. Indeed, major
changes in the business environment can significantly shift the power balance
between organisations and their stakeholders. For example, consumers’ knowl-
edge of different companies’ offerings through Internet browsing has increased
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SUILIESES Sources and indicators of power

Sources of power

| Within organisations For external stakeholders

@ Hierarchy (formal power), @ Control of strategic resources,
e.g. autocratic decision making e.g. materials, labour, money

@ Influence (informal power), @ Involvement in strategy implementation,
e.g. charismatic leadership e.g. distribution outlets, agents

o Control of strategic resources, @ Possession of knowledge or skills,
e.g. strategic products e.g. subcontractors, partners

® Possession of knowledge and skills, @ Through internal links,
e.g. computer specialists e.g. informal influence

® Control of the human environment,
e.g. negotiating skills

@ Involvement in strategy implementation,
e.g. by exercising discretion

Indicators of power

| Within organisations For external stakeholders
o Status o Status
e Claim on resources © Resource dependence
® Representation @ Negotiating arrangements
@ Symbols @ Symbols

their power considerably as they compare different offerings and reduce their
traditional loyalty to a particular supplier. Deregulation and ‘citizen empower-
ment’ have required public service organisations to adopt more customer-
focused strategies.

Since there are a variety of different sources of power, it is useful to look for
indicators of power, which are the visible signs that stakeholders have been able
to exploit sources of power. Indicators of power include: the status of the indi-
vidual or group (such as job grade or reputation); the claim on resources (such as
budget size); representation in powerful positions; and symbols of power (such as
office size or use of titles and names). It should be remembered, however, that
the distribution of power will vary in relation to the strategy under consideration.
For example, a corporate finance function will be more powerful in relation to
developments requiring new capital or revenue commitments than in relation
to ones which are largely self-financing or within the financial authority of sep-
arate divisions or subsidiaries.
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lllustration 4.4b

Assessment of power at Tallman GmbH

Assessing the power of stakeholders is an important part of stakeholder mapping.

The corporate finance department is seen as deciding where to locate the stakeholders on the
powerful by all measures, and the marketing power/interest maps.

department universally weak. Equally, the Frankfurt Combining the results of this analysis with the
operation is particularly powerful compared with stakeholder mapping exercise, it can be seen that
Toulouse. This analysis provides important data Toulouse’s only real hope is to encourage supplier
in the process of stakeholder mapping, since the A to reposition by convincing it of the increased IT
strategic importance of power is also related to opportunities which a two-centre operation would

whether individuals or groups are likely to exercise provide. Perhaps shareholder M could be helpful
their power. This assessment thus helped in in this process through lobbying the supplier.

Internal stakeholders

Indicators of power Corporate finance Marketing Frankfurt Toulouse
Status

Position in hierarchy (closeness to board) H L H M
Salary of top manager H L H L
Average grade of staff H M H L
Claim on resources

Number of staff M H M M
Size of similar company H L H L
Budget as per cent of total H M H L
Representation

Number of directors H None M None
Most influential directors H None M None
Symbols

Quality of accommodation H L M M
Support services H L H L

H=high M =medium L =Ilow

External stakeholders

Indicators of power IT supplier A Customer Y Shareholder M
Status M H L
Resource dependence M H H
Negotiating arrangements M H L
Symbols M H L

H=high M =medium L =Ilow
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A similar understanding of the power held by external stakeholders can be
useful. The indicators of power here are slightly different:

® The status of an external stakeholder can often be inferred by the speed with
which the company responds.

® Resource dependence in terms of the relative size of shareholdings or loans, or
the proportion of a company’s business tied up with any one customer, or a
similar dependence on suppliers. A key indicator could be the ease with which
a supplier, financier or customer could switch or be switched at short notice.

® Symbols are also valuable clues about power. For example, whether the man-
agement team wine and dine a customer or supplier, or the level of person in
the company who deals with a particular supplier.

Again, no single indicator will give a full understanding of the extent of the
power held by external stakeholders. Illustration 4.4b shows these indicators of
power for the bank from the previous illustration. It can be seen that Toulouse’s
only real hope of survival is to encourage supplier A to ‘reposition” by convinc-
ing it of the increased IT opportunities that a two-centre operation would pro-
vide. Perhaps shareholder M could be helpful in this process through lobbying
the supplier.

ORGANISATIONAL PURPOSES: VALUES, MISSION, VISION
AND OBJECTIVES

The previous sections have looked at factors that influence the overall purpose
of an organisation. However, it is managers who will need to form a view on this
purpose and find a way of expressing it. It may be that an explicit statement of
such a purpose is a formal requirement of corporate governance or expected of
the organisation by one or more stakeholders. Or it may be that managers them-
selves decide such a statement is useful. This section will look at the different
ways in which such purpose may be expressed explicitly through statements of
corporate values, vision, mission and objectives.

4.5.1 Corporate values

Increasingly organisations have been keen to develop and communicate a set
of corporate values that define the way that the organisation operates.” Of
Core values are the particular importance are an organisation’s core values — these are the under-
underlying principles that  ]ying ‘principles’ that guide an organisation’s strategy. For example, emergency
guide an organisation’s . X . . 1.
strategy services such as ambulance and the fire brigades have an overriding com-
mitment to saving life that employees are committed to the extent that they
will break strike action or risk their own lives to attend emergencies when life
is threatened. Jim Collins and Jerry Porras have argued that the long-run
success of many US corporates — such as Disney, General Electric or 3M - can be
attributed (at least in part) to strong core values.”® There are again, however,
potential downsides to public statements of corporate values if an organisation
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4.5.2

A mission statement
aims to provide
employees and
stakeholders with clarity
about the overall purpose
and raison d’étre of the
organisation.

A vision statement is
concerned with what the
organisation aspires to be

Mission and
vision

4.5.3

Objectives are
statements of specific
outcomes that are to be
achieved

demonstrably fails to live them out in practice (see Illustration 4.2). It is also
important to distinguish between the core values expressing the way the organ-
isation is, as distinct from those to which the organisation wishes to aspire.
Unless this distinction is clear there is room for considerable misunderstand-
ing and cynicism about statements of corporate values. In either case such
statements may be concerned with aspects of corporate social responsibility as
discussed in section 4.3.

Mission and vision statements

Whereas corporate values may be a backcloth and set boundaries within which
strategies are developed, a mission statement and a vision statement are typically
more explicitly concerned with the purpose of an organisation in terms of its
strategic direction. In practice the distinction between mission and vision state-
ments can be hazy but they are intended to be different as follows:

® A mission statement aims to provide employees and stakeholders with clarity
about the overall purpose and raison d’étre of the organisation. It is therefore
to do with building understanding and confidence about how the strategy of
the organisation relates to that purpose.

® A vision statement is concerned with what the organisation aspires to be. Its
purpose is to set out a view of the future so as to enthuse, gain commitment
and stretch performance.

Although both mission and vision statements became widely adopted by the
early 2000s, many critics regard them as bland and wide ranging.’” However,
arguably if there is substantial disagreement within the organisation or with
stakeholders as to its mission (or vision), it may well give rise to real problems in
resolving the strategic direction of the organisation. So, given the political nature
of strategic management, they can be a useful means of focusing debate on the
fundamentals of the organisation. Illustration 4.5 shows examples of mission,
vision and value statements.

Objectives

Objectives are statements of specific outcomes that are to be achieved.
Objectives — both at the corporate and at the business unit level — are often
expressed in financial terms. They could be the expression of desired sales or
profit levels, rates of growth, dividend levels or share valuations.®® However,
organisations may also have market-based objectives, many of which are
quantified as targets — such as market share, customer service, repeat business
and so on.

There are three related issues that managers need to consider with regard to
setting objectives.

® Objectives and measurement. Objectives are typically quantified. Indeed, some
argue® that objectives are not helpful unless their achievement can be
measured. However, this does raise the question as to how many objectives
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lllustration 4.5

Mission, vision and values statements

Can well-crafted statements of mission, vision or values be an important means of

motivating an organisation’s stakeholders?

Tata Steel

Mission 2007

Consistent with the vision and values of the founder
Jamsetji Tata, Tata Steel strives to strengthen India’s
industrial base through the effective utilisation of staff and
materials. The means envisaged to achieve this are high
technology and productivity, consistent with modern
management practices.

Tata Steel recognises that while honesty and integrity
are the essential ingredients of a strong and stable
enterprise, profitability provides the main spark for
economic activity.

Overall, the company seeks to scale the heights of
excellence in all that it does in an atmosphere free from
fear, and thereby reaffirms its faith in democratic values.

Vision 2007
To seize the opportunities of tomorrow and create a
future that will make us an EVA positive company.

To continue to improve the quality of life of our
employees and the communities we serve.

To revitalise the core business for a sustainable future.

To venture into new businesses that will own a share of
our future.

To uphold the spirit and values of Tatas towards nation
building.

The Metropolitan Police
Mission and values
Our mission: Working together for a safer London.

Our values: Working together with all our citizens, all our
partners, all our colleagues:

We will have pride in delivering quality policing. There is
no greater priority.

We will build trust by listening and responding.

We will respect and support each other and work as a team.

We will learn from experience and find ways to be even
better.

We are one team — we all have a duty to play our part in
making London safer.

Villeroy & Boch

Company vision

To be the leading European lifestyle brand with high
competence and trend-setting style for high-end design
and living.

Five values — one philosophy

|. Customers. Our success is measured by the
enthusiasm our customers show for our products and
services. A constant challenge is to satisfy the high
expectations architects, retailers, the trade and end
consumers have of the ‘Villeroy & Boch’ brand. We
convince them with competence and experience.

Il. Employees. In the long run a strong market position
can only be achieved by having innovative and committed
employees. Our priority task is to motivate them and
cultivate their team spirit, encouraging them to achieve
personal and joint goals.

Il: Innovation. If we lay claim to a leading position on the
international markets it is not enough to follow trends.
Those who want to secure their competitive edge
worldwide must recognise and shape trends early on.
IV: Earning power. An important concern for us is to
maintain the independence of the company and achieve
long-term success. The fundamentals for this are a
balanced portfolio, earnings-oriented growth, high and
constant rates of return and appropriate dividends.

V: Responsibility. Not many companies have made
regional economic history as well as European cultural
and social history. Villeroy & Boch is one of them, and
thus bears many responsibilities. We feel obligated not
only to our employees, shareholders and customers, but
also to the environment and society.

Questions

1 Which of these statements do you think are
likely to motivate which stakeholders? Why?

2 Could any of them have been improved? How?

3 Identify other statements of mission, vision,
purpose or values that you think are
especially well crafted and explain why.
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expressed in such ways are useful. Certainly there are times when specific
quantified objectives are required, for example when urgent action is needed
and it becomes essential for management to focus attention on a limited num-
ber of priority requirements — as in a turnaround situation (see section 14.5.1).
If the choice is between going out of business and surviving, there is no room
for latitude through vaguely stated requirements. However, it may be that in
other circumstances - for example, in trying to raise the aspirations of people
in the organisation — more attention needs to be paid to qualitative statements
of purpose such as mission or vision statements.

® Objectives and control. A recurring problem with objectives is that managers
and employees ‘lower down’ in the hierarchy are unclear as to how their
day-to-day work contributes to the achievement of higher level of objectives.
This could, in principle, be addressed by a ‘cascade’ of objectives — defining a
set of detailed objectives at each level in the hierarchy. Many organisations
attempt to do this to some extent. Here consideration needs to be given to a
trade-off: how to achieve required levels of clarity on strategy without being
over-restrictive in terms of the latitude people have. There is evidence, for

@ Simple rules

Turbulent markets require strategic flexibility to seize opportunities — but flexibility can be
disciplined. Different types of simple rules help.

o ies S |

Spell out key features of
How-to how a process is executed
rules — ‘What makes our process
unique?’
Focus managers on which
opportunities can be
Gy pursued and which should
rules
not
Help managers rank the
Priority accepted opportunities
rules
Synchronise managers with
Timing the pace of emerging
rules opportunities and other
parts of the company
Help managers decide
Exit when to pull out of
rules yesterday’s opportunities

Dell focus on focused customer segments.
So a Dell business must be split in two
when its revenue hits $1 billion.

In Miramax movie-picking process, every
movie must: i) revolve around a central
human condition, such as love; ii) have

a main character appealing but deeply
flawed; iii) have a clear story line.

Intel’s rule for allocating manufacturing
capacity: allocation is based on a
product’s gross margin.

(See Chapter 11 case example.)

Nortel’s product development time must
be less than 18 months, which forces it to
move quickly into new opportunities.

In Oticon, the Danish hearing aid company,
if a key team member — manager or not —
chooses to leave a project for another
within the company, the project is killed.

Source: Reprinted by permission of Harvard Business Review. Exhibit adapted from ‘Strategy as simple rules’ by K.M. Eisenhardt and
D.N. Sull, January 2001. Copyright © 2001 by the Havard Business School Publishing Corporation; all rights reserved.
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example, that innovation is stymied by over-restrictive target setting and
measurement.®

® Simple rules. Especially in organisations in which innovation and flexibility are
important, there is evidence that managers need to be very clear about the
very few overarching objectives that have to be met, sometimes known as
‘simple rules’, but then allow flexibility and latitude in how they are achieved.
Research by Kathy Eisenhardt and her colleagues has begun to establish the
nature of these simple rules.®! Exhibit 4.11 summarises the types of rules they
identify as important in organisations facing fast-changing environments; and
gives some examples of how they take form and their effects. The suggestion
is that the number of rules does not need to be many to result in consistent
patterns of behaviour. In this respect the proposal builds on the arguments
advanced by complexity theorists and explained in the Commentary on the
lenses (see pages 36—41).

An underlying theme in this chapter has been that strategists have to consider
the overall strategic purpose of their organisations. However, a central question
that arises is what stakeholder expectations they should respond to in so doing.
The key debate in Illustration 4.6 provides three views on this in the context of
publicly quoted large commercial organisations.

The purpose of an organisation will be influenced by the expectations of its
stakeholders.

The influence of some key stakeholders will be represented formally within
the governance structure of an organisation. This can be represented in terms
of a governance chain, showing the links between ultimate beneficiaries and
the managers of an organisation.

There are two generic governance structures systems: the shareholder model
and the stakeholder model. There are variations of these internationally, but
some signs that there is convergence towards a shareholder model.

There are also ethical dimensions to the purpose of an organisation. At an
organisational level, this takes the form of its stance on corporate social
responsibility. However, individual managers may also be faced with ethical
dilemmas relating to the purpose of their organisation or the actions it takes.

Different stakeholders exercise different influence on organisational purpose
and strategy, dependent on the extent of their power and interest. Managers
can assess the influence of different stakeholder groups through stakeholder
analysis.

An important managerial task is to decide how the organisation should

express its strategic purpose through statements of values, vision, mission or
objectives.
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lllustration 4.6

Three views on the purpose of a business?

Since there is no one categoric view of the overarching purpose of a business,
stakeholders, including managers, have to decide.

Milton Friedman and profit maximisation
Milton Friedman, the renowned economist, wrote:’

In a free enterprise, private property system, a corporate
executive is an employee of the owners of the business.
He has direct responsibility to his employers. That
responsibility is to conduct the business in accordance
with their desires, which generally will be to make as
much money as possible while conforming to the basic
rules of society. . . . What does it mean to say that the
corporate executive has a ‘social responsibility’? . . . If
the statement is not pure rhetoric, it must mean that he
is to act in some way that is not in the interests of his
employers. . . . Insofar as his actions in accord with his
‘social responsibility’ reduce returns to stockholders, he
is spending their money. Insofar as his actions raise the
price to customers, he is spending the customers’ money.
Insofar as his actions lower the wages of some
employees he is spending their money.

Milton Friedman’s maxim was that ‘the business

of business is business’, that the ‘only social
responsibility of business is to increase its profit’.
Market mechanisms are then adequate in themselves.
If customers are not satisfied, they take their business
elsewhere. If employees are not satisfied they work
elsewhere. It is the job of government to ensure that
there is a free market to allow those conditions to
take effect.

Charles Handy’s stakeholder view

Citing the corporate scandals of the last decade,
Charles Handy? argues that the driving for shareholder
value linked to stock options for executives, especially
in the USA, has resulted in the system ‘creating value
where none existed’. He accepts

that there is, first, a clear and important need to meet
the expectations of a company’s theoretical owners: the
shareholders. It would, however, be more accurate to call
them investors, perhaps even gamblers. They have none
of the pride or responsibility of ownership and are . . . only
there for the money. . . . But to turn shareholders’ needs
into a purpose is to be guilty of a logical confusion. To
mistake a necessary condition for a sufficient one. We
need to eat to live; food is a necessary condition of life.
But if we lived mainly to eat, making food a sufficient or
sole purpose of life, we would become gross. The
purpose of a business, in other words, is not to make a
profit. It is to make a profit so that the business that can
do something more or better. That ‘something’ becomes
the real justification for the business.

The new capitalists’ argument: ‘Society and
share owners are becoming one and the same’

In their book The New Capitalists, the authors also
recognise that ‘a corporation is the property of its stock
owners and should serve their interests’. However, it is
the ‘millions of pension holders and other savers . . .
[who] . . . own the world’s giant corporations’. These
‘new capitalists are likely to be highly diversified in
their investments’. Investment funds, such as pension
funds, are their representatives and ‘hold a tiny share
in hundreds, perhaps even thousands, of companies
around the world’. They then argue:

Imagine that all your savings were invested in one
company. The success of that company alone would be
your only interest. You would want it to survive, prosper
and grow, even if that did damage to the economic
system as a whole. But your perspective would change
if you had investments in lots of companies. [Then] it is
to your disadvantage that any business should seek to
behave socially irresponsibly towards other businesses,
the customers, employees or society generally. By so
doing they will damage the interests of other firms in
which you have an interest. The new capitalist has an
interest in all the firms in which he or she is investing
behaving responsibly: ‘in creating rules that lead to the
success of the economic system as a whole, even if, in
particular circumstances, those rules may tie the hands
of an individual company’. . . . managers of a business
should quite properly ‘concentrate single mindedly on
the success of their own organisations . . . however
they will not be serving their share owners interest if
they undertake activities that may be good for them
individually, but damaging to the larger economic system.

Notes

1. M. Friedman ‘The social responsibility of business is to increase
its profits’, New York Times. Magazine, 13 September (1970).

2. C. Handy, ‘What’s a business for?’, Harvard Business Review,
December (2002), pp. 49-55.

3. S. Davies, J. Lukommik and D. Pitt-Watson, The New
Capitalists, Harvard Business School Press, 2006.

(Questions )

1 Which view do you hold:
(@) As a manager? (b) As a shareholder?

2 What are the implications of the different
views for managers’ development of
organisational strategy?

N\




WORK ASSIGNMENTS @

Work assignments

% Denotes more advanced work assignments. * Refers to a case study in the Text and Cases edition.

4.1 % For an organisation of your choice, map out a governance chain that identifies the key players
through to the beneficiaries of the organisation’s good (or poor) performance. To what extent do
you think managers are:

(@) knowledgeable about the expectations of beneficiaries;
(b) actively pursuing their interests;
(c) keeping them informed?

How would you change any of these aspects of the organisation’s operations? Why?

4.2 ¥ |t is argued that many economies are shifting from a stakeholder to a shareholder model of
governance. What are your own views of the strengths and weaknesses of these systems?
Consider this in relation to an economy that is in transition in terms of governance.

4.3 For an organisation of your choice, use Exhibit 4.4 to establish the overall stance of the
organisation on corporate social responsibility.

4.4 % |dentify the key corporate social responsibility issues which are of major concern in an industry or
public service of your choice (refer to Exhibit 4.5). Compare the approach of two or more
organisations in that industry, and explain how this relates to their competitive standing.

4.5 Using lllustration 4.4 as a worked example, identify and map out the stakeholders for Manchester
United*, Direct and Care* or an organisation of your choice in relation to:

(@) current strategies;
(b) different future strategies of your choice.

What are the implications of your analysis for the management?

4.6 Write mission and vision statements for an organisation of your choice and suggest what strategic
objectives managers might set. Explain why you think these are appropriate.

Integrative assignment

4.7 Using specific examples explain how changes in corporate governance and in expectations about
corporate social responsibility are requiring organisations to develop new competences (Chapter
3) and also creating dilemmas in the pursuit of shareholder value and managing people in
organisations (see Chapter 13).

An extensive range of additional materials, including audio summaries, weblinks to organisations
featured in the text, definitions of key concepts and self-assessment questions, can be found on
the Exploring Corporate Strategy Companion Website at www.pearsoned.co.uk/ecs



m CHAPTER 4 STRATEGIC PURPOSE

Recommended key readings

For books providing a fuller explanation of cor-
porate governance: R. Monks and N. Minow (eds),
Corporate Governance, 3rd edition, Blackwell,
2003; and J. Solomon, Corporate Governance and
Accountability, 2nd edition, Wiley, 2007. For a
provocative critique and proposals for the future
of corporate governance linked to issues of social
responsibility see S. Davies, J. Lukomnik and
D. Pitt-Watson, The New Capitalists, Harvard
Business School Press, 2006.

For a review of different stances on corporate social
responsibility see P. Mirvis and B. Googins, ‘Stages
of corporate citizenship’, California Management
Review, vol. 48, no. 2 (2006), pp. 104-126. Also
D.A. Whetten, G. Rands and P. Godfrey, “What are
the responsibilities of business to society?’, in
A. Petigrew, H. Thomas and R. Whittington (eds),
Handbook of Strategy and Management, Sage, 2002.
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For further discussion on convergence, see H.
Hansmann, and R. Kraakman, ‘Toward a single model
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G.S. Liu and P. Sun, ‘The class of shareholdings and its
impacts on corporate performance: a case of state share-
holdings in Chinese public corporations’, Corporate
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(PRODUCT) RED and Gap

(RED) was created by Bono and Bobby
Shriver, Chairman of DATA, to raise
awareness and money for The Global Fund
by teaming up with the world’s most iconic
brands to produce (PRODUCT) RED-branded
products. A percentage of each ( PRODUCT)
RED product sold is given to The Global
Fund. The money helps women and children
with HIV/AIDS in Africa.!

The (RED) initiative was set up in

early 2006, with Rwanda selected as

the initial country to benefit from sales
of the (RED) products. The first products
launched in the UK were the (PRODUCT)
RED American Express card and a
(PRODUCT) RED vintage T-shirt from
Gap launched in March 2006. Other
companies joining the scheme included
Motorola, Converse, Apple (introducing a
(PRODUCT) RED iPod) and Emporio Armani. There
was also a special (PRODUCT) RED edition of the
Independent, guest edited by Bono.

Support for the (RED) campaign has come from Bill
Gates, interviewed in Advertising Age: ‘Red is about
saving lives . . . if there’s not enough money to buy
drugs, people die, and so we can say, “Hey, let’s
just let that happen,” or we can take all the avenues
available to us.” He acknowledged that this included
governments being more generous, but also believed
that consumers wanted ‘to associate themselves
with saving lives’ and that what Gap or Armani
were doing through (PRODUCT) RED provided this
opportunity.

Other commentators were not so positive. Another
article in Advertising Age? claimed that the campaign
had raised only $18m (€15m; £10m) in a year despite
a marketing outlay by companies involved in the
scheme (including Gap) of $100m. Gap was the
biggest spender here with an advertising budget of
$7.8m. A spokeswoman for (RED) claimed that the

Source: http://www.joinred.com/manifesto.asp.

Ad Age figure of 100 million was merely a ‘phantom
number pulled out of thin air’.

An article in the Independent went on to do its own
mathematics, concluding that the figure raised was
$25 million in six months and that, on an advertising
investment of $40 million, this was a ‘staggeringly
good rate of return’.

They went on to argue:®

what the RED initiative has set out to do — and with some
success if $25 million in six months is half the profits RED
products would have made - is create a stream of revenue
for the fight against AIDS in Africa which will far exceed
one-off payments from corporate philanthropy budgets. It
looks set to create a major source of cash for the global
fund, and one which is sustainable. It is an entirely new
model for fund raising.

But wouldn’t it be better if people simply gave the
money that they spend on the products directly to
charity? ‘If only that were the choice. But most people
wouldn’t give the cost of a new ipod to the global
fund.” They continued:
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The money RED has raised means that some 160,000
Africans will be put on life saving anti-retrovirals in the
coming months, orphans are being fed and kept in school
in Swaziland and a national HIV treatment and prevention
programme has begun in Rwanda.

(RED) Gap

On their website Gap’s Senior Vice President for
Social Responsibility, Dan Henkle, explained Gap’s
commitment in relation to its work in Lesotho. Lesotho
has a population of 1.8 million, with almost one-third
HIV positive. Gap has invested significantly in the
manufacture of T-shirts in that country, as well as in
community initiatives, for example in HIV testing and
treatment to garment workers. It has also promoted
forums to encourage the growth of the garment
industry in that country.

The British pressure group, Labour Behind the
Label, which campaigns to improve the working
conditions of garment workers around the world,
expressed its support for efforts being made by
Gap to move towards more responsible sourcing
of products. By deciding to manufacture the
(PRODUCT) RED T-shirts in Lesotho, Gap had helped
to safeguard workers’ likelihoods there at a time when
other companies were increasingly sourcing garments
from China and India:

While GAP, like all clothing companies, is a long way from
resolving all workers’ rights issues in its supply chain, it
has come further than many. Whilst we would like to see
initiatives like RED being more comprehensive in their
attitude towards combining charity and political change,
so far indications suggest that the way the RED T-shirt has
been put together could be a positive step for the African
garment industry as well as for the fight against AIDS.*

Others were less supportive. A parodying website,
mirroring the Gap advertising, was set up by
protesters in San Francisco. It urged people to
support causes directly, rather than via shopping.
Its message: ‘Shopping is not a solution. Buy (Less).
Give More. Join us in rejecting the ti(red) notion
that shopping is a reasonable response to human
suffering.’

And in October 2006 there was a lengthy critique
in The Times:®

GAP, America’s still-trendy mass-market clothing retailer, is
winning plaudits over here for its new campaign . . .

designed to generate awareness and money to alleviate
suffering in Africa. . . . It is pledging to give half of the profits
from its iconic red T-shirts and leather jackets to Aids/HIV
relief. The campaign was launched here last week, with the
always crucial imprimatur of Hollywood. It features stars
such as Steven Spielberg and Penelope Cruz in red T-shirts
with one-word messages that say, with a modesty that
doesn’t fit quite as well as the clothes, INSPI(RED) and
ADMI(RED). The message is that, by buying these products,
ordinary mortals such as you and | (well, all right, you) can
look like Hollywood stars and save lives in Africa too. You
can almost taste the pity and charity oozing from Ms Cruz’s

pouted lips, the love pouring from Mr Spielberg’s dewy eyes.

Sorry to play the curmudgeon here. But this latest
concession to the galloping forces of corporate social
responsibility, far from helping the benighted of the world, is
actually going to make things worse. | am sick and TI(RED)
of companies trying to demonstrate to me how seriously
they take their supposed duty to bring joy to and remove
pain from the world. They can take their charge card (S,
CREWnecks and mobile phones and ask THEMSELVES)
whether this is really the sort of thing they should be doing
with their shareholders’ money.

Now | don’t here intend to demean the charitable spirit or
the work of good people such as Bono or Bob Geldof, nor
the perfectly decent motivation of millions in the wealthy
world who genuinely want to help to improve the wretched
lives of those less fortunate than themselves. Don’t get me

Bono and Oprah promoting Gap

Photo: Associated Press/PA Photos



wrong; charity remains one of the finest of virtues and
should, in almost all instances, be encouraged.

Nor am | going to point out the nauseating
conspicuousness of the consumption represented by the
RED campaign (‘Look,’ it says, ‘I not only look good. | AM
good!’). Nor am | even going to dwell on the fact, though
| could, that for all the aid Africa has received over the
past 50 years, the continent remains poorer than ever, and
certainly poorer than parts of the world that have received
little in the way of charity in that time.

My problem here is with what this does for the very idea
of capitalism, for companies pursuing their real and entirely
wholesome responsibility of making money. Free market
capitalism, untrammelled by marketing people in alliance
with special interest groups on a mission to save the world,
has done more to alleviate poverty than any well-intentioned
anti-poverty campaign in the history of the globe.

By concentrating on selling quality, low-priced goods,
some of them made with labour that would otherwise lie idle
(and dying) in the developing world, Gap saves lives. By
helping to keep prices down and generating profits, Gap
ploughs money back into the pockets of people in the US,
the UK and elsewhere. Which creates the demand for
imports of products from the developing world. Which
keeps the poor of those countries from suffering even more
than they do now.

In a complex world, we all operate in a division of labour.
Companies make profits. It is what they are designed to do.
It is what they do best. When they depart from that mission,
they lead their employees and their shareholders down a
long, slow route to perdition.

You think that is over the top? What is most troubling
about campaigns such as Product Red is that they represent
an accommodation with groups who think the business of
capitalism is fundamentally evil. By appeasing people who
regard globalisation as a process of exploitation, companies
such as Gap are making the world much worse for all of us.
They are implicitly acknowledging that their main business
— selling things that people want for a profit — is inherently
immoral and needs to be expiated by an occasional show
of real goodness.

Rather than resisting it, they are nurturing and feeding an
anti-business sentiment that will impoverish us all. What’s
more, this encroachment by companies is fundamentally
undemocratic. Companies should not collude with interest
groups and non-governmental organisations to decide on

PRODUCT RED AND GAP «

public priorities. That is for free people, through their elected
governments, to do.

None of this is to say companies — or the people who run
them — should not behave morally. They should observe not
only the law, but the highest ethical standards, which means
honesty, straight dealing and openness. It might even
at times be in their corporate interests (ie, longer-term
profitability) to contribute to political or charitable causes —
in those cases shareholders can and should vote on the
appropriation of funds for such purposes.

But shareholders - all of us — should be concerned
when managements decide, for whatever reason, to make
common cause with those who oppose the very principals
on which their business is conducted. That represents a case
of misguided corporate BULLS(HIT) TING the wrong target.

Notes

1. Source: (PRODUCT) RED website http://joinred.blogspot.com/.

2. M. Frazier, ‘Costly Red Campaign reaps meager $18m’,
Advertising Age, vol. 78, no. 10 (5 March 2007).

3. P. Vallely, ‘The Big Question: Does the RED campaign help big
Western brands more than Africa’, Independent, p. 50, 9 March
(2007). Copyright The Independent, 9.3.07.

4. Source: http://www.labourbehindthelabel.org/content/view/67/51/.

5. Gerard Baker, ‘Mind the Gap - with this attack on globalisation’,
The Times, 24 October (2006). © Gerard Baker. N.I. Syndication
Limited, 24.10.06.

Questions

1 Drawing on the three perspectives in the key
debate (lllustration 4.6) or the four stances in
Exhibit 4.4, what is the rationale of:

(@ The founders of (PRODUCT) RED?
(b) Dan Henkle and Gap?
(c) The author of the article in The Times?

2 What views might shareholders of Gap have
of Product Gap?

3 In your view is (PRODUCT) RED an appropriate
corporate activity?

4 If you were a shareholder of a company and
wished to persuade top management to join
the (PRODUCT) RED initiative, how might you
do this? (Use stakeholder analysis as a means
of considering this.)
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Culture and Strategy

LEARNING OUTCOMES

After reading this chapter you should be able to:

=> ldentify organisations that have experienced strategic drift and the symptoms
of strategic drift.

=> Analyse how history influences the strategic position of organisations.

=> Analyse the influence of an organisation’s culture on its strategy using the
cultural web.

=> Recognise the importance of strategists questioning the taken-for-granted
aspects of a culture.

Photo: Grant Pritchard/Britain on View
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@) rovucrion

Chapters 2, 3 and 4 have considered the important influences of the environment,
organisational capabilities and stakeholder expectations on the development of
strategy. Vital as these are to understand, there is a danger that managers only
take into account relatively recent phenomena without understanding how those
phenomena have come about or how the past influences current and future
strategy. Many organisations have long histories. The large Japanese Mitsui
Group was founded in the seventeenth century; Daimler-Chrysler was founded
in the nineteenth century and there has been evident continuity in its values
and design principles; managers in the UK retailer Sainsbury’s still refer to the
founding principles of the Sainsbury family in the nineteenth century; many
public sector organisations — government departments, the police, universities,
for example - are strongly influenced by their historical legacies that have
become embedded in their cultures.

Historical and cultural perspectives can help an understanding of both oppor-
tunities and constraints that organisations face, many of which are also discussed
in other chapters of this book. The business environment (Chapter 2) cannot be
understood without considering how it has developed over time. The capabilities
of an organisation (Chapter 3), especially those that provide organisations with
competitive advantage, may have historical roots and have built up over time in

@ Chapter structure
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ways unique to that organisation. In so doing such capabilities may become part
of the culture of an organisation — the taken-for-granted way of doing things -
therefore difficult for other organisations to copy. However, they may also be
difficult to change. So understanding the historical and cultural bases of such
capabilities also informs the challenges of strategic change (Chapter 14). The
powers and influence of different stakeholders are also likely to have historical
origins that are important to understand. The theme of this chapter is, then, that
the strategic position of an organisation has historical and cultural roots and that
understanding those roots helps managers develop the future strategy of their
organisations.

The chapter begins by explaining the phenomenon of strategic drift that high-
lights the importance of history and culture in relation to strategy development
and identifies important challenges managers face in managing that develop-
ment. The chapter then considers the two important and linked perspectives
of history and culture. Section 5.3 examines the influence of the history of an
organisation on its current and future strategy and goes on to consider how that
history can be analysed. Section 5.4 then explains what is meant by culture and
how cultural influences at the national, institutional and organisational levels
influence current and future strategy. It then suggests how a culture can be
analysed and its influence on strategy understood. Exhibit 5.1 summarises the
chapter structure.

@ STRATEGIC DRIFT

Historical studies of organisations have shown a pattern that is represented in
Strategic drift is the Exhibit 5.2. Strategic drift' is the tendency for strategies to develop incrementally
tendency for strategies o on the basis of historical and cultural influences, but fail to keep pace with a
develop incrementally on changing environment. An example of strategic drift is given in Illustration 5.1.

the basis of historical and . ) .
cultural influences but The reasons and consequences of strategic drift are important to understand, not

fail to keep pace only because it is common, but because it helps explain why organisations often
with a changing ‘run out of steam’. It also highlights some significant challenges for managers
environment

which, in turn, point to some important lessons.

5.2.1 Strategies change incrementally

Strategies of organisations tend to change gradually. This is discussed more fully
in Chapter 11. Here it is sufficient to summarise by explaining that there is a tend-
ency for strategies to develop on the basis of what the organisation has done in
the past — especially if that has been successful.? For example, Sainsbury’s was
one of the most successful retailers in the world for decades till the early 1990s,
with its formula of selling food of a higher quality than competitors at reason-
able prices. Always under the patriarchal guidance of a Sainsbury family chief
executive, it gradually extended its product lines, enlarged its stores and its geo-
graphical coverage, but it did not deviate from its tried and tested ways of doing
business. This is shown in phase 1 of the exhibit. In most successful businesses
there are usually long periods of relative continuity during which established

Strategic drift
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@ Strategic Drift

Amount of
change

5.2.2

Environmental
change

Phase 1 Phase 2 Phase 3 Phase 4
Incremental Strategic Flux Transformational
change drift change or death
Time

strategy remains largely unchanged or changes very incrementally. There are
three main reasons for this:

® Alignment with environmental change. It could well be that the environment,
particularly the market, is changing gradually and the organisation is keeping
in line with those changes by such incremental change. It would make no
sense for the strategy to change dramatically when the market is not doing so.

® The success of the past. There may be a natural unwillingness by managers to
change a strategy significantly if it has been successful in the past, especially
if it is built on capabilities that have been shown to be the basis of competitive
advantage (see Chapters 3 and 6) or of innovation (see section 5.3.1 and Chap-
ter 7).

® Experimentation around a theme. Indeed managers may have learned how
to build variations around their successful formula, in effect experimenting
without moving too far from their capability base. (This is akin to what some
writers have referred to as ‘logical incrementalism’; see section 11.3.1).

This poses challenges for managers, however. For how long and to what extent
can they rely on incremental change building on the past being sufficient? When
should they make more fundamental strategic changes? How are they to detect
when this is necessary?

The tendency towards strategic drift

Whilst an organisation’s strategy may continue to change incrementally, it may
not change in line with the environment. This does not necessarily mean that
there has to be dramatic environmental changes; phase 2 of Exhibit 5.2 shows
environmental change accelerating, but it is not sudden. For Sainsbury’s there
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Motorola: an analogue history facing a digital revolution

The bases of a firm’s success may in turn be a cause of strategic drift.

In 1994 Motorola had 60 per cent of the US mobile
telephone market. Founded in 1928, it was known
for its technological innovation. It introduced the
two-way walkie-talkie radio device commonly used
in the Second World War, it marketed the first
television to sell for under $200 in 1948. By the
1950s it had developed capabilities in printed
circuit, ceramic substrate technology and electronic
system design. By the 1970s it was a leading
producer of microprocessors and was regarded

as a world leader in technology.

However, even in the early days it was evident
that the emphasis was on technology, rather than
the market. Critics suggested that the firm put
technology before consumers.

Mobile phones had been developed by Bell Labs
in the 1970s. By the mid-1980s Motorola was the
leading producer of cell phones using analogue
technology, but none the less a logical progression
from its military walkie-talkie systems using the
post-war technology it had developed. However,
these devices were bulky and expensive, targeted
at business managers who were on the move and
could not use landlines. The phones were not
widely known or available.

By the mid-1990s Motorola was highly
successful. From 1992 to 1995 sales revenue grew
at an average of 27 per cent a year to reach $27bn
(€22bn) and net income 58 per cent a year to reach
$1.8bn.

However, by the mid-1990s digital technology
for mobile phones was being developed through
what was known as the Personal Communication
System (PCS). This technology overcame some
of the shortcomings of analogue technology. It
reduced interference, allowed security codes to be
encrypted and could deal with more subscribers
than analogue. It was a technology that supported
mass market development. The demand for digital
phones grew rapidly, not amongst business people
alone, but amongst a wider consumer market.

These consumers were much less concerned about
functionality and much more concerned about ease
of use and aesthetic appeal.

According to a Motorola chief executive of the
time, Robert Galvin, the company ‘was at the
forefront of the development of digital technology’.
However, it chose to stay with analogue technology
for many years, licensing its digital to Nokia and
Ericsson through which it earned increasing
royalties. Indeed Motorola launched a new
analogue phone, Star-TAC, and embarked on an
aggressive marketing campaign to promote it.

Not only was it clear from the growing royalties
that digital phones were taking off, wireless carrier
customers were lobbying Motorola to develop
digital phones: ‘They told us we didn’t know what
we were talking about. . . . These were not friendly
conversations. But Motorola didn’t do it. Instead
we launched with Ericsson, then Nokia.’

By 1998 Motorola’s market share had dropped
to 34 per cent and it was forced to lay off 20,000
people.

Source: Adapted from S. Finkelstein, ‘Why smart executives fail:
four case histories of how people learn the wrong lessons from
history’, Business History, vol. 48, no. 2 (2006), pp. 153-170.

Questions

1 Identify on a timeline between 1928 and
1998 the major events identified here. What
does this analysis tell you about the reasons
for the resistance of Motorola to new
technology?

2 Given that Motorola had the technology and
knew that the digital market was developing,
give reasons as to why it persisted with
analogue technology. (See Chapter 11 and
the Commentaries as well as this chapter to
help with this question.)
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was the growing share of its rival, Tesco, accompanied by the growth of larger-
size stores, with wider ranges of goods (for example, non-food) and changes in
distribution logistics of competitors. These changes, however, had been taking
place for many years. The problem that gives rise to strategic drift is that, as with
many organisations, Sainsbury’s strategy was not keeping pace with these
changes. There are at least five reasons for this:

® The problem of hindsight. Chapter 2 has provided ways to analyse the envir-
onment and such analyses may yield insights. But how are managers to be
sure of the direction and significance of such changes? Or changes may be
seen as temporary. Managers may be understandably wary of changing what
they are likely to see as a winning strategy on the basis of what might only
be a fad in the market, or a temporary downturn in demand. It may be easy
to see major changes with hindsight, but it may not be so easy to see their
significance as they are happening.

® Building on the familiar. Managers may see changes in the environment about
which they are uncertain or which they do not entirely understand. In these
circumstances they may try to minimise the extent to which they are faced
with such uncertainty by looking for answers that are familiar, which they
understand and which have served them well in the past. This will lead to
a bias towards continued incremental strategic change. For example,
Sainsbury’s managers clung to the belief that they had loyal customers who
valued the superior quality of Sainsbury’s goods. Tesco had been a cheaper
retailer with what they saw as inferior goods. Surely the superior quality of
Sainsbury’s would continue to be recognised.

® Core rigidities. As Chapter 3 explains, success in the past may well have been
based on capabilities that are unique to an organisation and difficult for others
to copy. However, the capabilities that have been bases of advantage can become
difficult to change, in effect core rigidities.? There are two reasons. First, over
time, the ways of doing things that have delivered past success may become
taken for granted. This may well have been an advantage in the past because
it was difficult for competitors to imitate them. However, taken-for-granted
core competences rarely get questioned and therefore tend to persist beyond
their usefulness. Second, ways of doing things develop over time and become
more and more embedded in organisational routines that reinforce and rely on
each other and are difficult to unravel; this is discussed further in section 5.3.1.

® Relationships become shackles.* Success has probably been built on the basis
of excellent relationships with customers, suppliers and employees. Maintain-
ing these may very likely be seen as fundamental to the long-term health of
the organisation. Yet these relationships may make it difficult to make funda-
mental changes to strategy that could entail changing routes to market or the
customer base, developing products requiring different suppliers or changing
the skill base of the organisation with the risk of disrupting relationships with
the workforce.

® Lagged performance effects. The effects of such drift may not be easy to see in
terms of the performance of the organisation. Financial performance may con-
tinue to hold up in the early stages of strategic drift. Customers may be loyal
and the organisation, by becoming more efficient, cutting costs or simply
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trying harder, may continue to hold up its performance. So there may not be
internal signals of the need for change or pressures from managers, or indeed
external observers to make major changes.

However, over time, if strategic drift continues, there will be symptoms that
become evident: a downturn in financial performance; a loss in market share
to competitors perhaps; a decline in the share price. Indeed such a downturn
may happen quite rapidly once external observers, not least competitors and
financial analysts, have identified that such drift has occurred. Even the most
successful companies may drift in this way. Indeed, there is a tendency — which
Danny Miller has called the Icarus Paradox® - for businesses to become victims
of the very success of their past. They become captured by the formula that has
delivered that success.

5.2.3 A period of flux

The next phase (phase 3) may be a period of flux triggered by the downturn in
performance. Strategies may change but in no very clear direction. There may
also be management changes, often at the very top as the organisation comes
under pressure to make changes from its stakeholders, not least shareholders in
the case of a public company. There may be internal rivalry as to which strategy
to follow, quite likely based on differences of opinion as to whether future
strategy should be based on historic capabilities or whether those capabilities
are becoming redundant. Indeed, there have been highly publicised boardroom
rows when this has happened. All this may result in a further deterioration of
confidence in the organisation: perhaps a further drop in performance or share
price, a difficulty in recruiting high-quality management, or a further loss of
customers’ loyalty.

5.2.4 Transformational change or death

As things get worse it is likely that the outcome (phase 4) will be one of three
possibilities: (i) the organisation may die (in the case of a commercial organis-
ation it may go into receivership, for example); (ii) it may get taken over by
another organisation; or (iii) it may go through a period of transformational
change. Such change could take form in multiple changes related to the organ-
isation’s strategy: for example, a change in products, markets or market focus,
changes of capabilities on which the strategy is based, changes in the top man-
agement of the organisation and perhaps the way the organisation is structured.

Transformational change does not take place frequently in organisations and
is usually the result of a major downturn in performance. Often it is transforma-
tional changes that are heralded as the success stories of top executives; this is
where they most visibly make a difference. The problem is that, from the point
of view of market position, shareholder wealth and jobs, it may be rather too
late. Competitive position may have been lost, shareholder value has probably
already been destroyed and, very likely, many jobs will have been lost too. The
time when ‘making a difference’ really matters most is in phase 2 in Exhibit 5.2,
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when the organisation is beginning to drift. However, a study of 215 major UK
firms identified just 8 that had effected major transformational change without
performance decline.® The problem is that, very likely, such drift is not easy to
see before performance suffers. So in understanding the strategic position of an
organisation so as to avoid the damaging effects of strategic drift, it is vital to take
seriously the extent to which historical tendencies in strategy development tend
to persist in the cultural fabric of organisations. The rest of this chapter focuses
on this. The challenge is, then, how to manage change in such circumstances and
this challenge is taken up in Chapter 11 on managing strategic change.

@ WHY IS HISTORY IMPORTANT?

If the tendency for strategic drift is to be understood, the history of organisations
needs to be taken seriously by strategists. There are also other reasons why
understanding history can help in understanding the strategic position of an
organisation and in the management of strategy:

® Managers’ organisational experience. Managers may have spent many years in
an organisation or in an industry. The experience on which they base their
decisions may be heavily influenced by that history (see the discussion on the
‘experience lens’ in the Commentary). It is helpful if managers can ‘stand
apart’ from that history so as to understand the influence it has on themselves
and their colleagues.

® Avoiding recency bias. Managers can give too much weight to recent events or
performance, forgetting past patterns, resulting in either undue optimism or
undue pessimism. Understanding the current situation in terms of the past
can provide useful lessons. For example, have there been historical trends
that may repeat themselves? How have competitors responded to strategic
moves in the past? A historical perspective may also help managers see what
gave rise to events that were seen as surprises in the past and learn from how
their organisation dealt with them.

® Misattribution of success? Is it clear where current bases of success originate,
how they developed and how this might inform future strategy development?
The danger is that there may be a misattribution of causes of success, which
may lie elsewhere than thought or even be the result of luck. Such misattri-
bution could in turn lead to the reinforcement of wrong behaviours. For
example, the future strategy of an engineering firm stressed the importance
of proactively managing innovation of new products and services. This was
because managers saw that its current growth was coming from just such an
innovation, whilst the rest of its offering was showing no growth. However, a
study of the origins of innovatory products in the firm showed that the limited
extent to which they occurred was largely due to what appeared to be hap-
penchance, or as a result of technologies inherited from acquisitions happen-
ing to be relevant to the business’s core activities. Historically there was no
evidence of innovation being internally planned or proactively managed. This
historical perspective raised important questions about what the firm saw as
its capabilities for managing future innovation.
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® ‘What if” questions. History can also encourage managers to ask the “what if’
question. It can encourage them to imagine what might have happened had
there been other influences in the environment, different responses from
customers or competitors, or different initiatives or leadership within their
organisation. It makes the present more evidently a product of circumstances
and thus less fixed. So potentially it opens up the possibilities for changes in
the future.

® Detecting and avoiding strategic drift. If managers sensitise themselves to the
influence of the history of their organisation they stand a better chance of
seeing current strategy as part of what Henry Mintzberg describes strategy as:
‘a pattern in a stream of decisions’.” As such, managers are more likely to be
able to question the extent to which the strategy they are seeking to develop
is usefully informed by that history as distinct from being driven or captured
by it. The discussion on the influence of organisational culture in section 5.4
is especially relevant here.

5.3.1 Path dependency

A useful way of thinking of the role and influence of history is through the con-
Path dependency is cept of path dependency and the associated notion of historical lock-in. Path
where early eventsand - dependency is where early events and decisions establish ‘policy paths’ that have
g:tcr']z'22:te:;32|'|2:t?:gl'cy lasting effects on subsequent events and decisions.® It has already been dis-
effects on subsequent ~ cussed in Chapter 3 in relation to the potential bases of competitive advantage
events and decisions and path-dependent capabilities (see section 3.4.3). Its origins, its impact and
how it can be understood are therefore important.

Examples often relate to technology. There are many instances where the
technology we employ is better explained by path dependency than by the
optimisation of such technology. A famous one is the layout used for typewriter
keyboards in many countries: QWERTY. This was originated in the nineteenth
century for two main reasons. First, it is a layout that reduced the problem of the
keys on mechanical typewriters getting tangled when typing fast. The second
was to help salespeople at that time demonstrate the machine at maximum speed
by putting all the letters of the word ‘typewriter’ on the top line. There are more
optimal layouts, but QWERTY has remained with us in most countries for over
150 years despite the elimination of mechanical keys and the eventual develop-
ment of personal computers.” There are countless other examples ranging from
technologies in nuclear power stations through to VCR systems. Early decisions
and commitments become ‘locked in" over time, through widespread repeated
usage by networks of suppliers and users who, in turn, build their own support
systems around such technology.

Path dependency is not just about technology. It also relates to any form of
behaviour that has its origins in the past and becomes entrenched. In an organ-
isational and strategic context this is likely to take form over time in the devel-
opment of behavioural routines supported by hardware and technology that
make up systems of selling, marketing, recruiting, accounting, and so on.*® Such
routines also often become more widely ‘institutionalised’ than the organisation.
Take the example of accounting systems. The lock-in of these has occurred at
multiple levels involving networks comprising what people do, those with whom
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they interact within and outside their organisation, the standards and systems in
which they are trained, and the objects and technologies they generate or use. All
these have developed over time and mutually reinforce each other as Exhibit 5.3
illustrates. Rather like QWERTY, the ‘rightness’ or at least inevitability of such
systems tends to be taken for granted. They also strongly influence decision
making, not least in relation to strategic analysis and strategic choice. Historic
accounting systems also persist despite increasing numbers of experts, both in
the accountancy profession and elsewhere,'' who point to fundamental weak-
nesses in such systems, not least the failure of accounting systems to provide
measures for many of the factors that account for the market value of firms.

Path dependency is, then, a way of thinking about how historical events and
decisions, within and around an organisation, have an effect on that organisation
for good or ill. These include:

® Building strategy around the path-dependent capabilities that may have devel-
oped within an organisation. This is at the root of much of the arguments put
forward for the building of competitive advantage discussed in Chapter 3 and
further developed in Chapter 6. Indeed there is evidence that this is so. Path
dependency has been shown to explain organisational strategies.'? Firms tend
to enter markets, focus on market segments and diversify in line with the pre-
vious path-dependent capabilities they have developed. In so doing they tend
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to focus on types of customers that they have serviced or capabilities on which
their success has been based. This may be a basis for success but can also be
dangerous as the Motorola example in Illustration 5.1 shows.

® The concept of path creation is, however, also relevant here. This suggests that
some managers may actively seek to amend and deviate from path-dependent
ways of doing things to the benefit of their organisations. They may be sensi-
tive enough to history to recognise what they can and cannot change. Going
too far may be risky (see the discussion on ‘legitimacy’ in section 5.4.2), but
setting in motion changes that are accepted as appropriate and beneficial by
others in the network may be a way of achieving advantage. Arguably this is
what new players in the insurance market such as Tesco have done. They
have not tried to change basic principles of insurance provision; they have
significantly changed the way in which insurance is sold and distributed.

® Innovation based on historic capabilities. In the BMW museum in Munich there
is a quote: ‘Anyone who wants to design for the future has to leaf through the
past.””® The museum may be about the history of BMW, but it is also about how
the lessons of the past can give rise to new ideas and innovation. Indeed the
Innovation and Technology Division of BMW is sited next to the museum and
the archives of BMW. Innovation may build on historic capabilities in at least
two ways. First, as technologies change, firms with experience and skills built
over time that are most appropriate to those changes tend to innovate more
than those that do not.** Or it could be that there are new combinations of
knowledge as capabilities built up in adjacent technologies are adapted in
innovative ways to new technological opportunities. For example, the devel-
opment of lighting systems was derived from the way gas was distributed.”
Similarly successful firms that created the TV industry were previously radio
manufacturers and it was they that exhibited greater innovation as the indus-
try developed than the non-radio producers.*

In relation to both path creation and innovation managers need to see the past
in relation to the future and in so doing challenge the one with the other: ask
what is relevant from the past that can help with the future and what does the
future demand but also not require from the past? In doing this they also need
to ask themselves the extent to which the environment is changing in such a way
that their path-dependent capabilities will be relevant. In other words, if strat-
egy is to evolve on the back of such capabilities, it can only do so if simultaneously
the changes in markets, technologies and other aspects of the environment
discussed in Chapter 2 are potentially converging with those capabilities. They
need to develop a sensitivity, not only to the historic capabilities that matter, but
also to the relationship of these to an evolving environment.

® Management style may also have its roots in history. This may be not only in
terms of the values of the founder, which indeed may have a strong influence,
but also in the interplay between past ways of doing things and the lessons
learned from the organisation’s evolving environment.’” To take Tesco as an
example again, it is now one of the most successful international retailers. In
its early days it was a family firm run by Jack Cohen renowned for his blunt
and authoritative style. This gave rise to internal conflicts within the firm
and between suppliers and Tesco. Things are different in Tesco now, but the
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5.3.2

historic conflict has evolved into productive challenge and rivalry between
managers and different parts of the firm that, arguably, have substantially
contributed to its innovation and success.'®

However, again there is another side to these potential benefits. The evolution of
management style may not be in line with the needs of a changing environment,
but over-influenced and bound by the legacy of the past. Similarly capabilities
that are path dependent and rooted in history may become highly entrenched.
Path dependency has sometimes been described as like the ‘furrows in a road’
that become deeper and deeper as more and more traffic goes along. Once that
happens the traffic has no option but to go along those furrows. Hence capabil-
ities, once the bases of competitive advantage and success, become core rigid-
ities leading to the phenomenon of strategic drift explained in section 5.2.

Historical analysis

How then might managers undertake a historical strategic analysis of their
organisation? There are a number of ways this may be done:*

® Chronological analysis. At the most basic level this involves setting down a
chronology of key events showing changes in the organisation’s environment
— especially its markets — how the organisation’s strategy itself has changed
and with what consequences - not least financial. Some firms have done this
much more extensively by commissioning extensive corporate histories.
These may sometimes be little more than public relations exercises, but the
better ones are serious exercises in documenting the history.*® At the very
least this historical understanding can help sensitise managers to the sort of
questions raised above.

® Cyclical influences. Is there evidence of cyclical influences? Certainly these
have been shown to exist in terms of economic cycles, but also in terms of
cycles of industry activity, such as periods of high acquisition activity or
indeed divestment activity. Understanding when these cycles might occur and
how industry and market forces might change during such cycles can inform
decisions on whether to build strategy in line with those cycles or in a counter-
cyclical fashion.

® Anchor points. History may be regarded as continuous but historical events
can also be significant for an organisation at particular points in time, some-
times known as ‘anchor points’. These could be particularly significant events,
either in terms of industry change or organisational strategic decisions. Or
they might be policies laid down by a founder or by powerful senior executives;
or major successes or failures or defining periods of time that have informed
received wisdom or which managers have come to see as especially important.
Such anchor points may be traced to many years ago in the organisation’s
history, yet may have profound effects on current organisational strategy,
strategic thinking or exercise significant constraints on future strategy. This
could, of course, be for the good: they may provide a very clear overall direc-
tion strategically that contributes to the sort of vision discussed in the previous
chapter. They could, on the other hand, be a major barrier to challenging
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existing strategies or changing strategic direction. A famous example is Henry
Ford's maxim ‘“You can have any colour provided it's black’, which set a
trajectory for mass production and low variety in the car industry for decades.
Currently government (and political opposition) health policy in the UK is
constrained by the historical mantra that health provision should be ‘free at
point of delivery’ when it clearly is not. Apple’s 1984 advertising campaign
marked its clear positioning against IBM: the peak time TV ad featured a
young female athlete hurling a sledgehammer at a sinister TV image of Big
Brother, clearly referring to the then dominant IBM .

® Historical narratives. How do people in the organisation talk about and explain
the history of their organisation? In trying to understand the foundations of
the strategy of an organisation a new chief executive or an external consultant
will typically spend a good deal of time talking with people to try to gain insights
from their personal accounts of history.?* What do they have to say about the
way they see their organisation and its past, not least in terms of anchor points
and origins of success? In turn, what are the implications for future strategy
development? Does what they say suggest an organisation with the historic
capabilities of relevance to particular markets and customers, one capable of
innovation and change or one so rooted in past ways of doing things that there
are risks of strategic drift?

History, then, is important in terms of how it influences current strategy for bet-
ter or worse. As suggested here, there are ways in which history can be analysed.
It is not always easy, however, to trace the links to the organisation as it currently
exists. It is here that understanding the organisation’s culture becomes import-
ant. The current culture of an organisation is, to a great extent, the legacy of its
history; history becomes ‘encapsulated in culture’.?? So understanding an organ-
isation’s culture is one way of understanding the historical influences that, as we
have seen, can be very powerful. The next section goes on to explain what cul-
ture is and how it can be analysed.

@ WHAT IS CULTURE AND WHY IS IT IMPORTANT?

There are many definitions of culture. Earlier in the book (see page xx) it was

defined as ‘socially established structures of meaning’.* Edgar Schein defines
Organisational culture is organisational culture more specifically as the ‘basic assumptions and beliefs that
the ‘basic assumptions  are shared by members of an organisation, that operate unconsciously and
:ggrgglgsn?;i:;;s of an define in a basic taken-for-granted fashion an organisation’s view of itself and its
organisation, that operate  €7iVironment’.* Related to this are taken-for-granted ways of doing things, the
unconsciously and define routines, that accumulate over time. In other words, culture is about that which
in a basic taken-for- is taken for granted but none the less contributes to how groups of people
g:;zaﬁgai?::‘fr\]/i::)v ,  respond and behave in relation to issues they face. It therefore has important
itself and its envionment  11fluences on the development and change of organisational strategy.

In fact cultural influences exist at multiple levels as Exhibit 5.4 shows. The
sections that follow will identify the important factors and issues in terms of
different cultural frames of reference and then show how organisational culture
can be analysed and characterised as a means of understanding the influences of
culture on both current and future organisational purposes and strategies.

Organisational
culture
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5.4.1 National and regional cultures

Many writers, perhaps the most well known of which is Geert Hofstede,” have
shown how attitudes to work, authority, equality and other important factors
differ from one country to another. Such differences have been shaped by
powerful cultural forces concerned with history, religion and even climate over
many centuries. Organisations that operate internationally need to understand
and cope with such differences that can manifest themselves in terms of dif-
ferent standards, values and expectations in the various countries in which
they operate.?® For example, Euro Disney’s attempt to replicate the success of
the Disney theme parks in the USA was termed ‘cultural imperialism’ in the
French media and has experienced difficulties. There was a decline in visitors
of 0.3 per cent a year between 1999 and 2005. Illustration 5.2 also shows how
cultural differences can pose challenges for managers seeking to develop mar-
kets in China.

Although they are not shown separately in Exhibit 5.4 (for reasons of sim-
plification), it may also be important to understand subnational (usually regional)
cultures. For example, attitudes to some aspects of employment and supplier
relationships may differ at a regional level even in a relatively small and cohe-
sive country like the UK, and quite markedly elsewhere in Europe (for example,
between northern and southern Italy). There may also be differences between
urban and rural locations.
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As Western firms move into China, understanding Chinese ways of doing business

becomes crucial.

David Hands has operated in Beijing for real estate
firm Jones Lang Lasalle (JLL), where he had to
develop the business in China. Management Today
reported an interview with him:

There are a huge number of opportunities in China but
it’s crucial to sort the wheat from the chaff and you need
to work on efficiency to do that. For example, we had
problems with time management in the early stages.
Imagine trying to set up a meeting where everybody is
turning up at different times, and where nobody has
thought to specify an agenda for the meeting. Or there
will be three multi-hour meetings for a client who barely
gives us any business. It was tough to make people
understand the importance of breaking down costs
versus benefits.

It took time to get the Chinese to value the
advice that JLL could provide because, whilst
they are accustomed to paying for goods, paying
for services came as a culture shock:

You have to learn to go step by step and give a little. You
can’t turn up at someone’s office and say: ‘Pay me a large
amount of money in advance’. And you have to really
show them where you can add value to their operations.

There are also problems of understanding
hierarchy:

You may think you are dealing with the top guy and he

is asking you for a discount. You give him one. But then
you meet up with another five managers in gradually
ascending order and they all ask for discounts. So beware!

The symbols of hierarchy are not the same
either. Unlike in some Western countries where
status symbols such as car and clothing brands
may signify status, in China senior management
are likely to dress ‘more drably’:

Cheap clothing is important in a culture plagued by
corruption: dressing down diverts attention from any
ill-gotten gains, but the head honcho still wants to assert
his authority and one way he does that is by having an

entourage of flunkies. . . . | learnt early on that if | didn’t
reciprocate by going to meetings with one or more
assistants, people would just take me less seriously.

To the Westerner there may also seem to be a
lack of courtesy: ‘They basically think they own
you, in the same way as they own a car or luxury
watch after they have paid for them.’

Staff relationships to the boss are also more
important than staff relationships to the company:
‘That’s why you’ll find staff cleaning their boss’
cars on the weekend. We have to teach staff that
this will not earn them promotion . . .".

Another interviewee had experience of Chinese
bureaucracy:

When you are negotiating with the government you need
to find somebody who feels you can help him personally
benefit from the deal. Once your interests are aligned, he
can then guide you through the maze. . . . It’s not a matter
of getting somebody’s name card and going out for a
drink. In China you have to earn that person’s gratitude
and trust and you do that by doing them favours. The
bigger the favour, the more they will help you
professionally as well as privately.

Source: D. Slater, ‘When in China . . ., Management Today, May
(2006). Reproduced from Management Today magazine with the
permission of the copyright owner, Haymarket Publications
Limited.

Questions

1 On the evidence of these interviews identify
how the cultural norms and taken-for-
granted assumptions of Chinese managers
differ from those of Western managers.

2 If you are seeking to operate in a country
with a very different culture, other than
talking with people experienced in that
market, how else would you set about trying
to understand the culture and its underlying
assumptions?
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5.4.2
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The organisational field?”

The culture of an organisation is also shaped by ‘work-based’ groupings such as
an industry (or sector), a profession or what is sometimes known as an organis-
ational field, which is a community of organisations that interact more frequently
with one another than with those outside the field and that have developed a
shared meaning system.?® Such organisations may share a common technology,
set of regulations or education and training. In turn this can mean that they tend
to cohere around a recipe:* a set of assumptions, norms and routines held in
common within an organisational field about organisational purposes and a
‘shared wisdom’ on how to manage organisations. For example, there are many
organisations in the organisational field of ‘justice’, such as lawyers, police,
courts, prisons and probation services. The roles of each are different and
their detailed prescriptions as to how justice should be achieved differ. However,
they are all committed to the principle that justice is a good thing which is worth
striving for, they interact frequently on this issue, have developed shared ways
of understanding and debating issues that arise and operate common routines
or readily accommodate the routines of others in the field. Similar coherence
around a recipe is common in other organisational fields, for example profes-
sional services such as accountancy (see Illustration 5.3) and many industries.

This links to the concept of path dependency discussed above. The different
parties in an organisational field form a self-reinforcing network built on such
assumptions and behaviours that, very likely, will lead to behavioural lock-in.
Indeed professions, or trade associations, often attempt to formalise an organ-
isational field where the membership is exclusive and the behaviour of members
is regulated. Such cultural influences can be advantageous — say to customers
— in maintaining standards and consistency between individual providers.
Managers can, however, become ‘institutionalised’ such that they do not see the
opportunities or indeed threats from outside their organisational field and their
recipes are also likely to be very difficult to change.

Just as previous chapters have shown the importance of environmental forces
(Chapter 2), strategic capabilities (Chapter 3) and stakeholder expectations
(Chapter 4), within an organisational field legitimacy is an important influence.
Legitimacy is concerned with meeting the expectations within an organisational
field in terms of assumptions, behaviours and strategies. Strategies can be
shaped by the need for legitimacy in several ways. For example, through regula-
tion (for example, standards and codes of behaviour specified, perhaps by a pro-
fessional body), normative expectations (what is socially expected), or simply that
which is taken for granted as being appropriate (for example, the recipe). Over
time, there tends to develop a consensus within an organisational field about
strategies that will be successful or acceptable — so strategies themselves become
legitimised. By conforming to such norms, organisations may secure approval,
support and public endorsement, thus increasing their legitimacy. Stepping
outside that strategy may be risky because important stakeholders (such as
customers or bankers) may not see such a move as legitimate. Therefore,
organisations tend to mimic each other’s strategies. There may be differences
in strategies between organisations but within bounds of legitimacy.*® This is
shown in the discussion of strategy in Illustration 5.3. Of course, some fringe
players may actually represent successful future strategies (for example,
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Strategy debate in an accounting firm

The perceived legitimacy of a strategy may have different roots.

Edward Gray, the managing partner of QDG, one
of the larger accountancy firms in the world, is
discussing its global development with two of his
senior partners. Global development had been the
main issue at the firm’s international committee in
the USA the previous week. Like most accountancy
firms, QDG is organised along national lines. Its
origins were in auditing but it now offers tax and
financial advice, corporate recovery and information
systems services. International cooperation is
based on personal contacts of partners across the
world. However, large clients are beginning to
demand a ‘seamless global service’. At the meeting
is Alan Clark, with 20 years’ experience as a
partner and a high reputation in the accountancy
profession, and Michael Jones: new to QDG and
unlike the others not an accountant, he heads up
the information systems arm of QDG, having been
recruited from a consultancy firm.

Gray:

Unless we move towards a more global form of business,
QDG could lose its position as one of the leading
accountancy firms in the world. Our competitors are
moving this way, so we have to. The issue is how?

Clark was sympathetic but cautionary. He pointed
out that clients were entering growing economies
such as China:

Governments there will insist on international standards of
practice, but they have difficulties. For example, in China
there is often no real concept of profit, let alone how to
measure it. If there is to be a market economy, the need
for the services we provide is high. There are however
major problems, not least, the enormous number of people
required. It is not possible to churn out experienced
accountants overnight. Our professional standards would
be compromised. The firm cannot be driven by market
opportunity at the expense of standards. There is another
issue. Our business is based on personal relationships
and trust; this must not be compromised in the name of
‘global integration’.

Jones suggested that the problem was more
challenging:

All our competitors are going global. They will be pitching
for the same clients, offering the same services and the
same standard of service. Where is the difference? To

achieve any competitive advantage we need to do things
differently and think beyond the obvious. For example
why not a two-tier partnership, where smaller countries
are non-equity partners? That would allow us to make
decisions more quickly, allow us to enforce standards
and give formal authority to senior partners looking after
our major international clients.

Clark had expected this:

This is not an opportunity to make money; it’s about the
development of proper systems for the economies of
previously closed countries. We need to co-operate

with other firms to make sure that there are compatible
standards. This cannot be helped by changing a partnership
structure that has served well for a hundred years.

Gray:

The view of at last week’s meeting was certainly that
there is a need for a more internationally co-ordinated
firm, with a more effective client management system,
less reliance on who knows whom and more on drawing
on the best of our people when we need them.

Clark:

| could equally argue that we have an unparalleled
network of personal relationships throughout the world
which we have been building for decades. That what we
have to do is strengthen this using modern technology
and modern communications.

Gray reconciled himself to a lengthy discussion.

Source: Adapted from the case study in G. Johnson and

R. Greenwood, ‘Institutional theory and strategic management’,
in Mark Jenkins and V. Ambrosini (eds), Strategic Management:
A Multiple-Perspective Approach, Palgrave, 2007.

Questions

1 What are the underlying assumptions of the
arguments being advanced by the three
partners?

2 What may be the origins of these
assumptions?

3 How do the different views correspond to
the discussions of strategic capabilities
(Chapter 3) and competitive strategy
(Chapter 6)?
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Internet providers of downloadable music), but initially this may not be seen —
customers may remain loyal to established investors, bankers may be reluctant
to fund such ventures and existing players in the market may dismiss what they
see as aberrations.

Because the recipe varies from one field to another, the transition of managers
between sectors can also prove difficult. For example, private sector managers
have been encouraged to join public services in an attempt to inject new ways of
doing things into the public sector. Many have expressed difficulties in gaining
acceptance of their ways of working and in adjusting their management style to
the different traditions and expectations of their new organisation, for example
in issues like consensus building as part of the decision-making process. Or,
to take the example in Illustration 5.3, Michael Jones’s different career back-
ground means he has some quite different views on strategy from his accountant
colleagues.

Organisational culture

The culture of an organisation is often conceived as consisting of four layers3!
(see Exhibit 5.5):

® Values may be easy to identify in an organisation, and are often written down
as statements about an organisation’s mission, objectives or strategies (see
section 4.5). However, they can be vague, such as ‘service to the community’
or ‘honouring equal employment opportunities’.

@ Culture in four layers

Values
Beliefs

Behaviours

Paradigm

 (or taken-for-granted
\ assumptions) }
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® Beliefs are more specific, but again they can typically be discerned in how
people talk about issues the organisation faces; for example, a belief that the
company should not trade with particular countries, or that professional staff
should not have their professional actions appraised by managers.

With regard to both values and beliefs it is important to remember that in re-
lation to culture, the concern is with the collective rather than individuals’ values
and beliefs. Indeed it may be that individuals in organisations have values and
beliefs that at times run counter to their organisation’s, which can give rise to the
sort of ethical tensions and problems discussed in section 4.3.2.

® Behaviours are the day-to-day way in which an organisation operates and can
be seen by people both inside and outside the organisation. This includes the
work routines, how the organisation is structured and controlled and ‘softer’
issues around symbolic behaviours.

® Taken-for-granted assumptions are the core of an organisation’s culture. They
are the aspects of organisational life which people find difficult to identify
and explain. Here they are referred to as the organisational paradigm. The
A paradigm is the set paradigm is the set of assumptions held in common and taken for granted in
of assumptions held an organisation. For an organisation to operate effectively there is bound to
{::f; :]V?(I)); ;nr:;r:(mnaind be such a generally accepted set of assumptions. As mentioned above, these
organisation assumptions represent collective experience without which people would have
to ‘reinvent their world" for different circumstances that they face. The
paradigm can underpin successful strategies by providing a basis of common
understanding in an organisation, but can also be a major problem, for example
when major strategic change is needed (see Chapter 14), or when organis-
ations try to merge and find they are incompatible. The importance of the

paradigm is discussed further in section 5.4.6.

5.4.4 Organisational subcultures

In seeking to understand the relationship between culture and an organisation’s
strategies, it may be possible to identify some aspects of culture that pervade the
whole organisation. However, there may also be important subcultures within
organisations. These may relate directly to the structure of the organisation: for
example, the differences between geographical divisions in a multinational com-
pany, or between functional groups such as finance, marketing and operations.
Differences between divisions may be particularly evident in organisations
that have grown through acquisition. Also different divisions may be pursuing
different types of strategy and these different market positionings require or
foster different cultures. Indeed, aligning strategic positioning and organisational
culture is a critical feature of successful organisations. Differences between
business functions also can relate to the different nature of work in different
functions. For example, in a company like Shell or BP differences are likely
between those functions engaged in “upstream’ exploration, where time horizons
may be in decades, and those concerned with ‘downstream’ retailing, with much
shorter market-driven time horizons. Arguably, this is one reason why both Shell
and BP pay so much attention to trying to forge a corporate culture that crosses
such functions.
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5.4.5 Culture’s influence on strategy

The taken-for-granted nature of culture is what makes it centrally important
in relation to strategy and the management of strategy. There are two primary
reasons for this:

® Managing culture. Because it is difficult to observe, identify and control that
which is taken for granted, it is difficult to manage (see the key debate in
Tlustration 5.5 at the end of the chapter). This is why having a way to analyse
culture so as to make it more evident is important — the subject of the next
section.

® Culture as a driver of strategy. Organisations can be ‘captured’ by their culture
and find it very difficult to change their strategy outside the bounds of that cul-
ture. Managers, faced with a changing business environment, are more likely
to attempt to deal with the situation by searching for what they can understand
and cope with in terms of the existing culture. The result is likely to be incre-
mental strategic change with the risk of eventual strategic drift explained in
section 5.2. Culture is, in effect, an unintended driver of strategy.

The effect of culture on strategy is shown in Exhibit 5.6.%* Faced with a stimulus
for action, such as declining performance, managers first try to improve the
implementation of existing strategy. This might be through trying to lower cost,

@ Culture’s influence on strategy development

Corporate
performance

Development
of strategy

Implementation

Y

If unsatisfactory

Step 1 <
Tighter control

Step 2
Reconstruct <
or develop
new strategy

Step 3

Abandon <
paradigm and
adopt new one

Source: Adapted from P. Grinyer and J.-C. Spender, Turnaround: Managerial Recipes for Strategic Success, Associated Business Press,

1979, p. 208.
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improve efficiency, tighten controls or improve accepted ways of doing things. If
this is not effective, a change of strategy may occur, but a change in line with the
existing culture. For example, managers may seek to extend the market for their
business, but assume that it will be similar to their existing market, and there-
fore set about managing the new venture in much the same way as they have been
used to. Alternatively, even where managers know intellectually that they need
to change, indeed know technologically how to do so, they find themselves con-
strained by path-dependent organisational routines and assumptions or political
processes, as seems likely in Ilustration 5.1. This often happens, for example,
when there are attempts to change highly bureaucratic organisations to be
customer oriented. Even if people who accept intellectually the need to change
a culture’s emphasis on the importance of conforming to established rules,
routines and reporting relationships, they do not readily do so. The notion that
reasoned argument necessarily changes deeply embedded assumptions rooted
in collective experience built up over long periods of time is flawed. Readers
need only think of their own experience in trying to persuade others to rethink
their religious beliefs, or indeed allegiances to sports teams, to realise this. What
occurs is the predominant application of the familiar and the attempt to avoid or
reduce uncertainty or ambiguity. This is likely to continue until there is, perhaps,
dramatic evidence of the redundancy of the culture, quite likely as the result of
the organisation entering phases 3 or 4 of strategic drift (see Exhibit 5.2).

5.4.6 Analysing culture: the cultural web

In order to understand both the existing culture and its effects it is important
The cultural web to be able to analyse culture. The cultural web* is a means of doing this. The
shows the behavioural,  cyltural web shows the behavioural, physical and symbolic manifestations of a

physical and symbolic culture that inform and are informed by the taken-for-granted assumptions, or
manifestations of a culture

that inform and are paradigm, of an organisation (see Exhibit 5.7). It is in effect the inner two ovals
informed by the taken-for- in Exhibit 5.5. The cultural web can be used to understand culture in any of the

granted assumptions, or  frames of reference discussed above but is most often used at the organisational
paradigm

and/or functional levels in Exhibit 5.4.3* The elements of the cultural web are as
follows:

® The paradigm is at the core of Exhibit 5.5. In effect, the taken-for-granted

assumptions and beliefs of the paradigm are the collective experience applied
Cultural web to a situation to make sense of it and inform a likely course of action. The
assumptions of the paradigm may be very basic. For example, it may seem
self-evident that a newspaper business’s core assumptions are about the cen-
trality of news coverage and reporting. However, from a strategic point of
view, increasingly newspapers’ revenues are reliant on advertising income
and the strategy may need to be directed to this. The paradigm of a charity
may be about doing good works for the needy: but this cannot be achieved if
it is not run effectively for the purpose of raising money. So understanding
what the paradigm is and how it informs debate on strategy matters. The prob-
lem is that, since it is unlikely to be talked about, trying to identify it can
be difficult, especially if you are part of that organisation. OQutside observers
may find it relatively easy to identify simply by listening to what people say
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@ The cultural web of an organisation

Routines are ‘the way we
do things around here on
a day-to-day basis’.

Rituals are activities or
events that emphasise,
highlight or reinforce what
is especially important in
the culture.

Stories Symbo|s

v
A A

Rituals . Power
and routines ezl structures

Control Organisational
systems structures

and watching what they do and emphasise, but this may not be so easy for
insiders who are part of the culture. One way of ‘insiders’ getting to see the
assumptions they take for granted is to focus initially on other aspects of
the cultural web because these are to do with more visible manifestations
of culture. Moreover, these other aspects are likely to act to reinforce the
assumptions within that paradigm.

Routines are ‘the way we do things around here’ on a day-to-day basis. These
may have a long history and may well be common across organisations (see
section 5.3). At their best, these lubricate the working of the organisation, and
may provide a distinctive organisational competence. However, they can also
represent a taken-for-grantedness about how things should happen which,
again, can be difficult to change.

The rituals of organisational life are activities or events that emphasise, high-
light or reinforce what is especially important in the culture. Examples include
training programmes, interview panels, promotion and assessment proce-
dures, sales conferences, and so on. An extreme example, of course, is the
ritualistic training of army recruits to prepare them for the discipline required
in conflict. However, rituals can also be informal activities such as drinks in
the pub after work or gossiping around photocopying machines. A checklist of
rituals is provided in Chapter 14 (see Exhibit 14.6).

The stories® told by members of an organisation to each other, to outsiders,
to new recruits, and so on, may act to embed the present in its organisational
history and also flag up important events and personalities. They typically



Symbols are objects,
events, acts or people that
convey, maintain or create
meaning over and above
their functional purpose
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have to do with successes, disasters, heroes, villains and mavericks (who
deviate from the norm). They can be a way of letting people know what is
important in an organisation.

@ Symbols® are objects, events, acts or people that convey, maintain or create
meaning over and above their functional purpose. For example, offices and
office layout, cars and titles have a functional purpose but are also typically
signals about status and hierarchy. Particular people may come to represent
specially important aspects of an organisation or historic turning points. The
form of language used in an organisation can also be particularly revealing,
especially with regard to customers or clients. For example, the head of a con-
sumer protection agency in Australia described his clients as ‘complainers’. In
a major teaching hospital in the UK, consultants described patients as ‘clinical
material’. Whilst such examples might be amusing, they reveal an underlying
assumption about customers (or patients) that might play a significant role
in influencing the strategy of an organisation. Although symbols are shown
separately in the cultural web, it should be remembered that many elements
of the web are symbolic. So, routines, control and reward systems and struc-
tures are not only functional but also symbolic.

® Power structures. The most powerful groupings within an organisation are
likely to be closely associated with the core assumptions and beliefs. For
example, in firms that experience strategic drift, it is not unusual to find
powerful executives who have long association with long-established ways of
doing things. In analysing power the guidance given in Chapter 4 (section
4.4.2) is useful.

® Organisational structure is likely to reflect power and show important roles
and relationships. Formal hierarchical, mechanistic structures may emphasise
that strategy is the province of top managers and everyone else is “‘working to
orders’. Highly devolved structures (as discussed in Chapter 12) may signify
that collaboration is less important than competition and so on.

® Control systems, measurements and reward systems emphasise what is import-
ant to monitor in the organisation. For example, public service organisations
have often been accused of being concerned more with stewardship of funds
than with quality of service. This is reflected in their procedures, which are
more about accounting for spending rather than with quality of service.
Individually based bonus schemes related to volume are likely to signal a cul-
ture of individuality, internal competition and an emphasis on sales volume
rather than teamwork and an emphasis on quality.

INlustration 5.4 shows a cultural web drawn up by managers and staff in the
Forestry Commission of the UK as part of a strategy development programme,
together with a commentary on the significance of its elements. The key point to
emerge was that at a time when this public body was charged with changing
strategy towards opening up forests to the public, the staff saw themselves as
technical experts and the public as a nuisance. Similar problems can often
emerge through such an analysis. A cultural web analysis for an accountancy
firm espousing closeness to clients as central to its strategy revealed a culture
of ‘partner care and centrality’, rather than clients. Perhaps most significant,
politicians and managers of the British Labour Party undertook a cultural web
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lllustration 5.4

The cultural web of the UK Forestry Commission

The cultural web can be used to identify the behaviours and taken-for-granted

assumptions of an organisation.

This is an adapted version of a cultural web produced by managers and staff of the UK Forestry
Commission. The Forestry Commission (FC) was a public sector organisation charged with managing the

forests of the UK.

‘We admire strong individuals who
get things done, and yet we’re
hidebound by bureaucracy.’

\
Stories

Of conformity

Bucking the system — pioneers/
innovators/subversives

Not invented here

Bitching and blaming

Loyalty, welfare, caring and
commitment

Highlighting FC superiority

The good old days

Strong management

(or bullying?)

Rituals and routines
Working long hours A
Saying YES to everything
The grapevine

‘We are stewards of the GB
forestry estate and we like to
be in control. We’ve produced
forests in our own image . . .
homogenous efficient timber
producers. We respect
authority, tradition and we
tend to follow orders.’

Symbols
The two tree logo
Dress code or uniform
Utilitarian design of buildings
(people in boxes/‘Top floor’ status)
Cars and vans symbolising rank
Grand job titles, grade or rank
symbolising status
Male dominated/macho behaviour
Forests as ranks of Sitka Spruce

‘We don’t challenge or
question those in senior
positions, but if you’re
in the “foresters club”
you know how to work
around the system

to get things done.’

'

Power structures
High power distance

‘We’re doers
and we work

Paradigm
Forestry experts
Public sector Stewardship
Task rather than people

Deference to senior people
Myriad of meetings

Focus on process rather
than outcomes

Quick to criticise, slow oriented
Conservative/risk averse
FC knows best

to give recognition

Don’t celebrate success
Promotion boards

Initiative overload - juggling
priorities/workloads

Based on rank/status in hierarchy
Government as political masters
Information/knowledge as power
Professional groups

With networked individuals
Knowing and working the
bureaucratic system

hard to get the
job done within
a formal system.’

Control systems
Legislation & statutes
Budgets, deadlines, targets
League tables
Operational manuals,
instructions, handbooks

Audits

Militaristic formal command
and control style

‘We’re efficient and
achieve results (despite
the bureaucracy).’

Performance Management System

Organisational structures
Complex hierarchical structures —
3 organisations/3 countries
Mechanistic rigid structure
Departmental silos
Grades and pay bands
Strong sub cultures
Formal management boards/
working groups/committees
People neatly in their boxes

‘We’re capable individuals
who like to be in control.
We respect authority and
respond to commands
from above.’

Source: Adapted from The Forestry Commission case study by Anne McCann.

Questions

1 How would you characterise the dominant culture here?

2 What are the strategic implications?
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analysis in the mid-1990s prior to their election victory of 1997. It revealed a
party culturally ‘built to oppose’, as it had done with every government in power
through its history — including Labour governments! Not surprisingly, Tony
Blair, who became Prime Minister, saw culture change of the party as a major
necessity.

5.4.7 Undertaking cultural analysis

If an analysis of the culture of an organisation is to be undertaken, there are
some important issues to bear in mind:

® The questions to ask. Exhibit 5.8 outlines some of the questions that might help
build up an understanding of culture using the cultural web.

® Statements of cultural values. As organisations increasingly make visible often
carefully considered public statements of their values, beliefs and purposes -
for example, in annual reports, mission or values statements and business
plans — there is a danger that these are seen as useful and accurate descrip-
tions of the organisational culture. But this is likely to be at best only partially
true, and at worst misleading. This is not to suggest that there is any organised
deception. It is simply that the statements of values and beliefs are often state-
ments of the aspirations of a particular stakeholder (such as the CEQ) rather
than accurate descriptions of the actual culture. For example, an outside
observer of a police force might conclude from its public statements of pur-
pose and priorities that it had a balanced approach to the various aspects
of police work — catching criminals, crime prevention, community relations.
However, a deeper probing might quickly reveal that (in cultural terms) there
is the ‘real’ police work (catching criminals) and the ‘lesser work’ (crime pre-
vention, community relations).

® Pulling it together. The detailed ‘map’ produced by the cultural web is a rich
source of information about an organisation’s culture, but it is useful to be able
to characterise the culture that the information conveys. Sometimes this is
possible by means of graphic descriptors. For example, the managers who
undertook a cultural analysis in the UK National Health Service (NHS)
summed up their culture as ‘The National Sickness Service’. Although this
approach is rather crude and unscientific, it can be powerful in terms of
organisational members seeing the organisation as it really is — which may not
be immediately apparent from all of the detailed points in the cultural web. It
can also help people to understand that culture drives strategies; for example,
a ‘national sickness service” would clearly prioritise strategies that are about
spectacular developments in curing sick people above strategies of health
promotion and prevention. So those favouring health promotion strategies
need to understand that they are facing the need to change a culture and that
in doing so they may not be able to assume that rational processes like plan-
ning and resource allocation will be enough (see Chapter 14).

The cultural analysis suggested in this chapter is also valuable in ways that
relate to other parts of this book and the management of strategy:

® Strategic capabilities. As Chapter 3 makes clear, historically embedded capab-
ilities are, very likely, part of the culture of the organisation. The cultural
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@ The cultural web: some useful questions

Stories
® What core beliefs do stories reflect?

® How pervasive are these beliefs (through levels)? Symbols

@ Do stories relate to: @ Are there _par’_cicurlar symbols which denote
— strengths or weaknesses? the organisation?
— successes or failures? ® What status symbols are there?
~ conformity or mavericks? @ What does the language and jargon signify?
© Who are the heroes and villains? @ What aspects of strategy are highlighted in
@ What norms do the mavericks deviate from? publicity?
Routines and rituals Power structures
® Which routines are Stories Symbols ® How is power
emphasised? distributed in the
® Which are embedded . v v organisation?
in history? A A o What are the core
® What behaviour do assumptions and
. Routines A Power beliefs of the
? .
routines encourage? and rituals Paradigm structures leadership?
@ What are the key rituals? ® How strongly held
@ What core beliefs do they are these beliefs
reflect? (idealists or
@ What do trainin pragmatists)?
e Control Organisational ,
programmes emphasise? systems Structures ® Where are the main

® How easy are power blockages

rituals/routines to change? to change?

Control systems Organisational structures

® What is most closely monitored/controlled? ® How mechanistic/organic are the structures?

@ Is emphasis on reward or punishment? @ How flat/hierarchical are the structures?

® Are controls related to history or current o How formal/informal are the structures?
strategies? @ Do structures encourage collaboration or

@ Are there many/few controls? competition?
® What types of power structure do they support?

Overall

® What do the answers to these questions suggest are the (four) fundemental assumptions that are
the paradigm?

@ How would you characterise the dominant culture?
® How easy is this to change?

analysis of the organisation therefore provides a complementary basis of an-
alysis to an examination of strategic capabilities (see Chapter 3). In effect, such
an analysis of capabilities should end up digging into the culture of the organ-
isation, especially in terms of its routines, control systems and the everyday
way in which the organisation runs, very likely on a ‘taken-for-granted’ basis.
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® Strategy development. An understanding of organisational culture sensitises
managers to the way in which historical and cultural influences will likely
affect future strategy for good or ill. It therefore relates to the discussion on
strategy development in Chapter 11.

® Managing strategic change. An analysis of the culture also provides a basis
for the management of strategic change, since it provides a picture of the
existing culture that can be set against a desired strategy so as to give insights
as to what may constrain the development of that strategy or what needs to
be changed in order to achieve it. This is discussed more extensively in
Chapter 14.

® Culture and experience. There have been repeated references in this section to
the role culture plays as a vehicle by which meaning is created in organis-
ations. This was discussed more fully in the Commentary on the experience
lens and provides a useful way in which many aspects of strategy can be con-
sidered (see the commentaries throughout the book).

@ MANAGING IN AN HISTORIC AND CULTURAL CONTEXT

History and culture are, then, important influences on the strategy of organis-
ations. This leaves the challenging question of what managers can do about
managing history and managing culture. Arguably there is little to be done about
managing history; it has happened. There are, however, many examples in his-
tory of governments that have set about rewriting history and some would argue
that corporations attempt to do much the same in their public relations. There is,
however, a good deal written about the need to create or ‘manage culture’ (and
itis a theme taken up in the context of managing strategic change in Chapter 14).
This raises the question — or the challenge for managers — of just how realistic it
is to be able to manage that which is taken for granted and historically based.
This is the subject of the key debate in Illustration 5.5.

What is evident is that, if managers are to become path creators in strategy
development, they need to be able to challenge, question and potentially change
path dependent capabilities rooted in history and culture. To do this managers
have, at the very least, to learn to be questioning of the very history that they
have, perhaps, been part of or that has led to their existing positions. It should,
therefore, be evident that one of the major requirements of a manager of strat-
egy is to be able to encourage the questioning of that which is taken for granted.
This may be possible through the sort of analytical tools covered in this chapter
and in this book. However, it is also likely to require a management style — indeed
a culture - that allows and encourages such questioning. If, on the other hand,
the culture is such as to discourage such questioning, it is very unlikely that the
lessons of history will be learned and much more likely that the dictates of
history will be followed.



m CHAPTER 5 CULTURE AND STRATEGY

Path dependency

Is history a powerful constraint on managers or an excuse for managerial inertia?

Brian Arthur, the Stanford economist, argued that
when technologies compete for adoption,
‘insignificant events may by chance give one of them
an initial advantage in adoptions’. Such a technology
may be technically inferior to alternatives but

may then improve more than the others, so it may
appeal to a wider proportion of potential adopters.

It may therefore become further adopted and further
improved. Thus it may happen that a technology that by
chance gains an early lead in adoption may eventually
‘corner the market’ of potential adopters.

This has become known as ‘path dependency’,
defined by Paul David as where ‘important influences
upon the eventual outcome can be exerted by
temporally remote events, including happenings
dominated by chance’. The result can be the
unplanned ‘lock-in’ of that technology and the
‘lock-out’ of others.

Examples given of this include the QWERTY
typewriter keyboard (see section 5.3.1), petrol cars
over steam cars and the VHS video system over
Betamax. All came to dominate, though the
alternative systems were initially considered
technically superior. The concept of path
dependency has also come to be applied to
strategy. Just as it may to be too expensive or too
complex for managers to see it as worthwhile to
change course to a potentially superior technology,
so it may be for a strategy.

Others have argued that the notion of path
dependency is exaggerated. Stephen Margolis and
S.J. Liebowitz raise questions about the extent to
which ‘inferior technologies’, persisting through path
dependence, were really that inferior. For example, in
typing contests typists using the QWERTY system
were victorious over those who did not. And there
were features of the VHS system preferred over
Betamax when they were in competition.

In relation to public policy Adrian Kay also has
reservations about the concept of path dependence.
He likens it more to policies becoming
institutionalised, taken for granted or just more
complex: all creating problems for managing change,
but none the less amenable to it. For example, there

are many reasons why it is difficult to change

the UK state pensions provision, not least the large
sunk costs in the scheme and the shear complexity
surrounding it. However, his studies show both
policy stability and policy change and ‘the notion of
path dependency is only useful for accounting for
the former’. Management can create the latter.

Luis Araujo and Debbie Harrison also argue that
managers are not captured by history to the extent
that path dependency suggests. Managers are able
to make choices and overcome potential forces for
inertia by having ‘one foot in the past, the present
and the future.” They are capable of reflecting on
the benefits and disbenefits of history and doing
something about it.

Sources:

L. Araujo and D. Harrison, ‘Path dependence, agency and
technological evolution’, Technology Analysis and Strategic
Management, vol. 14, no. 1 (2007), pp. 5-19.

W.B. Arthur, ‘Competing technologies, increasing returns and
lock in by historical events’, Economic Journal, vol. 99 (1989),
pp. 116-131.

P.A. David, ‘Clio and the economics of QWERTY’, American
Economic Review, vol. 75 (1985), pp. 332-337.

A. Kay, ‘A critique of the use of path dependency in policy
studies’, Public Administration, vol. 83, no. 3 (2005), pp. 553-571.

S.E. Margolis and S.J. Liebowitz, Path Dependence: the New
Palgrave of Economics and the Law, 1998.

((luestions )

1 Summarise the arguments above in terms of
the extent to which the authors believe that
managers are locked into path-dependent
histories.

2 Drawing on your own experience, and
the arguments in this chapter and in the
Commentaries, summarise the path
dependency, institutional and cultural
forces on managers.

3 What are your views about the extent
to which such forces are a powerful
constraining influences or an excuse for

\ fatalism and management inertia? )




WORK ASSIGNMENTS «

The history and culture of an organisation may contribute to its strategic
capabilities, but may also give rise to strategic drift as its strategy develops
incrementally on the basis of such influences and fails to keep pace with a
changing environment.

® Historical, path-dependent processes play a significant part in the success or
failure of an organisation and need to be understood by managers. There are
historical analyses that can be conducted to help uncover these influences.

® Cultural and institutional influences both inform and constrain the strategic
development of organisations.

® Organisational culture is the basic assumptions and beliefs that are shared
by members of an organisation, operate unconsciously and define in a basic
taken-for-granted fashion an organisation’s view of itself and its environment.

® An understanding of the culture of an organisation and its relationship to
organisational strategy can be gained by using the cultural web.

Work assignments

% Denotes more advanced work assignments. * Refers to a case study in the Text and Cases edition.

5.1 Identify four organisations that, in your view, are in the different phases of strategic drift (see
Exhibit 5.2). Justify your selection.

5.2 % In the context of section 5.3, undertake an historical analysis of the strategy development of an
organisation and consider the question: ‘Does history matter in managing strategy?’

5.3 Map out an organisational field (see section 5.4.2) within which an organisation of your choice
operates. (As a basis for this you could for example use accountancy, a public sector organisation
such as Direct and Care* or Formula One*.)

5.4 Identify (a) an organisation where its publicly stated values correspond with your experience of it
and (b) one where they do not. Explain why (a) and (b) might be so.

5.5 Use the questions in Exhibit 5.8 to plot out a cultural web for Marks & Spencer A or an
organisation of your choice.

5.6 % By using a number of the examples from above, critically appraise the assertion that ‘culture can
only really be usefully analysed by the symptoms displayed in the way the organisation operates’.
(You may wish to refer to Schein’s book in the recommended key readings to assist you with this
task.)

Integrative assignment

5.7 * What is the relationship between strategic capabilities, competitive advantage, organisation
culture, strategy development and the challenge of managing strategic change? (Refer to
Chapters 3, 5, 6, 11 and 14.) Consider this in relation to a major change in strategy such as the
development or adoption of a different basis of competitive strategy (see section 6.3) or the
change to an e-business model.
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An extensive range of additional materials, including audio summaries, weblinks to organisations
featured in the text, definitions of key concepts and self-assessment questions, can be found on
the Exploring Corporate Strategy Companion Website at www.pearsoned.co.uk/ecs

Recommended key readings
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thinking incrementalism’, Strategic Management
Journal, vol. 9 (1988), pp. 75-91; and ‘Managing
strategic change - strategy, culture and action’,
Long Range Planning, vol. 25, no. 1 (1992), pp. 28—
36. (These papers also explain the cultural web.)
Also see Donald S. Sull, “Why good companies go
bad’, Harvard Business Review, July/August (1999),
pp. 42-52.

For an historical perspective on strategy see
I. Greener, ‘'Theorizing path dependency: how does
history come to matter in organizations?’, Manage-
ment Decision, vol. 40, no. 6 (2002), pp. 614-619; and
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Marks & Spencer (A)

Nardine Collier

The M&S formula for success

Michael Marks began his penny bazaars in the late
1880s. He soon decided he needed a partner to help
run the growing firm and Tom Spencer, a cashier

of Marks’ supplier, was recommended. From this
partnership Marks & Spencer (M&S) steadily grew.
Simon Marks took over the running of M&S from

his father, turning the penny bazaars into stores,
establishing a simple pricing policy and introducing
the ‘St Michael’ logo as a sign of quality. There was
a feeling of camaraderie and a close-knit family
atmosphere within the stores, with staff employed
whom the managers believed would ‘fit in’ and
become part of that family. The staff were also treated
better and paid more than in other companies. The
family nature of this firm dominated top management
too: until the late 1970s the board was made up of
family members only.

Marks was renowned for his personal, top-down,
autocratic management style and his attention to
detail. This also manifested itself in the way he dealt
with suppliers. He always used the same UK-based
suppliers and meticulously ensured that goods were
exactly to specification, a relationship designed to
build reliance of the suppliers and ensure high and
consistent quality.

Until the late 1990s M&S was hugely successful
in terms of profit and market share, running its
operations according to a set of fundamental
principles; namely to:

e offer customers high-quality, well-designed and
attractive merchandise at reasonable prices under
the brand name St Michael;

® encourage suppliers to use the most modern and
efficient production techniques;

o work with suppliers to ensure the highest standards
of quality control;

e provide friendly, helpful service and greater
shopping comfort and convenience to customers;

® improve the efficiency of the business, by
simplifying operating procedures;

e foster good human relations with customers,
suppliers and staff and in the communities in
which M&S trade.

Its specialist buyers operated from a central buying
office from which goods were allocated to the stores.
The store managers followed central direction on
merchandising, layout, store design and training.
Every M&S store was identical in the procedures it
followed, leading to a consistency of image and a
guarantee of M&S standards. However, it also meant

This is an abridged version of the full ‘A’ case (which can be found in the classic case collection). A ‘B’ case can be found in
the Text and Cases version of the 8th edition of Exploring Corporate Strategy.

This case was prepared by Nardine Collier, Cranfield School of Management. It is intended as a basis for class discussion
and not as an illustration of either good or bad management practice. Not to be reproduced or quoted without permission.

© N. Collier 2007.

Photo: Charles Hewitt/Picture Post/Getty Images



store managers were severely restricted in how they
could respond to the local needs of customers.

During M&S’s growth there were few changes to
its methods of operation or strategies. Its reputation
for good-quality clothing was built on basics, the
essentials which every customer needed and would
outlast the current fashion and trends seen in other
high street retailers. As it did not have fitting rooms
till the 1990s, all assistants carried tape measures
and M&S would give a ‘no quibble’ refund to any
customer who was unhappy with the product he or
she had purchased. As its products remained in the
stores all year round for most of its history it never
held sales.

The success of M&S continued into the 1990s.
Richard Greenbury, the CEO from 1991, explained
this success:

we followed absolutely and totally the principles of the
business with which | was embued. . . . | ran the business
with the aid of my colleagues based upon the very long
standing, and proven ways of running it. (Radio 4, August
2000)

Successive chief executives were renowned for

their attention to detail in terms of supplier control,
merchandise and store layout; and it seemed to work.
M&S’s success under Marks was often attributed

to his understanding of customer preferences and
trends. However, because of this, it could also mean
that buyers tended to select merchandise which they
knew chief executives would approve of. For example,
since it was known Greenbury did not want M&S to
be at the cutting edge of fashion, buyers concentrated
on the types of product they knew he would like —
‘classic, wearable fashions’.

There were other problems of centralised authority.
On one occasion Greenbury had decided that to
control costs there would be less full-time sales
assistants. Although this led to an inability in stores
to meet the service levels required by M&S, when
Greenbury visited, all available employees were
brought in so that it appeared the stores were giving
levels of service that, at other times, they were not.

It also meant there was little disagreement with
directives from the top, so policies and decisions
remained unchallenged even when executives or
store managers were concerned about negative
effects. Customer satisfaction surveys that showed
decreasing satisfaction throughout the late 1990s
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were kept from Greenbury by senior executives
who felt he might be annoyed by the results.

A hitch in the formula

M&S’s problems began to hit the headlines in October
1998 when it halted its expansion programme in
Europe and America and in November announced

a 23 per cent decline in first-half profits, causing

its shares to fall drastically. Greenbury blamed a
turbulent competitive environment, saying that M&S
had lost sales and market share to its competitors
from both the top and bottom ends of the retail
market. Competitors at the top end of the market,
such as the Gap, Oasis and Next, offered similarly
priced goods, but more design focused with up-to-
date fashions. At the bottom end, Matalan and
supermarkets ranges such as the ‘George’ range

at Asda offered basic clothing at significantly lower
prices. Moreover, Tesco and Sainsbury’s were now
offering added value foods which had been pioneered
by M&S.

Commentators suggested that M&S no longer
understood or reacted to its customers’ needs. It
misread its target market, and could not understand
that customers who purchased food or underwear
might not want products from its home furnishings
range. It had continued too long with its traditional
formula and ignored changes in the marketplace.
Greenbury was too focused on the day-to-day
operations of the firm rather than long-term strategy.
M&S was tied to a generalised view of the market,
instead of trying to understand and tailor offerings to
the various market segments. It had no loyalty card at
a time when almost every other retailer did. Although
a large proportion of M&S customers were women
and much of the merchandise was womenswear, top
management were dominated by men. Almost all
managers and executives were promoted internally,
starting at the bottom of the organisation and
becoming immersed in its routines and traditions.

It had an inward-looking culture strongly reinforced
by Greenbury and his autocratic approach.

In November 1998, Greenbury announced that he
would be stepping down. There followed a series of
heavily publicised arguments between Keith Oates,
Greenbury’s deputy, and Peter Salsbury, another
director, whom the media suggested was Greenbury’s
favoured successor. It was Salsbury who was
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eventually appointed as CEO. Oates elected to
take early retirement. Analysts commented that, as
Salsbury had only worked in womenswear, one of
the worst-performing units in M&S, it might have
been wiser to bring in an outsider.

During this period of boardroom scuffles, M&S’s
problems were compounded by its £192m (€270m)
purchase of 19 Littlewoods department stores.
These required refurbishment at a cost of £100m at
the same time as existing M&S stores were being
refurbished. The disruption had a far worse effect
on customers than M&S had expected, leading
Greenbury to describe the clothing section as a
‘bloodbath’. In January 1999 M&S announced its
second profits warning. It had been a bad Christmas
trading period made worse by M&S overestimating
sales and buying £250m worth of stock that then
had to be heavily discounted.

New tactics . . . but more problems

In an attempt to regain confidence, Salsbury
implemented a restructuring strategy, splitting the
company into three: UK retail business, overseas
business and financial services. He also established
a company-wide marketing department to break
down the power of the traditional buying fiefdoms
established around product lines. The marketing
department would adopt a customer-focused
approach, rather than allowing buyers to dictate what
the stores should stock. There were new clothing and
food ranges, reinforced by a large-scale promotional
campaign, to attempt to restore its image as an
innovative retailer offering unique, quality products.
Explaining that he wanted to move away from a
bureaucratic culture by creating a decision-making
environment that was unencumbered by hierarchy,
Salsbury stripped away of layers of hierarchy and
established a property division so that rents were
charged to stores to make store managers more
accountable for branch performance.

In June Greenbury retired a year early, a decision
which came just before the board entered a three-day
meeting to discuss ‘a few hundred pages of its new
strategy’. Salsbury commented:

What we are doing has moved away from his [Greenbury’s]
methodology and thought processes . . . decisions were
reached without him being able to have an input.
(Financial Times, 23 June 1999)

In September M&S stated that it was in the process
of overseas sourcing while severing links with some
UK suppliers, streamlining international operations,
diversifying into home and Internet shopping, and
creating a department dedicated to identifying new
business opportunities. However, customers
continued to voice their concerns regarding the
clothing range:

There are so many items here to find and they don’t tend
to segregate it out, so there’s something | might like next
to something my granny might like. (Financial Times, 28
September 1999)

By November M&S had more bad news for its
shareholders when it revealed its shares had fallen to
the lowest price since 1991. There followed reports of
Tesco, American pension fund companies and Philip
Green, the retail entrepreneur, being interested in
acquiring M&S. To counteract these rumours M&S
implemented another management restructuring to
become more customer focused, establishing seven
business units: lingerie, womenswear, menswear,
childrenswear, food, home, and beauty. Executives
were appointed at just below board level to head the
units, reporting directly to Salsbury who believed the
flatter structure allowed M&S to be more responsive
to market changes and customer needs.

A new horizon

In January 2000 Luc Vandevelde was appointed
chairman. Belgian-born Vandevelde had left his
managing director role at Promodés, the French food
retailer, where he had achieved a sixfold increase

in stock value. This was the first time anyone from
outside M&S had been appointed to the position

of chairman.

In the next two years there followed more changes.
He unveiled an exclusive clothes collection from haute
couture designers. Purchasing of the clothing range
was shifted to almost 100 per cent Asian sources.
M&S stopped using its famous green carrier bags,
and relegated the St Michael logo to inside clothing.
Stores were grouped on the basis of demographic
characteristics and lifestyle patterns, instead of
operating with the old system which allocated
merchandise dependent on floor space. Still the
fortunes of the company declined. In May 2000
M&S announced a fall in profit of £71.2m.



There was another restructuring into five operating
divisions: UK retail; international retail; financial
services; property; and ventures. Within the UK
retail division seven customer business units were
established, and to ensure customer focus each unit
would have dedicated buying and selling teams.
There was further store modernisation; more customer
advisers on the shop floor; and the opening of three
prototype stores where all new initiatives and
concepts would be tested. M&S disclosed plans to
offer clothes at a discounted price in factory outlet
malls. Early in 2001 it announced its plans to withdraw
from its stores in Europe and Brooks Brothers in
America and franchise those in Hong Kong. In the
midst of this, in September 2000, Salsbury retired.

Discussing the still disappointing end-of-year
results, Vandevelde scaled back on the promises he
had made on his arrival for recovery within two years.
However, he was confident that he had the right
recipe for recovery, it was just a matter of time.

There followed the decision to move out of its
headquarters in Baker Street, London, and into a new
building in Paddington. For those who had worked in
M&S’s headquarters, the grey and imposing building
symbolised much that had gone wrong with the
retailer. Its endless corridors were described as
Kremlin-like, and the small individual offices reflected
the status of the occupant by the thickness of the
carpet. Former managers described the building as
‘oppressive’, with facilities that were not conducive to
modern working practices, few casual meeting rooms,
and a highly structured hierarchy for the 4,000
employees who worked there. Commentators were
delighted with the move; they felt it showed M&S
was at last tackling the problems at its core, not just
altering merchandise and store layout.

It was not till the end of November 2001 that there
were signs of an upturn in trading performance. This
followed the arrival of Yasmin Yousef, a new creative
designer, and the much heralded collaboration with
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George Davies, founder of Next and the creator of the
‘George’ clothing range at Asda. Davies introduced
the Per Uno women’s range targeted at 25-35
fashion-conscious customers to compete with brands
like Mango and Kookai. Davies had secured a deal
whereby he owned Per Una, and retained the profits
from supplying M&S. To operate so autonomously he
had invested £21m of his own money. He was
therefore designing, manufacturing and distributing
the clothes independently of M&S.

In 2001 Vandevelde also head-hunted Roger
Holmes to be Head of UK Retailing. Holmes started
his career as a consultant for McKinsey, moving
to become Financial Director of DIY chain B&Q,
Managing Director of retailers Woolworths, and finally
Chief of Electricals for the Kingfisher group. Was a
new era for M&S beginning?

Sources:
BBC2, ‘Sparks at Marks’, The Money Programme, 1 November (2000).
BBC2, ‘Marks and Spencer’, Trouble at the Top, 6 December (2001).

G. Beaver, ‘Competitive advantage and corporate governance: shop
soiled and needing attention, the case of Marks and Spencer plc’,
Strategic Change, vol. 8 (1999), pp. 325-334.

J. Bevan, The rise and fall of Marks and Spencer, Profile Books, (2001).
Channel 4, ‘Inside Marks and Spencer’, 25 February (2001).
Radio 4, Interview with Sir Richard Greenbury, 22 August (2000).

G. Rees, St Michael: A history of Marks and Spencer, Weidenfeld and
Nicolson, (1969).

K. Tse, Marks and Spencer: Anatomy of Britain’s most efficiently
managed company, Pergamon, (1985).

Questions

1 Analyse the organisational culture of M&S in
the 1990s.

2 Why was M&S so successful for so long?
3 Why did it suffer the downturn in the 1990s?

4 Why did the changes made from 1998 to 2001
fail to overcome the problems?



Part I of the book has discussed some of the main influences that managers in organisations have
to take into account in developing the strategies of their organisations. The underlying theme
here is that reconciling these different forces is problematic. Not only are there many of them, but
also their effects are difficult to predict and they are likely to change, creating potentially high levels
of uncertainty. The forces may also be in conflict with one another, or pulling in different directions.
Understanding the strategic position of an organisation is therefore challenging for managers.

In this commentary the four strategy lenses introduced in the initial Commentary are now used to
reconsider how managers can and do make sense of the strategic position they face and some of the
key issues discussed in the chapters in Part I. Note that:

® There is no suggestion here that one of these lenses is better than another, but they do provide
different insights into the problems faced and the ways managers cope with the challenge.

® If you have not read the Commentary following Chapter 1 that explains the four lenses, you
should now do so.

\

The concepts and analytic tools of strategy can be used to understand the complex and
uncertain world managers face in developing strategy. So it makes sense to:

® Undertake rigorous analysis of environmental forces, strategic capabilities, stakeholder
power and cultural influences.

® Build scenarios to sensitise possible futures.
® Integrate the insights from such analyses into a clear view of the strategic position.
® Involve managers in such analysis through systematic strategic planning.

A clear understanding of the strategic position by managers is then helpful in their
managing the development of a future strategy because it provides a basis upon which they
can consider how different strategic options might address the issues identified.

A\ J
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Managers’ individual or collective experience based on prior events is drawn upon by them
to make sense of the strategic position of the organisation. This can be useful because it
provides short-cuts in sense making. It is, however, also dangerous because such experience
becomes fixed, determines how stimuli are made sense of and biases responses to such
stimuli. An uncertain future is therefore likely to be understood in terms of past experience
that acts as an ‘uncertainty reduction mechanism’.

The strategic capabilities (especially core competences) that have driven past success are
likely to have become embedded in its history and organisational culture. Over time this may
well give rise to strategic drift.

Questioning and challenging that which is taken for granted is vital. It is at least as important
to surface the assumptions that managers have as to undertake careful strategic analysis,
because it is likely to be such assumptions that are driving strategic decisions. A major role
of the frameworks of analysis described in Part I is to do just this.




Commentary on Part |
The Strategic Position

Ideas lens

It is not possible to reduce uncertainty sufficiently to arrive at a clear strategic position upon
which strategies can be rationally evaluated. Knowledge and understanding of the bases of
the strategic position of the organisation can never be sufficiently complete. Indeed, rigorous
analysis may foster conformity and a ‘right way’ of seeing things.

However, the ambiguity and uncertainty of the future may be beneficial in that it can give
rise to a variety of different perspectives that can stimulate new ideas from within and
around the organisation. These new ideas are just as likely to bubble up from below as be
originated at the top of an organisation. So, if innovation is important, managers need to
learn how to foster and harness such variety.

Managers may not be able to determine an objectively based ‘right” view of the strategic
position of their organisation, but they may be able to establish a sufficiently clear
overarching vision or a set of ‘simple rules’ that allows for the necessary variety to encourage
the emergence of new ideas.

With regard to strategic drift, there are different views here:

® That sufficient variety could give rise to new ideas and experimentation that help avoid drift.

® That drift is an inevitability but that the resulting instability will itself help generate new
ideas and be an opportunity for renewal.

- J

Discourse lens >

The strategic position of an organisation is not so much a matter of objective ‘fact” as that
which is represented and privileged in the discourse of major stakeholders and powerful
people, for example a CEO, investors, government. What such stakeholders say shows how
influential people are making sense of their strategic position and the key issues that are
driving the strategy of organisations. This has a very real influence on organisations’
strategies.

Discourse is also linked to identity. So:

@ Each stakeholder has their own identity and associated with this is their own way of
talking about their relationship to the strategy of an organisation. This is a route to
understanding stakeholder interest and influence.

® The concepts and tools associated with strategy can be employed by managers so that
they can look as though they have insights that give them a special place with regard to
the destiny of the organisation. In this sense strategy discourse is linked to power.

® People get locked into their ways of talking about their strategic perspective. It can be
difficult to change this. In this sense dominant discourse can contribute to strategic drift.

U J







Part i

STRATEGIC CHOICES

How an organisation positions itself in relation to competitors in terms of its overall
competitive strategy.

The scope and diversity of an organisation’s products and therefore the nature of its
corporate portfolio and how that portfolio is managed.

The geographic scope of the organisation and the bases of its international strategy.
The extent to which and how it seeks to foster innovation and entrepreneurial endeavour.

Ways in which it might pursue strategic options in terms of organic development,
acquisitions or joint ventures.

The criteria and tools by which these choices might be evaluated.
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Introduction to Part Il

Strategic choices are concerned with decisions about an organisation’s future
and the way in which it needs to respond to the many pressures and
influences discussed in Part I of the book. In turn, the consideration of future
strategies must be mindful of the realities of translating strategy into action
which, in turn, can be significant constraints on strategic choice.

There are three overarching choices to be made as shown in Exhibit IL.i. These
are:

® The choices as to how an organisation positions itself in relation to competitors.
This is a matter of deciding the overall basis of how to compete in a market.
For example, if the aim is to pursue a strategy that provides lasting superior
financial performance, is this to be achieved by competitive advantage on
the basis of price or differentiation? Or is competitive advantage possible
through being more flexible and fleeter of foot than competitors? Or is a more
cooperative approach to competitors appropriate? These questions are
addressed in Chapter 6.

® The choices of products and markets for an organisation. Should the organ-
isation be very focused on just a few products and markets? Or should it be
much broader in scope, perhaps very diversified in terms of both products (or
services) and markets? This raises questions of corporate strategy addressed

@ Strategic choices

Strategic

choices

Bases of Strategy Methods for pursuing
competitive strategy directions strategies
The choices as to how The choices of products The choices about how
an organisation positions and markets available to strategies are to be
itself in relation to an organisation pursued

competitors



m INTRODUCTION TO PART II

in Chapter 7, international strategy in Chapter 8 and the extent of innovative
and entrepreneurial endeavour in the organisation, which is discussed in
Chapter 9.

® The choices about how strategies are to be pursued. For any of these choices,
should they be pursued by organic development, acquisitions or through joint
ventures with other organisations? This is the theme of the first part of
Chapter 10.

This part of the book also asks:

® How are these choices to be evaluated? What are the criteria that might be used
and the tools that are useful for this? This is the theme of the second part of
Chapter 10.

The discussion in these chapters provides explanations and rationales for a wide
range of strategic options. However, a word of warning: there is a potentially
misleading distinction between undertaking the sort of strategy analysis that was
explained in Part I of the book and considering the choices discussed in Part II.
In two respects, they are not separate and disconnected:

1 Key strategic issues. The choices described here have to be considered in the
context of the understanding of an organisation’s strategic position. Here it
is important that there is clarity on the key strategic issues. This means that
strategists should be able to identify the really important issues that a strategy
has to address from the very many other issues that, no doubt, will have arisen
in their analysis. Too often the outcome of such analysis is a very long list of
observations without any clarity of what such key issues are. There is no
‘strategy tool” for this. This is a matter of informed judgement and, because
managers usually work in groups, of debate. The analytic tools provided can
help inform, but are not a substitute for judgement.

2 Strategic analysis generates strategic options. Part I of the book has provided
ways in which strategists can identify forces at work in the business environ-
ment (Chapter 2), identify and build on strategic capabilities (Chapter 3), meet
stakeholder expectations (Chapter 4) and build on the benefits, as well as be
aware of the constraints of their organisation’s historical and cultural context
(Chapter 5). In understanding these different forces the strategist will have
also begun to generate ideas and raise questions that generate strategic
options. Identifying strategic options is therefore not restricted to the concepts
in the chapters of Part II.

Another way of thinking about the link between Parts I and II of the book is by
means of one of the most commonly used tools of strategy development. It is
quite likely that the output of a strategic analysis may be pulled together in the
form of a SWOT analysis (see section 3.6.4 and Illustration 3.5). This can also be
used as a way of generating strategic options by using the TOWS matrix* as
shown in Exhibit IL.ii. This builds directly on the information in a SWOT analy-
sis. Each box of the TOWS matrix can be used to identify options that address a

* See H . Weihrich ‘The TOWS matrix — a tool for situational analysis’, Long Range Planning,
April (1982), pp. 54-66.
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w The TOWS matrix

Internal factors

Strengths (S) Weaknesses (W)
SO Strategic options WO Strategic options
" Generate options here that use Generate options here that
Opportunities (0)  gtrengths to take advantage take advantage of opportunities
External of opportunities by overcoming weaknesses
EIR T ST Strategic options WT Strategic options
Generate options here that use Generate options here that
Threats (T) : C
strengths to avoid threats minimise weaknesses and

avoid threats

different combination of the internal factors (strengths and weaknesses) and the
external factors (opportunities and threats). For example, the top left-hand box
prompts a consideration of options that use the strengths of the organisation to
take advantage of opportunities in the business environment. An example might
be the extension of sales into an adjacent geographical market where demand is
expected to grow quickly. The bottom right-hand box prompts options that min-
imise weaknesses and also avoid threats; for example, the avoidance of major
competitors by focusing activities on specialist niches that the organisation is
capable of servicing successfully.
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Choices

Business-Level Strategy

LEARNING OUTCOMES
After reading this chapter you should be able to:

—> Identify strategic business units (SBUs) in organisations.

=> Explain bases of achieving competitive advantage in terms of ‘routes’ on the
strategy clock.

—> Assess the extent to which these are likely to provide sustainable competitive
advantage.

=> |dentify strategies suited to hypercompetitive conditions.
=> Explain the relationship between competition and collaboration.
=> Employ principles of game theory in relation to competitive strategy.

Photo: BAA Aviation Photo Library
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@ INTRODUCTION

This chapter is about a fundamental strategic choice: what competitive strategy

to

adopt in order to gain competitive advantage in a market at the business unit

level. For example, faced with increasing competition from low-price airlines,
should British Airways seek to compete on price or maintain and improve its
strategy of differentiation? Exhibit 6.1 shows the main themes that provide the
structure for the rest of the chapter:

First, strategic business units (SBUs) are explained. Most organisations have
a number of SBUs, because they compete in different markets or market
segments. These SBUs may or may not be organisationally separate but it may
be necessary to consider if different competitive strategies are required for
them. So it helps to identify the SBUs of an organisation.

Next, bases of competitive strateqgy available to SBUs are considered. These
include price-based strategies, differentiation strategies, hybrid and focus
strategies.

The later sections consider ways of achieving competitive advantage. This starts
in section 6.4 by explaining bases for the sustainability of competitive strategy
over time.

However, in a fast-changing and uncertain world the sustainability of com-
petitive advantage can be problematic, so other ways of competing success-
fully are discussed. The idea of hypercompetition (introduced in section 2.3.2)
is revisited in section 6.5 to consider lessons for strategic choices.

The potential benefits of cooperative strategies with competitors are then dis-
cussed in section 6.6.

Finally game theory is introduced as a way of achieving advantage through an
understanding of the interdependence of competitors” actions (section 6.7).

@ Business-level strategies

SBU
strategies

Bases of competitive Achieving competitive
strategy advantage

e Price e Sustainability

e Differentiation strategies o Hypercompetitive strategies

e Hybrid e Collaboration

e Focus o Game theory
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@ IDENTIFYING STRATEGIC BUSINESS UNITS

A strategic business
unit (SBU) is a part of an
organisation for which
there is a distinct external
market for goods or
services that is different
from another SBU

SBU

A strategic business unit (SBU) is a part of an organisation for which there is a
distinct external market for goods or services that is different from another SBU.
The identification of an organisation’s SBUs helps the development of business-
level strategies since these may need to vary from one SBU to another. In the
sections that follow in the rest of this chapter the concepts discussed therefore
relate to the SBUs that have been identified. The identification of SBUs does,
however, raise three other issues considered briefly here but also elsewhere in
the book:

® A confusion of SBUs. Since bases of competitive strategy may need to differ
by markets (or market segment) the SBUs considered need to reflect this.
However, potentially, managers may subdivide markets into many segments
based on different criteria (see Exhibit 2.7). The result could be unmanageable
in terms of identifying compatible bases of competitive strategy. So sensible
judgements need to be made about which SBUs are most useful for strategy-
making purposes.

® Corporate complexity. Similarly, too many SBUs can create excessive com-
plexity in developing corporate-level strategy (see Chapter 7).

® Organisational structure. An SBU is an organisational unit for strategy-making
purposes. An organisation may not actually be structured on the basis of
SBUs, so consideration needs to be given to the relationship of SBUs and
organisational design (see Chapter 13).! In the public sector the frequent
‘repackaging’ of activities within ministries in central government shows how
difficult these judgements can be. For example, in the UK over the last few
decades ‘Education” has been partnered with ‘Science’, then ‘Employment’
and then with ‘Skills’

There are external and internal criteria that can help in identifying appropriate
SBUs:

® Market-based criteria. Different parts of an organisation might be regarded
as the same SBU if they are targeting the same customer types, through the
same sorts of channels and facing similar competitors. For example, a ‘unit’
tailoring products or services to specific local needs is a different SBU from
one that offers standardised products or services globally. So are units that
offer the same products to a customer group through significantly different
channels (for example, retailing to consumers versus direct selling via the
Internet).

® Capabilities-based criteria. Parts of an organisation should only be regarded
as the same SBU if they have similar strategic capabilities. So for a food
manufacturer branded goods should probably be considered a different SBU
from retail ‘own-brand’ goods even though they are selling to the same end
customers through the same channels.



» CHAPTER 6 BUSINESS-LEVEL STRATEGY

BASES OF COMPETITIVE ADVANTAGE: THE
‘STRATEGY CLOCK’

Competitive strategy is
concerned with the basis
on which a business unit
might achieve competitive
advantage in its market

Strategy clock

This section reviews different ways of thinking about competitive strategy, the
bases on which a business unit might achieve competitive advantage in its mar-
ket. For public service organisations, the equivalent concern is the bases on
which the organisation chooses to achieve superior quality of services in com-
petition with others for funding; that is, how it provides ‘best value’.

Michael Porter? proposed three different ‘generic’ strategies by which an organ-
isation could achieve competitive advantage: ‘overall cost leadership’, ‘differenti-
ation’ and ‘focus’. There is much debate as to exactly what each of these categories
means. In particular many confuse Porter’s ‘cost leadership’ with ‘low price’. To
remove such confusions this book employs ‘market-facing’ generic strategies
similar to those used by Cliff Bowman and Richard D’Aveni.? These are based on
the principle that competitive advantage is achieved by providing customers with
what they want, or need, better or more effectively than competitors. Building on
this proposition, the strategy clock (Exhibit 6.2) enshrines Porter’s categories of
differentiation and focus alongside price — as discussed in the sections below.

In a competitive situation, customers make choices on the basis of their per-
ception of value for money, the combination of price and perceived product/
service benefits. The ‘strategy clock’ represents different positions in a market
where customers (or potential customers) have different ‘requirements’ in terms
of value for money. These positions also represent a set of generic strategies for
achieving competitive advantage. Illustration 6.1 shows examples of different
competitive strategies followed by firms in terms of these different positions on
the strategy clock. The discussion of each of these strategies that follows also
acknowledges the importance of an organisation’s costs — particularly relative
to competitors. But it will be seen that cost is a strategic consideration for all
strategies on the clock — not just those where the lead edge is low price.

Since these strategies are ‘market facing’ it is important to understand the
critical success factors for each position on the clock. Customers at positions 1
and 2 are primarily concerned with price, but only if the product/service benefits
meet their threshold requirements as discussed in Chapter 2 (section 2.4.3). This
usually means that customers emphasise functionality over service or aspects
such as design or packaging. In contrast, customers at position 5 require a cus-
tomised product or service for which they are prepared to pay a price premium.
The volume of demand in a market is unlikely to be evenly spread across the
positions on the clock. In commodity-like markets demand is substantially
weighted towards positions 1 and 2. Many public services are of this type too.
Other markets have significant demand in positions 4 and 5. Historically pro-
fessional services were of this type. However, markets change over time.
Commodity-like markets develop value-added niches which grow as disposable
incomes rise. For example, this has occurred in the drinks market with premium
and speciality beers. And customised markets may become more commodity-like
particularly where IT can demystify and routinise the professional content of
the product - as in financial services.

So the strategy clock can help managers understand the changing require-
ments of their markets and the choices they can make about positioning and
competitive advantage. Each position on the clock will now be discussed.
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@ The strategy clock: competitive strategy options

High
A Differentiation
4
A Focused
Hybrid differentiation
3 5
Perceived Low
product/service rice 2 <
benefits P
1
‘No frills’ )
Strategies
destined for
Y ultimate failure
Low
Low P High
Price
Needs/risks
1 ‘Nofrills’ Likely to be segment specific
2 Low price Risk of price war and low
margins; need to be cost leader
3 Hybrid Low cost base and reinvestment
in low price and differentiation
(=
4 Differentiation =
(@) Without price premium Perceived added value by user, o
yielding market share benefits ‘g
(b) With price premium Perceive added value sufficient o
to bear price premium LE
5 Focused differentiation Perceived added value to a particular
segment, warranting price premium
6 Increased price/standard value Higher margins if competitors do not g
follow; risk of losing market share %
Increased price/low value Only feasible in monopoly situation > E.
)
Low value/standard price Loss of market share j

Note: The strategy clock is adapted from the work of Cliff Bowman (see D. Faulkner and C. Bowman, The Essence of Competitive
Strategy, Prentice Hall, 1995). However, Bowman uses the dimension ‘Perceived Use Value’.
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lllustration 6.1

Competitive strategies on the strategy clock

The competitive strategies of UK grocery retailers have shifted in the last three decades.

The supermarket retail revolution in the UK began in
the late 1960s and 1970s as, initially, Sainsbury’s
began to open up supermarkets. Since the dominant
form of retailing at that time was the corner grocery
shop, Sainsbury’s supermarkets were, in effect, a
hybrid strategy: very clearly differentiated in terms of
the physical layout and size of the stores as well as
the quality of the merchandise, but also lower priced
than many of the corner shop competitors.

As more and more retailers opened up
supermarkets a pattern emerged. Sainsbury’s was the
dominant differentiated supermarket retailer. Tesco
grew as a ‘pile it high, sell it cheap’ no frills operator.
Competing in between as lower priced, but also lower
quality than Sainsbury’s, were a number of other
supermarket retailers.

The mid-1990s saw a major change. Under the
leadership of lan Maclaurin, Tesco made a dramatic
shift in strategy. It significantly increased the size and
number of its stores, dropped the ‘pile it high, sell
cheap’ stance and began offering a much wider range
of merchandise. Still not perceived as equal to
Sainsbury’s on quality, it none the less grew its market
share at the expense of the other retailers and began
to challenge Sainsbury’s dominance. However the big
breakthrough came for Tesco when it also shifted to
higher-quality merchandise but still at perceived lower
prices than Sainsbury’s. In effect it was now adopting
a hybrid strategy. In so doing it gained massive market
share. By early 2007 this stood at over 30 per cent of
the retail grocery market in the UK. In turn Sainsbury’s
had seen its share eroded to just 16 per cent, as it
sought to find a way to resurrect its differentiated
image of quality in the face of this competition.

In the meantime, other competitive strategy
positions had consolidated. The low-price strategy
was being followed by Asda (Wal-Mart) which
also had a 16 per cent share of the market and
Morrison’s (with 11 per cent). In the no-frills segment
was Netto, Lidl and Aldi, all retail formats that arrived
in the 1990s from European neighbours and with a
combined share of around 6 per cent.

The strategy of differentiation no longer really
existed in a pure form. The closest was Waitrose
(almost 4 per cent) emphasising a higher-quality
image, but targeting a more select, upper-middle-
class, market in selected locations. The focused
differentiated stance remained the domain of the
specialists: delicatessens and, of course in a London
context, Harrods Food Hall.

Differentiated
strategy

Waitrose Focused

differentiation
Delicatessens

Hybrid strategy
Tesco

Low-price
strategy

Asda and
Morrisons

No frills
strategy
Netto, Lidl,
Aldi

Questions
1 Who is ‘stuck in the middle’ here? Why?

2 |s a differentiated strategy or a low-price
strategy defensible if there is a successful
hybrid strategy, similar to that being
followed by Tesco?

3 What might prevent other competitors
following the Tesco strategy and competing
successfully with them? (That is, does
Tesco have strategic capabilities that
provide sustainable competitive advantage?)

4 For another market of your choice, map out
the strategic positions of the competitors in
that market in terms of the strategy clock.

(Tesco is the case example in Chapter 10.)
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6.3.1 Price-based strategies (routes 1 and 2)

A “no frills’ strategy Route 1 is the ‘no frills’ strategy, which combines a low price with low perceived
combines a low price, low - product/service benefits and a focus on a price-sensitive market segment. These

perce!"ed product/service segments might exist because of the following:
benefits and a focus on a

price-sensitive market ® The existence of commodity markets. These are markets where customers

segment do not value or discern differences in the offering of different suppliers, so
price becomes the key competitive issue. Basic foodstuffs — particularly in
developing economies — are an example.

® There may be price-sensitive customers, who cannot afford, or choose not,
to buy better-quality goods. This market segment may be unattractive to
major providers but offers an opportunity to others (Aldi, Lidl and Netto in
Ilustration 6.1, for example). In the public services funders with tight budgets
may decide to support only basic-level provision (for example, in subsidised
spectacles or dentistry).

® Buyers have high power and/or low switching costs so there is little choice - for
example, in situations of tendering for government contracts.

® The strategy offers an opportunity to avoid major competitors. Where major
providers compete on other bases, a low-price segment may be an opportunity
for smaller players or a new entrant to carve out a niche or to use route 1 as a
bridgehead to build volume before moving on to other strategies.

A low-price strategy Route 2, the low-price strategy, seeks to achieve a lower price than com-
seeks to achieve a lower  petitors whilst maintaining similar perceived product or service benefits to those
price than competitors offered by competitors. Increasingly this has been the competitive strategy

whilst trying to maintain X .
similar perceived product CRosen by Asda (owned by Wal-Mart) and Morrisons in the UK supermarket

or service benefits to sector (see Illustration 6.1). In the public sector, since the ‘price’ of a service to
those offered by the provider of funds (usually government) is the unit costs of the organisation
competitors

receiving the budget, the equivalent is year-on-year efficiency gains achieved
without loss of perceived benefits.

Competitive advantage through a low-price strategy might be achieved by
focusing on a market segment that is unattractive to competitors and so avoiding
competitive pressures eroding price. However, a more common and more chal-
lenging situation is where there is competition on the basis of price, for example
in the public sector and in commodity-like markets. There are two pitfalls when
competing on price:

® Margin reductions for all. Although tactical advantage might be gained by
reducing price this is likely to be followed by competitors, squeezing profit
margins for everyone.

® An inability to reinvest. Low margins reduce the resources available to develop
products or services and result in a loss of perceived benefit of the product.

So, in the long run, both a ‘no frills’ strategy and a low-price strategy cannot be
pursued without a low-cost base. However, low cost in itself is not a basis for
advantage. Managers often pursue low cost that does not give them competitive
advantage. The challenge is how costs can be reduced in ways which others can-
not match such that a low-price strategy might give sustainable advantage. This
is difficult but possible ways are discussed in section 6.4.1. Illustration 6.2 also
shows how easyJet has sought to reduce costs to pursue its ‘no frills’ strategy.
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lllustration 6.2

easyJet’s ‘no frills’ strategy

Multiple bases for keeping costs down can provide a basis for a successful

‘no frills’ strategy.

Launched in 1995, easyJet was seen as the brash
young upstart of the European airline industry and
widely tipped to fail. But by the mid-2000s this
Luton-based airline had done more than survive.
From a starting point of six hired aircraft working
one route, by 2006 it had 122 aircraft flying 262
routes to 74 airports and carrying over 33 million
passengers per annum and impressive financial
results: £129m profit on £1,619m revenue
(~€187m on = €2,348m).

The principles of its strategy and its business
model were laid down in annual reports year by
year. For example, in 2006:

® The internet is used to reduce distribution costs . . .
now over 95% of all seats are sold online, making
Easy Jet one of Europe’s biggest internet retailers;

® Maximizing the utilization of substantial assets. We fly
our aircraft intensively, with swift turnaround times
each time we land. This gives us a very low unit cost;

® Ticket-less travel. Passengers receive booking details
via an email rather than paper. This helps to
significantly reduce the cost of issuing, distributing,
processing and reconciling millions of transactions
each year;

® No ‘free lunch’. We eliminate unnecessary services,
which are complex to manage such as free catering,
pre-assigned seats, interline connections and cargo
services. This allows us to keep our total costs of
production low;

@ Efficient use of airports. Easy Jet flies to main
destination airports throughout Europe, but gains
efficiencies compared to traditional carriers with rapid
turnaround times, and progressive landing charge
agreements with airports. [It might have added
here that since it does not operate a hub system,
passengers have to check in and offload their luggage
at each stage. This means that aircraft are not held up
whilst luggage is transferred between flights.]

It might also have added that other factors
contributed to low costs:

® A focus on the Airbus A319 aircraft, and the
retirement of ‘old generation’ Boeing 737
aircraft, meant ‘a young fleet of modern aircraft
secured at very competitive rates’ benefiting
maintenance costs. And, since an increasing
proportion of these were owned by easyJet,
financing costs were being reduced.

® A persistent focus on reducing ground handling
costs.

® In the face of rising fuel costs, hedging on future
buying of fuel.

In addition to all the factors above the 2006 annual
report stated that easyJet’s customer proposition is
defined by

low cost with care and convenience. . . . We fly to main
European destinations from convenient local airports and
provide friendly onboard service. People are a key point
of difference at Easy Jet and are integral to our success.
This allows us to attract the widest range of customers
to use our services - both business and leisure.

Source: easyJet annual report 2006.

Questions

1 Read sections 6.3.1 and 6.4.1 and identify
the bases of easyJet’s ‘no frills’ strategy.

2 How easy would it be for larger airlines such
as BA to imitate the strategy?

3 On what bases could other low-price airlines
compete with easyJet?



6.3.2

A differentiation strategy
seeks to provide products
or services that offer
benefits that are different
from those of competitors
and that are widely valued
by buyers
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(Broad) Differentiation strategies (route 4)

The next option is a broad differentiation strategy providing products or services
that offer benefits different from those of competitors and that are widely valued
by buyers.* The aim is to achieve competitive advantage by offering better products
or services at the same price or enhancing margins by pricing slightly higher.
In public services, the equivalent is the achievement of a ‘centre of excellence’
status, attracting higher funding from government (for example, universities try
to show that they are better at research or teaching than other universities).

The success of a differentiation approach is likely to be dependent on two key
factors:

® Identifying and understanding the strategic customer. The concept of the strategic
customer is helpful because it focuses consideration on who the strategy is
targeting. However, this is not always straightforward, as discussed in section
2.4.3. For example, for a newspaper business, is the customer the reader of the
newspaper, the advertiser, or both? They are likely to have different needs
and be looking for different benefits. For a branded food manufacturer is it the
end consumer or the retailer? It may be important that public sector organ-
isations offer perceived benefits, but to whom? Is it the service user or the
provider of funds? However, what is valued by the strategic customer can also
be dangerously taken for granted by managers, a reminder of the importance
of identifying critical success factors (section 2.4.2).

® Identifying key competitors. Who is the organisation competing against? For
example, in the brewing industry there are now just a few major global com-
petitors, but there are also many local or regional brewers. Players in each
strategic group (see section 2.4.1) need to decide who they regard as com-
petitors and, given that, which bases of differentiation might be considered.
Heineken appears to have decided that it is the other global competitors —
Carlsberg and Anheuser-Busch, for example. SABMiller built its global reach
on the basis of acquiring and developing national brands and competing on
the basis of local tastes and traditions, but has more recently also acquired
Miller to compete globally.

The competitor analysis explained in section 2.4.4 (and Exhibit 2.8) can help
in both of these regards:

® The difficulty of imitation. The success of a strategy of differentiation must
depend on how easily it can be imitated by competitors. This highlights the
importance of non-imitable strategic capabilities discussed in section 3.4.3.

® The extent of vulnerability to price-based competition. In some markets cus-
tomers are more price sensitive than others. So it may be that bases of differ-
entiation are just not sufficient in the face of lower prices. Managers often
complain, for example, that customers do not seem to value the superior
levels of service they offer. Or, to take the example of UK grocery retailing (see
Illustration 6.1), Sainsbury’s could once claim to be the broad differentiator on
the basis of quality but customers now perceive that Tesco is comparable and
seen to offer lower prices.
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6.3.3

A hybrid strategy seeks
simultaneously to achieve
differentiation and a price
lower than that of
competitors

6.3.4

A focused differentiation
strategy seeks to provide
high perceived
product/service benefits
justifying a substantial
price premium, usually

to a selected market
segment (niche)

The hybrid strategy (route 3)

A hybrid strategy seeks simultaneously to achieve differentiation and low price
relative to competitors. The success of this strategy depends on the ability to
deliver enhanced benefits to customers together with low prices whilst achieving
sufficient margins for reinvestment to maintain and develop bases of differenti-
ation. It is, in effect, the strategy Tesco is seeking to follow. It might be argued
that, if differentiation can be achieved, there should be no need to have a lower
price, since it should be possible to obtain prices at least equal to the com-
petition, if not higher. Indeed, there is a good deal of debate as to whether a
hybrid strategy can be a successful competitive strategy rather than a suboptimal
compromise between low price and differentiation.’ If it is the latter, very likely
it will be ineffective. However, the hybrid strategy could be advantageous when:

® Much greater volumes can be achieved than competitors so that margins may
still be better because of a low-cost base, much as Tesco is achieving given its
market share in the UK.

® Cost reductions are available outside its differentiated activities. For example,
IKEA concentrates on building differentiation on the basis of its marketing,
product range, logistics and store operations, but low customer expectations
on service levels allow cost reduction because customers are prepared to
transport and build its products.

® Used as an entry strategy in a market with established competitors. For
example, in developing a global strategy a business may target a poorly run
operation in a competitor’s portfolio of businesses in a geographical area of
the world® and enter that market with a superior product at a lower price to
establish a foothold from which it can move further.

Focused differentiation (route 5)

A focused differentiation strategy provides high perceived product/service
benefits, typically justifying a substantial price premium, usually to a selected
market segment (or niche). These could be premium products and heavily
branded, for example. Manufacturers of premium beers, single malt whiskies
and wines from particular chateaux all seek to convince customers who value or
see themselves as discerning of quality that their product is sufficiently differen-
tiated from competitors’ products to justify significantly higher prices. In the
public services, centres of excellence (such as a specialist museum) achieve
levels of funding significantly higher than more generalist providers. However,
focused differentiation raises some important issues:

® A choice may have to be made between a focus strategy (position 5) and broad
differentiation (position 4). A firm following a strategy of international growth
may have to choose between building competitive advantage on the basis of a
common global product and brand (route 4) or tailoring its offering to specific
markets (route 5) — an issue taken up again in Chapter 8 (section 8.4).

® Tensions between a focus strategy and other strategies. For example, broad-
based car manufacturers, such as Ford, acquired premier marques, such as
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Jaguar and Aston Martin, but learned that trying to manage these in the same
way as mass market cars was not possible. By 2007 Ford had divested Aston
Martin and was seeking to divest others. Such tensions limit the degree of
diversity of strategic positioning that an organisation can sustain, an important
issue for corporate-level strategy discussed in Chapter 7.

® Possible conflict with stakeholder expectations. For example, a public library
service might be more cost efficient if it concentrated its development efforts
on IT-based online information services. However, this would very likely
conflict with its purpose of social inclusion since it would exclude people who
were not IT literate.

® Dynamics of growth for new ventures. New ventures often start in very focused
ways — offering innovative products or services to meet particular needs. It
may, however, be difficult to find ways to grow such new ventures. Moving
from route 5 to route 4 means a lowering of price and therefore cost, whilst
maintaining differentiation features.

® Market changes may erode differences between segments, leaving the organisation
open to much wider competition. Customers may become unwilling to pay a
price premium as the features of ‘regular’ offerings improve. Or the market
may be further segmented by even more differentiated offerings from com-
petitors. For example, ‘up-market’ restaurants have been hit by rising stan-
dards elsewhere and by the advent of ‘niche’ restaurants that specialise in
particular types of food.

6.3.5 Failure strategies (routes 6, 7 and 8)

A failure strategy isone A failure strategy is one which does not provide perceived value for money in

that does not provide terms of product features, price or both. So the strategies suggested by routes 6,

&e;gfgzif\';lriz:?; Moy 7 and 8 are probably destined for failure. Route 6 suggests increasing price

features, price or both ~ Without increasing product/service benefits to the customer, the strategy that
monopoly organisations are accused of following. Unless the organisation is pro-
tected by legislation, or high economic barriers to entry, competitors are likely to
erode market share. Route 7 is an even more disastrous extension of route 6,
involving the reduction in product/service benefits whilst increasing relative
price. Route 8, reduction in benefits whilst maintaining price, is also dangerous,
though firms have tried to follow it. There is a high risk that competitors will
increase their share substantially. There is also another basis of failure, which is
for a business to be unclear as to its fundamental generic strategy such that it
ends up being ‘stuck in the middle’ - a recipe for failure.

@ SUSTAINING COMPETITIVE ADVANTAGE

Organisations that try to achieve competitive advantage hope to preserve it over
time and much of what is written about competitive strategy takes the need for
sustainability as a central expectation. This section builds on the discussion
in Chapter 3 (section 3.3.2) relating to strategic capability to consider how
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6.4.1

sustainability might be possible. However, increasingly, questions have been
raised as to whether sustainability of competitive advantage is possible, so sec-
tion 6.5 looks at competitive strategy in circumstances where sustainability is not
possible or very difficult.

Sustaining price-based advantage

An organisation pursuing competitive advantage through low prices might be
able to sustain this in a number of ways (see Exhibit 6.3):

® Operating with lower margins may be possible for a firm either because it has
much greater sales volume than competitors or because it can cross-subsidise
a business unit from elsewhere in its portfolio (see Chapter 7).

® A unique cost structure. Some firms may have unique access to low-cost
distribution channels, be able to obtain raw materials at lower prices than
competitors or be located in an area where labour cost is low.

® Organisationally specific capabilities may exist for a firm such that it is able to
drive down cost throughout its value chain. Indeed Michael Porter defines cost
leadership as ‘the low-cost producer in its industry . .. [who] must find and
exploit all sources of cost advantage’” (see section 3.3 and Exhibit 3.3).

@ Sustaining competitive advantage

Price-based strategies Differentiation
@ Accept reduced margin o Create difficulties of imitation
® Win a price war ® Achieve imperfect mobility
@ Reduce costs (of resources/competences)
@ Focus on specific segments ® Reinvest margin

Sustaining
competitive
advantage

Lock-in

® Achieve size/market dominance
o First-mover advantage

® Reinforcement

@ Rigorous enforcement
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Of course, if either of these last two approaches is to be followed it matters that the
operational areas of low cost do truly deliver cost advantages to support real price
advantages over competition. It is also important that competitors find these
advantages difficult to imitate, as discussed in Chapter 3. This requires a mindset
where innovation in cost reduction is regarded as essential to survival. An example
of this is Ryanair in the low-price (no frills) airline sector which, in 2006,
declared its ambition to be able to eventually offer passengers flights for free.

® Focusing on market segments where low price is particularly valued by
customers but other features are not. An example is the success of dedicated
producers of own-brand grocery products for supermarkets. They can hold
prices low because they avoid the high overhead and marketing costs of major
branded manufacturers. However, they can only do so provided they focus on
that product and market segment.

There are, however, dangers with trying to pursue low-price strategies:

® Competitors may be able to do the same. There is no point in trying to achieve
advantage through low price on the basis of cost reduction if competitors can
do it too.

® Customers start to associate low price with low product/service benefits and an
intended route 2 strategy slips to route 1 by default.

® Cost reductions may result in an inability to pursue a differentiation strategy.
For example, outsourcing IT systems for reasons of cost efficiency may mean
that no one takes a strategic view of how competitive advantage might be
achieved through IT (see section 12.3).

6.4.2 Sustaining differentiation-based advantage

There is little point in striving to be different if competitors can imitate readily;
there is a need for sustainability of the basis of advantage. For example, many
firms that try to gain advantage through launching new products or services find
them copied rapidly by competitors. Illustration 6.3 shows how wine producers
in France and Australia have been seeking bases of differentiation over each
other over the years.

Ways of attempting to sustain advantage through differentiation include the
following (see Exhibit 6.3):

® Create difficulties of imitation. Section 3.3 discussed the factors that can make
strategies difficult to imitate.

® Imperfect mobility such that the capabilities that sustain differentiation cannot
be traded. For example, a pharmaceutical firm may gain great benefits from
having top research scientists, or a football club from its star players, but they
may be poached by competitors: they are tradable. On the other hand, some
bases of advantage are very difficult to trade. For example:

— Intangible assets such as brand, image or reputation that are intangible or
competences rooted in an organisation’s culture are difficult for a competi-
tor to imitate or obtain. Indeed even if the competitor acquires the company
to gain these, they may not readily transfer given new ownership.



» CHAPTER 6 BUSINESS-LEVEL STRATEGY

lllustration 6.3

The strategy battle in the wine industry: Australia vs. France

The benefits of successful differentiation may be difficult to sustain.

For centuries French wines were regarded as superior.
Building on the Appellation d’Origine Contrdlée (AOC)
system, with its separate label requirements and
controls for nearly 450 wine-growing regions, the
emphasis was on the distinct regionality of the wines
and the chateau-based branding. In the AOC system
the individual wine-grower is a custodian of the terroir
and its traditions. The quality of the wines and the
distinct local differences are down to the differences in
soil and climate as well as the skills of the growers,
often on the basis of decades of local experience.

However, by 2001 the traditional dominance of
French wines in the UK seemed to have ended, with
sales of Australian wine outstripping them for the first
time. This went hand in hand with huge growth in wine
consumption as it became more widely available in
supermarkets, where Australian wine was especially
succesful. The success of Australian wines with
retailers was for several reasons. The quality was
consistent, compared with French wines that could
differ by year and location. Whilst the French had
always highlighted the importance of the local area of
origin of the wine, in effect Australia ‘branded’ the
country as a wine region and then concentrated on
the variety of grape — a Shiraz or a Chardonnay, for
example. This avoided the confusing details of the
location of vineyards and the names of chateaux that
many customers found difficult about French wines.
The New World approach to the production of wine
in terms of style, quality and taste was also based
around consumer demand, not local production
conditions. Grapes were sourced from wherever
necessary to create a reliable product. French wines
could be unpredictable — charming to the connoisseur,
but infuriating to the dinner-party host, who expects to
get what he or she paid for.

Between 1994 and 2003 France lost 84,000
growers. There was so much concern that in 2001,
the French government appointed a committee to
study the problem. The committee’s proposals were
that France should both improve the quality of its
appellation wine and also create an entirely new range
of quality, generic wines, so-called ‘vins de cepage’
(wines based on a grape variety). A company called

OVS planned to market the Chamarré brand - French
for ‘bursting with colours’, to sell between £5 and £7
(€7.25 and €10.15), the price range where New World
wines have made the biggest inroads. OVS President
Pascal Renaudat, who has had 20 years in the wine
business, explained:

We have to simplify our product and reject an arrogant
approach that was perhaps natural to us. It is important
to produce wine that corresponds to what people want
to drink and at a good price. . . . This is not wine for
connoisseurs. It is for pleasure.

‘It’s time to get rid of the stuffy pretentiousness
that surrounds French wine,’ said Renaud Rosari,
Chamarré’s master wine-maker. ‘Chamarré is about
bringing our wines to life for the consumers - the
brand is lively, uncomplicated and approachable and
means consistently high quality wines, with the fresh
easy drinking style customers are looking for.’

There was qualified optimism: Jamie Goode of
wineanorak.com saw it as a brave commercial
decision. However: ‘The trouble is that everybody is
doing it. . . . Access to market is key. You need to get
into the supermarkets, but you need to have a strong
brand with which to negotiate or else they will savage
you on price.’

Sources: Adapted from Financial Times, 11 February and
3/4 March (2001); Independent, 4 August (2003); Sunday Times,
5 February (2006); Guardian Unlimited, 7 February (2006).

Questions

1 Explain the high and distinct reputation of
French wines of the past in terms of the
bases of sustainable differentiation
explained in sections 6.4.2 and 3.4.

2 What were the reasons for the success of
Australian wines? Are these as sustainable?

3 What competitive strategy is Chamarré
adopting to respond to the challenge of
Australian (and other ‘New World’) wines?
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— There may be switching costs. The actual or perceived cost for a buyer of
changing the source of supply of a product or service may be high. Or the
buyer might be dependent on the supplier for particular components, ser-
vices or skills. Or the benefits of switching may simply not be worth the cost
or risk.

— Co-specialisation, if one organisation’s resources or competences are inti-
mately linked with the buyers’ operations. For example, a whole element of
the value chain for one organisation, perhaps distribution or manufactur-
ing, may be undertaken by another.

® A lower-cost position than competitors can allow an organisation to sustain
better margins that can be reinvested to achieve and maintain differentiation.
For example, Kellogg’'s or Mars may well be the lowest cost in their markets,
but they reinvest their profits into branding and product and service differen-
tiation, not low prices.

6.4.3 Strategic lock-in

Another approach to sustainability, whether for price-based or differentiation
strategies, is the creation of strategic lock-in.® This is where an organisation
oE achieves a proprietary position in its industry; it becomes an industry standard.
where an organisation . . .
achieves a proprietary For example, Microsoft became an industry standard. Many argue that techni-
position in its industry; cally the Apple Macintosh had a better operating system, but Microsoft Windows
it becomes an industry became the industry standard by working to ensure that the ‘architecture’ of the
standard industry was built around it. Other businesses had to conform or relate to that
standard in order to prosper.
The achievement of lock-in is likely to be dependent on (see Exhibit 6.3):

Strategic lock-in is

® Size or market dominance. It is unlikely that others will seek to conform to such
standards unless they perceive the organisation that promotes it as dominant
in its market.

® First-mover dominance. Such standards are likely to be set early in life cycles of
markets. In the volatility of growth markets it is more likely that the single-
minded pursuit of lock-in by the first-movers will be successful than when the
market is mature. For example, Sky, with the financial support of News
Corporation, was able to undercut competitors and invest heavily in technol-
ogy and fast market share growth, sustaining substantial losses over many
years, in order to achieve dominance.

® Self-reinforcing commitment. When one or more firms support the standard,
more come on board, then others are obliged to, and so on.

® Insistence on the preservation of the lock-in position. Insistence on conformity
to the standard is strict so rivals will be seen off fiercely. This can of course
lead to problems, as Microsoft found in the US courts when it was deemed to
be operating against the interests of the market.
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6.4.4 Responding to competitive threat’

The preservation of competitive advantage in the face of competitors who attack
by targeting customers on the basis of a different competitive strategy can be
a serious threat. One of the most common is low-price competitors entering
markets dominated by firms that have built a strong position through differenti-
ation. For example, low-price airlines have taken substantial share from most
of the leading airlines throughout the world. An equivalent situation in the
public sector arises given the insistence by funding providers on year-on-year
‘efficiency gains’. It is an opportunity for new entrants to undercut existing
service providers, or indeed it may be that those providers find themselves being
forced to undercut themselves.

Exhibit 6.4 suggests the series of questions that might be asked and the appro-
priate responses; there are also some general guidelines. First, if a strategy of
differentiation is retained as the basis of retaliation (or in the public sector if the
decision is to maintain a ‘centre of excellence’ status):

® Build multiple bases of differentiation. There is more likelihood of highlighting
relative benefits if they are multiple; for example, Bang and Olufson’s design
of hi-fi systems linked to product innovation and its relationships with retail-
ers to ensure they present its products distinctly in stores.

® Ensure a meaningful basis of differentiation. Customers need to be able to dis-
cern a meaningful benefit. For example, Gillette has found it difficult to per-
suade customers of the benefit of long-life Duracell batteries not only because
low-price competitors offer multi-packs of cheap batteries to compete, but
also because the demand for batteries has diminished.

® Minimise price differences for superior products or services. This is one reason
why a hybrid strategy can be so effective of course.

® Focus on less price-sensitive market segments. For example, British Airways
has switched its strategic focus to long-haul flights with a particular emphasis
on business travellers.

Second, if differentiators decide to set up a low-price business:

® Establish a separate brand for the low-price business to avoid customer
confusion.

® Run the business separately and ensure it is well resourced. The danger is that
the low-price alternative is regarded as ‘second class’ or is over-constrained
by the procedures and culture of the traditional business.

® Ensure benefits to the differentiated offering from the low-price alternative. For
example, some banks offer lower charges through Internet banking sub-
sidiaries. These lower-priced alternatives reach customers that the traditional
banks might not reach and raise funds they would otherwise not have.

® Allow the businesses to compete. Launching the low-price business purely
defensively is unlikely to be effective. It has to be allowed to compete as a
viable separate SBU; as such, quite likely there will be substitution of one
offering with another. Managers need to build this into their strategic plans
and financial projections.
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@ A framework for responding to low-cost rivals

When a low-cost player enters your indurtry:

Ask

Will this company NO Watch, but don’t

take away any of - take on the new
my present or rival

future
customers?

YES

Don’t launch a price war. Increase the
differentiation of your products by using
a combination of tactics

l

Ask Ask

Are sufficient Learn to live with a If I setup a Switch to selling

numbers of NO smaller company. low-cost business,  NO solutions or
consumers willing = If possible, === will it generate ==  transform your
to pay more for merge with or synergies with company into a
the benefits take over rivals my existing low-cost player

| offer? business?
YES YES

Intensify differentiation by offering more
benefits. Over time, restructure your company
to reduce the price of the benefits you offer

Attack your low-cost rival by setting up a
low-cost business

Source: Reprinted by permission of Harvard Business Review. Exhibit from ‘Strategies to fight low-cost rivals’ by N. Kumar, vol. 84,
issue 12, December 2006. Copyright © 2006 by the Harvard Business School Publishing Corporation; all rights reserved.

A third possibility is that differentiated businesses may change their own busi-
ness model. For example:

® Become solutions providers. Low-price entrants are likely to focus on basic
products or services so it may be possible to reconstruct the business model to
focus on higher-value services. Many engineering firms have realised, for
example, the higher-value potential of design and consultancy services rather
than labour-based engineering operations that are easily undercut in price.

® Become a low-price provider. The most radical response would be to abandon
the reliance on differentiation and learn to compete head-on with the low-
price competitor.!® Perhaps not surprisingly, there is not much evidence of the
success of such a response, not least because it would mean competing on the
basis of competences better understood by the incumbent.
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COMPETITIVE STRATEGY IN HYPERCOMPETITIVE
CONDITIONS

6.5.1

The discussion in sections 6.3 and 6.4 is based on the premise that competitive
strategy is driven by the search for sustainable competitive advantage. However,
there are arguments to suggest that this is not necessarily achievable and that
there are other bases of competitive strategies. Sections 6.5, 6.6 and 6.7 address
these.

As section 2.3.2 argued, many organisations face turbulent, fast-changing,
uncertain business environments and increasing levels of competition, or hyper-
competition.* Here imitation, innovation or changes of customer preferences
mean advantage may be short-lived at best. Competitive advantage will therefore
relate to organisations’ ability to change fast, to be flexible and to innovate. This
section considers competitive strategies in such conditions (see Exhibit 6.5).

Overcoming competitors’ bases of strategic advantage

Some of the ways one competitor may undermine others’ competitive strategies
or defend against the incursions of competitors include:

® Imitation. One competitor may seek to achieve advantage by developing new
products or entering new markets. Such moves may be relatively easily imitated.

® Strategic (re)positioning. As indicated in section 6.4.4, one firm may attack
another by adopting a different basis of competitive strategy; for example, a
low-price strategy against a differentiated competitor. Or perhaps a competi-
tor following a low-price strategy may attempt to stave off another by estab-
lishing some degree of differentiation without an increase in price (that is,
a move to position 3 on the strategy clock). As this is imitated new sources of
differentiation will need to be sought. So innovation and agility are essential.

@ Competitive strategies in hypercompetitive conditions

Overcoming bases of Characteristics of
competitive advantage by: successful
hypercompetitive
strategies:
o Imitation L @ Cannibalise bases of
) o Competitive
e Strategic (re)positioning strategies in SECCESS
® Blocking first-mover hypercompetitive © Smaller moves may be
advantage conditions more effective than
. . bigger ones
@ Overcoming barriers . .
to entry ® Disruption of the
status quo

@ Be unpredictable
® Mislead the competition
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® Blocking first-mover advantages. One competitor may try to achieve advantage
as a first-mover. The key lesson here is not to allow that competitor to establish
a dominant position before a response is made. Further, instead of launching
an imitation product, the response might be a product with enhanced features,
seeking to leapfrog or outflank the first-mover.

® Overcoming barriers to entry. Attempts to build barriers to entry may take
different forms, but may be overcome. For example:

— Undermining competitors’ strongholds. Competitors may try to dominate a
geographic area or market segment. However, these can be undermined.
For example, in globalising markets the benefits of economies of scale built
up in one area can be undermined by a competitor using the economies of
scale from its own home territory to enter a market. Or in education, estab-
lished institutions have become vulnerable to IT/Internet-based training
offered by competitors who have written off the costs of materials develop-
ment through sales in their home markets. Or where an organisation has
built strongholds by tying up distribution channels, entrants may be able to
use different distribution channels (for example, online retailing).

— Countering deep pockets. Some competitors may have substantial surplus
resources (sometimes called ‘deep pockets’ ) by which they try to withstand
an intensive competitive war (see section 6.4.1). Such advantages may be
overcome, for example by competitors merging or building alliances so they
can compete from a stronger base.

6.5.2 Characteristics of successful hypercompetitive strategies

The radical argument put forward by Richard D’Aveni® is not only that man-
agers need to rethink their approach to business-level strategy because it may no
longer be possible to plan for sustainable positions of competitive advantage, but
also that planning for long-term sustainability may actually destroy competitive
advantage by slowing down response. Managers have to learn to be better at
doing things faster than competitors. He provides some guidelines:

® Cannibalise bases of success. Sustaining old advantages distracts from devel-
oping new advantages. An organisation has to be willing to cannibalise the
basis of its own success.

® Attacking competitors’ weaknesses can be unwise as they learn about how their
strengths and weaknesses are perceived and build their strategies accordingly.

® A series of smaller moves may be more effective than bigger ones because the
longer-term direction is not as easily discernible by competitors and smaller
moves create more flexibility and give a series of temporary advantages.

® Disruption of the status quo is strategic behaviour, not mischief. The ability
constantly to ‘break the mould’ could be a core competence.

® Be unpredictable. If competitors can see a pattern they can predict the next
competitive moves and quickly learn how to imitate or outflank an organ-
isation. So surprise, unpredictability, even apparent irrationality can be
important. Managers must learn ways of appearing to be unpredictable to the
external world whilst, internally, thinking strategies through.
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® Mislead the competition. Drawing on the lessons of game theory (see sec-

tion 6.7), the strategist may signal moves competitors expect but which are not
the moves that actually occur. Or the strategist might disguise its own success
in a market.’

@ COMPETITION AND COLLABORATION

So far the emphasis has been on competition and competitive advantage.
However, advantage may not always be achieved by competing. Collaboration
between organisations may be a way of achieving advantage or avoiding com-
petition. Collaboration between potential competitors or between buyers and
sellers is likely to be advantageous when the combined costs of purchase and
buying transactions (such as negotiating and contracting) are lower through
collaboration than the cost of operating alone. Collaboration also helps build
switching costs. This can be shown by returning to the five forces framework
from section 2.3.1 (also see Exhibit 6.6):

® Collaboration to increase selling power. In the aerospace industry component

manufacturers might seek to build close links with customers. Achieving
accredited supplier status can be tough, but may significantly increase seller
power once achieved. It may also help in research and development activities,
in reducing stock and in joint planning to design new products.

Collaboration to increase buying power. Historically, the power and profitabil-
ity of pharmaceutical companies were aided by the fragmented nature of
their buyers — individual doctors and hospitals. But many governments have
promoted, or required, collaboration between buyers of pharmaceuticals and
centralised government drug-specifying agencies, the result of which has
been more coordinated buying power.

Collaboration to build barriers to entry or avoid substitution. Faced with threatened
entry or substitute products, firms in an industry may collaborate to invest in
research and development or marketing. Trade associations may promote an
industry’s generic features such as safety standards or technical specifications
to speed up innovation and pre-empt the possibility of substitution.

Collaboration to gain entry and competitive power. Organisations seeking to
develop beyond their traditional boundaries (for example, geographical
expansion) may collaborate with others to gain entry into new arenas. Gaining
local market knowledge may also require collaboration with local operators.
Indeed, in some parts of the world, governments require entrants to collabor-
ate in such ways. Collaboration may also help in developing required infra-
structure such as distribution channels, information systems or research and
development activities. It may also be needed because buyers may prefer to
do business with local rather than expatriate managers. Especially in hi-tech
and hypercompetitive situations there is increasing disintegration (or
‘unbundling’) of value chains because there is innovatory competition at each
stage of that chain. In such circumstances there also is likely to be increasing
need for cooperative strategies between such competitors to offer coherent
solutions for customers.*



GAME THEORY a
@ Competition and collaboration

Increased
selling power

Stakeholder Increased

expectations \ / buying power

Competitiveness
might be improved
by collaboration
Shared work to achieve — Increased
with customers barriers to entry

Entry to new Decreased risk
markets of substitution

® Collaboration to share work with customers. An important trend in public ser-
vices is co-production with clients,'® for example self-assessment of income
tax. The motives include cost efficiency, quality/reliability improvement or
increased ‘ownership/responsibility” from the clients. Websites also facilitate
customers’ self-service (the virtual shopping basket is an example) or allow
them to design or customise a product or service to their own specification (for
example, when ordering a new computer).

® In the public sector gaining more leverage from public investment may require
collaboration to raise the overall standards of the sector or to address social
issues that cross several professional fields (such as drugs or community
safety). One difference from the private sector is that sharing of knowledge
and dissemination of best practice is regarded as a duty or a requirement.

However, collaborating with competitors is not as easy as it sounds. Illustration
6.4 is an example of public/private sector collaboration in one sector.

@ GAME THEORY'?

Game theory is Game theory is concerned with the interrelationships between the competitive
concemed with the moves of a set of competitors. It is helpful in understanding the competitive
lﬁ?rcrg::’sggzcgpzzsxe;n dynamics of markets and in considering appropriate strategies in this light.
a set of competitors There are two key assumptions in relation to understanding competitive dynam-

ics in terms of game theory:

® Rationality. Competitors will behave rationally in trying to win to their own
benefit.

Game theory
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lllustration 6.4

Business—university collaboration in the creative and cultural

industries

Public/private sector collaboration may bring benefits to both parties.

In 2003 the UK government set up a committee
(The Lambert Committee) to report on business—
university collaboration in the UK and to propose
how it might be improved. The first stage was to
seek ideas from a wide range of stakeholders. The
following is an extract from the Arts and Humanities
Research Council (AHRC), which supported work
that was fundamental to a range of creative and
cultural industries:

We are in the early stages of exploring a range of
partnerships and possible strategic interventions (see
below). In collaboration with the Department for Culture,
Media and Sports (DCMS) and others, a Creative
Industries/Higher Education Forum has been established.
This group will seek to bring together the supply and
demand side of this relationship to foster stronger links
and new activities.

Creative and cultural industries: a role for creative
clusters

Many universities have developed links with businesses in
the creative and cultural industries. . . . However, many of
the companies in the creative industries are small (SMEs).
... An organic development in recent years has been the
creation of a number of ‘creative clusters’ bringing
together local or regional HEIs with business for the
generation of new ideas, products and processes.
Examples exist from around the country, including
Scotland, Sheffield, London, Bristol, Nottingham. Such
creative clusters supported by business enterprise and
support services could provide the basis for supporting
small-scale individual entrepreneurship.

Working with Regional Development Agencies (RDAs)
Both the Research Councils and RDAs are channels to
their respective communities, and work has already
commenced on identifying ways in which jointly they

can be both a catalyst for new ideas and a facilitator of
knowledge transfer. Such activities might cover individual
projects, jointly-sponsored schemes, and facilitation of
sector clusters, such as creative clusters.

Embedding practitioners and professionals in HEls
Many traditional models of the relationship between
HEls and business describe a linear process in which

knowledge is passed to industry. However, it can be
argued that, increasingly, knowledge transfer is not a
process, but an interaction based on access to people,
information, data and infrastructure. In the creative and
performing arts the concept of portfolio careers is not
uncommon. Individuals can hold part-time research or
teaching positions alongside other forms of employment
or self-employment, including artistic performance. In
addition, it is not uncommon for businesses and other
non-private sector organisations to provide visiting
professorships or lectureships.

Widening the definition of knowledge transfer in a
knowledge economy

Increasingly a large number of people are trading their
knowledge, expertise and experience through non-
conventional employment means. However, in looking

for evidence of knowledge transfer from academia to
business the focus tends to be on the numbers of patents,
spin-outs and companies created. These are undoubtedly
important indicators to industrial performance, but a wider
evidence base looking at employment patterns and self-
employment would give a wider perspective.

Charting this new landscape

It is the role of bodies such as the AHRC to provide an
environment that enables the ideas and creativity of the
academic community to be unlocked and developed.
Working with analogous bodies in other sectors, such as
the RDAs, the aspiration is to find ways to improve the
links out from academia to the wider society and economy.

Source: AHRC Response from the AHRC to the Lambert Review
of Business—-University Collaboration, http://www.ahrc.ac.uk.

Questions

1 Look at section 6.6 and then identify the
potential benefits from business-university
collaboration to a number of the important
stakeholders.

2 \What are the risks of collaboration to each
of these stakeholders (as against ‘going it
alone’)?
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® Interdependence. Competitors are in an interdependent relationship with each
other. So one competitor's move is likely to galvanise response from another
and the outcome of choices made by one competitor is dependent on the
choices made by another. Moreover, to a greater or lesser extent competitors
are aware of such interdependencies and the moves that competitors could
take.

Arising from these assumptions, there are then two principles guiding the
development of successful competitive strategies:

® ‘Get in the mind’ of the competitors. Strategists need to put themselves in the
position of competitors, take a rational view about what competitors are likely
to do and choose their own strategy in this light. They need to get to know their
game to plan their own.

® ‘Think forwards and reason backwards’. Decide strategy on the basis of
understanding the outcomes of possible strategic moves of competitors. Game
theory therefore emphasises the importance of the dynamics of market
competition.

6.7.1 The ‘prisoner’s dilemma’: the problem of cooperation

The term coopetition has been coined® to denote that, to varying degrees,
all competitors cooperate (see section 6.6). The decision on whether or not to
cooperate is the theme of one of the most famous examples of game theory: the
prisoners’ dilemma. This is most commonly illustrated in terms of the dilemma
two prisoners face. They are being held in separate cells. They have to decide
on the relative benefits of supporting each by refusing to divulge information to
their interrogators or seeking an advantage by ‘ratting’ on the other. Here the
same situation is illustrated in terms of a competitive business situation repre-
sented in Exhibit 6.7. Suppose two firms have to decide whether to compete
head-on or work together to develop a new market opportunity. They may know
that the cost of cooperating on the venture would be much lower and the returns
higher and realised sooner than competing. The notional pay-off of cooperation
is represented in the bottom right-hand quadrant of Exhibit 6.7. However, there
are reasons they may not do this. For example, each knows that if they invest in

@ A prisoner’s dilemma

Competitor A
Don’t cooperate Cooperate
Don’t cooperate B=5 A=5 B=12 A=2

Competitor B
Cooperate B=2 A=12 B=9 A=9
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A dominant strategy

is one that outperforms
other strategies whatever
rivals choose

trying to achieve a dominant position in the new market and the other does not,
they would achieve even higher returns (represented in the top right and bottom
left quadrants) so may be tempted to do this, or may fear that their rival will be
tempted to do so if they do not. They each may also fear that, if they collaborate,
after the early joint investment, the other may begin to dominate the market and
benefit at the disproportionality. Or they may simply not trust each other. It is
therefore quite likely that both parties will decide to go it alone to ensure that the
other competitor does not get an advantage. This may mean that the returns from
the investment needed to develop the market would be much lower for both than
if they decided to cooperate — as shown in the top left quadrant.

This is an example of what game theorists refer to as a dominant strategy: one
that outperforms other strategies whatever rivals choose. In the prisoner’s

lllustration 6.5

Innova and Dolla play a sequential game

The principles of game theory can provide insights into competitive strategy.

Innova and Dolla, competitors in the market for
computer games, face a decision on investment
in research and development. Innova has highly
innovative designers but is short of the finance
required to invest heavily in rapid development of
products. Dolla is strong financially but relatively
weak in terms of its research and design.

In terms of the crucial choice of investing in
research and design or not, they both know that
investing heavily would shorten the development

has no advantage over Innova’s superior innovative
capabilities. For Dolla a low level of investment is a
dominated strategy so the likelihood is that it will go
for high levels of investment.

However, this can be reconsidered sequentially
(see Figure 1). If Innova decides to invest low, it
knows that Dolla is likely to respond high and gain
the advantage (pay-off C). However, if Innova moves
first and invests high, it places Dolla in a difficult
position. If Dolla also invests high, it ends up with

time but would incur considerable costs. Indeed high
levels of investment by both is the worst outcome:
for Innova because its financial position is weak and
it could be a risky route to follow; for Dolla because,
if it can raise the finance, Innova has better chances
of winning given its design capabilities.

Innova has a dominant strategy; to keep its
investment low. If Dolla were to invest low, Innova
would get a better pay-off because of its innovative
capabilities. Indeed Dolla probably expects that
Innova will keep levels of investment down. It also
knows that if it goes for a low level of investment, it

a low pay-off as does Innova (pay-off A). In these
circumstances — provided that Dolla’s strategist is a
game theorist — Dolla might well reject that strategy
and choose to invest low (with pay-off B).

Working through these different game logics,
Innova should realise that if it waits for Dolla to make
a move, it is bound to lose, but if it moves first and
invests high, it stands a chance of winning. Of
course there are risks here for Innova, not least
financial. Also that Dolla may not believe that Innova
will really invest high, so Innova has to be credible in
its move. If it appears to waver, or not make a
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dilemma example it would be better for there to be cooperation between the
competitors. However, the fact is that if either of the competitors breaks rank the
other one will suffer badly. So the dominant strategy is to go it alone. A general
principle is that if there is a dominant strategy it makes sense to use it. It may
well be that the end result is a lesser pay-off than could optimally be achieved,
but it is better than losing out to the competitor.

In practice this ‘lose-lose’ outcome is not likely if there is a limited number of
competitors interacting over time, because they learn to understand and accom-
modate each other. But something similar often occurs when there are many
competitors jostling for position in a fragmented market. For example, whilst it
might be logical for all competitors to hold prices at a relatively high level in such
circumstances, no one expects anyone else to do so, and price wars result.

Pay-off
INNOVA  DOLLA
1 1
B 3 2
INNOVA
C 2 4
D 4 3

Figure 1 A sequential move game

Source: From Thinking Strategically: The Competitive Edge in Business, Politics and Everyday Life by
Avinash K. Dixit and Barry J. Nalebuff. Copyright © 1991 by Avinash K. Dixit and Barry J. Natebuff.
Used by permission of W.W. Norton & Compary, Inc.

substantial enough investment, Dolla may invest high )
Questions

1 Suggest other situations where game theory
approaches might be useful and explain why.

too and both lose out (pay-off A). Of course, if there
is some way of Innova appearing to be credible in a

decision to invest high whilst actually investing low,
2 \What might prevent strategic decisions being

thus persuading Dolla to invest low too, then Innova vrent
made in this way?

achieves its dominant strategy (pay-off D).
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6.7.2

6.7.3

Sequential games

The prisoner’s dilemma is a simultaneous game, where competitors make de-
cisions or strategic moves at the same time. This is not usually the case. A series
of strategic decisions will typically be sequential, one party making a move, fol-
lowed by the other. Here the guiding principle of ‘think forwards and reason
backwards’ becomes especially important. The strategist needs to consider (i)
what that competitor desires as the outcome, (ii) the sequence of moves that
competitor might make based on that desired outcome and therefore (iii) the
most advantageous strategy for itself. In doing this, it needs to be borne in mind
that competitors will have different strategic capabilities and, linked to this, their
own dominant strategies — for example, easyJet or Ryanair clearly have a domi-
nant strategy of low price in the airline industry.

Ilustration 6.5 shows how game theory reasoning might play out given these
more complex conditions. If the situation is considered in terms of a sequential
game, as in section 6.7.1, the best Innova can do is to follow its dominant strat-
egy of investing low, which results in the least worst pay-off. Given that Innova
will not be happy with this outcome, the illustration shows how considering the
problem as a sequential game might help Innova gain advantage over its rival.

The illustration also shows how game theory helps strategists consider some
important strategic lessons, in particular the importance of:

the timing of strategic moves;
the careful weighing of risk;

the potential benefits of bluff and counter-bluff;, and

linked to this, establishing credibility and commitment. For example, in the
illustration Innova could not achieve its desired outcome unless it had a rep-
utation for sticking to its decisions.

Changing the rules of the game

Another lesson from game theory is that, by thinking through the logic of the
game, a competitor might find that it is not able to compete effectively within
the rules as they exist. For example, a firm might find that it is always battling it
out on price but that with its cost structure it cannot hope to compete effectively.
Or, as with the examples given here, that competition is always played out on
the basis of a particular capability, such as heavy investment in research and
development; this is a battle it cannot win. In such circumstances it may make
sense to try to change the rules of the game. For example, in a market dominated
by price-based strategies, a competitor might try to shift the rules of the game
towards:

® Clearer differentiation based on what customers really value (see section 6.3.2).

® More transparent pricing, for example by trying to get published price lists
established as the norm. On the face of it, this may not seem to avoid price
competition, but the evidence is that greater transparency in this respect
removes a significant basis for trying to achieve tactical advantage and there-
fore encourage more cooperative behaviour amongst competitors.
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® More incentives for customer loyalty. The growth of loyalty cards in retailing is
a good example. The principles of differentiation suggest that this is a weak
strategy because competitors will imitate it. However, the pressure on compe-
tition through price can be reduced for all competitors.

Game theory does of course rely heavily on the principle of rationality, and it
may well be that competitors do not always behave rationally. However, it does
provide a way of thinking through the logic of interactive competitive markets
and, in particular, when it makes sense to compete, on what bases, and when it
makes sense to cooperate. At the very least it is important for managers to con-
sider how competitors will respond to their preferred strategy.

An underlying theme in this chapter is the search for competitive advantage
and the need for distinctiveness and strategies of differentiation to achieve this.
The key debate in Illustration 6.6 reconsiders this theme and questions the
extent to which differentiation does provide competitive advantage.

Competitive strategy is concerned with seeking competitive advantage in
markets at the business level or, in the public services, providing best value
services.

Competitive strategy needs to be considered and defined in terms of
strategic business units (SBUS).

@ Different bases of competitive strategy include:

— A 'no frills’ strategy, combining low price and low perceived added value.

— A low-price strategy providing lower price than competitors at similar added
value of product or service to competitors.

— A differentiation strategy, which seeks to provide products or services which
are unique or different from competitors.

— A hybrid strategy, which seeks simultaneously to achieve differentiation
and prices lower than competitors.

— A focused differentiation strategy, which seeks to provide high perceived
value justifying a substantial price premium.

® Managers need to consider the bases upon which price-based or differentiation
strategies can be sustained based on strategic capabilities, developing durable
relationships with customers or the ability to achieve a ‘lock-in" position so
becoming the ‘industry standard’ recognised by suppliers and buyers.

® In hypercompetitive conditions sustainable competitive advantage is difficult
to achieve. Speed, flexibility, innovation and the willingness to change suc-
cessful strategies are then important bases of competitive success.

® Strategies of collaboration may offer alternatives to competitive strategies or
may run in parallel.

® Game theory provides a basis for thinking through competitors’ strategic
moves in such a way as to pre-empt or counter them.
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lllustration 6.6

To be different or the same?

Can differentiation strategies rebound, making an organisation seem dangerously
eccentric rather than delivering competitive advantage?

This chapter has introduced the potential value of
differentiation strategies, in which the organisation
emphasises its uniqueness. This is consistent also with
the argument of the resource-based view (Chapter 3)

in favour of the distinctiveness and inimitability of an
organisation’s resources. But how far should an
organisation push its uniqueness, especially if there is a
danger of it beginning to be seen as simply eccentric?

McKinsey & Co. consultant Philipp Natterman
makes a strong case for differentiation.! He tracks the
relationship between profitability and differentiation
(in terms of pricing and product features) over long
periods in both the personal computer and mobile
phone industries. He finds that as differentiation falls
over time, so too do industry profit margins. Natterman
blames management techniques such as benchmarking
(Chapter 3), which tend to encourage convergence on
industry ‘best practices’. The trouble with best practices
is that they easily become standard practices. There is
no competitive advantage in following the herd.

However, ‘institutional theorists’ such as Paul
DiMaggio and Walter Powell point to some advantages
in herd-like behaviour.? They think of industries as
‘organisational fields’ in which all sorts of actors
must interact — customers, suppliers, employees
and regulators. The ability of these actors to interact
effectively depends upon being legitimate in the eyes of
other actors in the field. Over time, industries develop
institutionalised norms of legitimate behaviour, which
it makes sense for everybody to follow. It is easier
for customers and suppliers to do business with
organisations that are more or less the same as the
others in the industry. It is reassuring to potential
employees and industry regulators if organisations
do not seem highly eccentric. Especially when there is
high uncertainty about what drives performance — for
example, in knowledge-based industries — it can be a lot
better to be legitimate than different. To the extent that
customers, suppliers, employees and regulators value
conformity, then it is valuable in itself. Being a ‘misfit’
can be costly.

This institutionalist appreciation of conformity makes
sense of a lot of strategic behaviour. For example,
merger waves in some industries seem to be driven by
bandwagons, in which organisations become panicked
into making acquisitions simply for fear of being left

behind. Likewise, many management initiatives, such
as business process re-engineering, e-business or
outsourcing, are the product of fads and fashions as
much as hard objective analysis. The insight from
institutionalist theory, however, is that following the
fashion is not necessarily a bad thing.

Thus institutional theory and the resource-based
view appear to have opposing perspectives on the value
of differentiation. David Deephouse has investigated
this apparent trade-off between differentiation and
conformity in the American banking industry and found
a curvilinear relationship between differentiation and
financial performance.® Strong conformity led to inferior
performance; moderate differentiation was associated
with improved performance; extreme differentiation
appeared to damage performance.

Deephouse concludes in favour of ‘balance’
between differentiation and conformity. He also
suggests that the value of differentiation depends
on the extent to which key actors in the industry —
customers, suppliers, employees, and so on — have
converged on institutionalised norms of appropriate
strategy. It seems that strategies can be too
differentiated, but that how much ‘too differentiated’
is depends on the kind of industry that one is in.

Sources:

1. P.M. Natterman, ‘Best practice does not equal best strategy’,
McKinsey Quarterly, no. 2 (2000), pp. 22-31.

2. P. DiMaggio and W. Powell, ‘The iron cage revisited:
institutional isomorphism and collective rationality in
organizational fields’, American Sociological Review,
vol. 48 (1983), pp. 147-160.

3. D. Deephouse, ‘To be different or to be the same? It’s a
question (and theory) of strategic balance’, Strategic
Management Journal, vol. 20 (1999), pp. 147-166.

(Questions R

1 To what extent do (a) universities and (b) car
manufacturers compete by being different or
the same?

2 Considering the nature of their industries,

and key players within them, why might

these organisations adopt these approaches
\_ to conformity or differentiation? )
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Work assignments

% Denotes more advanced work assignments. * Refers to a case study in the Text and Case edition.

6.1  Using Exhibit 6.2, the strategy clock, identify examples of organisations following strategic routes
1 to 5. If you find it difficult to be clear about which route is being followed, note down the reasons
for this, and consider if the organisations have a clear competitive strategy.

6.2 You have been appointed personal assistant to the chief executive of a major manufacturing firm,
who has asked you to explain what is meant by ‘differentiation’ and why it is important. Write a
brief report addressing these questions.

6.3 % How appropriate are bases of competitive advantage explained in section 6.3 for considering the
strategies of public sector organisations? lllustrate your argument by reference to a public sector
organisation of your choice.

6.4 Applying the lessons from section 6.4, consider how sustainable are the strategies of any of:

(@) Tesco
(b) Ryanair*
(c) an organisation of your choice.

6.5 % Choose an industry or sector which is becoming more and more competitive (for example,
financial services or fashion retailing). How might the principles of hypercompetitive strategies
apply to that industry?

6.6 Drawing on sections 6.6 (on collaborative strategies) write a report for the chief executive of a
business in a competitive market (for example, pharmaceuticals* or Formula One*) explaining
when and in what ways cooperation rather than direct competition might make sense.

Integrative assignment

6.7 % Refer to section 6.4.3 and Exhibit 6.3. If the achievement of ‘lock-in’ were to be the basis of an
international strategy (Chapter 8) explain how this might influence the choices around both the
direction and methods of strategy development (Chapter 10).

An extensive range of additional materials, including audio summaries, weblinks to organisations
featured in the text, definitions of key concepts and self-assessment questions, can be found on
the Exploring Corporate Strategy Companion Website at www.pearsoned.co.uk/ecs
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Recommended key readings

The foundations of the discussions of generic com-
petitive strategies are to be found in the writings of
Michael Porter, which include Competitive Strategy
(1980) and Competitive Advantage (1985), both pub-
lished by Free Press. Both are recommended for
readers who wish to understand the background to
discussions in sections 6.3 and 6.4 on competitive
strategy and competitive advantage.

Hypercompetition, and the strategies associated
with its conditions, are explained in Richard
D’Aveni, Hypercompetitive Rivalries: Competing in
highly dynamic environments, Free Press, 1995.
There is a lively debate about whether sustain-
able competitive advantage is possible. Two
papers offering different evidence on this are:
R.W. Wiggins and T.W. Ruefli, ‘Schumpeter’s ghost:
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Madonna: still the reigning queen of pop?

Phyl Johnson, Strathclyde University Business School

The music industry has always been the backdrop
for one-hit wonders and brief careers. Pop stars who
have remained at the top for decades are very few.
Madonna is one such phenomenon; the question is,
after over 25 years at the top, how much longer can
it last?

Described by Billboard Magazine as the smartest
business woman in show business, Madonna, Louise
Ciccone, began her music career in 1983 with the hit
single ‘Holiday’ and in 2005-2006 once again enjoyed
chart success for her album ‘Confessions on a Dance
Floor’. In the meantime she had consistent chart
success with her singles and albums, multiple sell-out
world tours, major roles in six films, picked up 18
music awards, been the style icon behind a range of
products from Pepsi and Max Factor to the Gap and
H&M, and became a worldwide best-selling children’s
author.

The foundation of Madonna’s business success
was her ability to sustain her reign as the ‘queen
of pop’ since 1983. Along with many others, Phil
Quattro, the President of Warner Brothers, has argued
that ‘she always manages to land on the cusp of what
we call contemporary music, every established artist
faces the dilemma of maintaining their importance
and relevance, Madonna never fails to be relevant.’
Madonna’s chameleon-like ability to change persona,
change her music genre with it and yet still achieve
major record sales has been the hallmark of her
success.

Madonna’s early poppy style was targeted at
young ‘wannabe’ girls. The image that she portrayed
through hits such as ‘Holiday’ and ‘Lucky Star’ in
1983 was picked up by Macy’s, the US-based
department store. It produced a range of Madonna
lookalike clothes that mothers were happy to
purchase for their daughters. One year later in 1984,
Madonna then underwent her first image change and,
in doing so, offered the first hint of the smart cookie
behind the media image. In the video for her hit

‘Material Girl’, she deliberately mirrored the glamour-
based, sexual pussycat image of Marilyn Monroe
whilst simultaneously mocking both the growing
materialism of the late 1980s and the men fawning
after her. Media analysts Sam and Diana Kirschner
commented that with this kind of packaging,
Madonna allowed the record companies to keep hold
of a saleable ‘Marilyn image’ for a new cohort of fans,
but also allowed her original fan base of now growing
up wannabe girls to take the more critical message
from the music. The theme of courting controversy
but staying marketable enough has been recurrent

Photo: DPA/PA Photos
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throughout her career, if not slightly toned down in
later years.

Madonna’s subsequent image changes were more
dramatic. First she took on the Catholic Church in her
1989 video ‘Like a Prayer’ where, as a red-dressed
‘sinner’, she kissed a black saint easily interpreted as
a Jesus figure. Her image had become increasingly
sexual whilst also holding on to a critical social theme:
for example, her pointed illustration of white-only
imagery in the Catholic Church. At this point in her
career, Madonna took full control of her image in
the $60m (€48m; £33m) deal with Time-Warner that
created her record company Maverick. In 1991, she
published a coffee-table soft-porn book entitled Sex
that exclusively featured pictures of herself in erotic
poses. Her image and music also reflected this erotic
theme. In her ‘Girlie’ tour, her singles ‘Erotica’ and
‘Justify my Love’ and her fly-on-the-wall movie
‘In bed with Madonna’ she played out scenes of
sadomasochistic and lesbian fantasies. Although
allegedly a period of her career she would rather
forget, Madonna more than survived it. In fact, she
gained a whole new demography of fans who not only
respected her artistic courage, but also did not miss
the fact that Madonna was consistent in her message:
her sexuality was her own and not in need of a male
gaze. She used the media’s love affair with her, and
the cause célebre status gained from having MTV
ban the video for ‘Justify my Love’, to promote the
message that women’s sexuality and freedom is
just as important and acceptable as men’s.

Changing gear in 1996, Madonna finally took
centre stage in the lead role in the film Evita that
she had chased for over five years. She beat other
heavyweight contenders for the role including Meryl
Streep and Elaine Page, both with more acceptable
pasts than Madonna. Yet she achieved the image
transition from erotica to saint-like persona of Eva
Peron and won critical acclaim to boot. Another vote
of confidence from the ‘establishment’ came from
Max Factor, who in 1999 signed her up to front its
relaunch campaign that was crafted around a glamour
theme. Procter and Gamble (owners of the Max
Factor make-up range) argued that they saw Madonna
as ‘the closest thing the 90s has to an old-style
Hollywood star . . . she is a real woman’.

With many pre-release leaks, Madonna’s keenly
awaited album ‘Ray of Light’ was released in 1998.
Radio stations worldwide were desperate to get hold

of the album being billed as her most successful
musical voyage to date. In a smart move, Madonna
had teamed up with techno pioneer William Orbit to
write and produce the album. It was a huge success,
taking Madonna into the super-trendy techno sphere,
not the natural environment for a pop star from the
early 1980s. Madonna took up an ‘earth mother/
spiritual’ image and spawned a trend for all things
Eastern in fashion and music. This phase may have
produced more than just an image as it is the time

in Madonna’s life which locates the beginning of her
continued faith in the Kabbalah tradition of Eastern
spiritual worship.

By 2001, her next persona was unveiled with the
release of her album ‘Music’. Here her style had
moved on again to ‘acid rock’. With her marriage
to British movie director Guy Ritchie, the ultimate
‘American Pie’ had become a fully fledged Brit babe
earning the endearing nick name of ‘Madge’ in the
British press.

By 2003 some commentators were suggesting that
an interesting turn of events hinted that perhaps ‘the
cutting-edge’ Madonna, ‘the fearless’, was starting
to think about being part of rather than beating the
establishment when she launched her new Che-
Guevara-inspired image. Instead of maximising the
potential of this image in terms of its political and
social symbolism during the Second Gulf War, in April
2003 she withdrew her militaristic image and video for
the album ‘American Life’. That action timed with the
publication of her children’s book The English Roses,
based on the themes of compassion and friendship,
which sparked questions in the press around the
theme ‘has Madonna gone soft?’

By late 2003 she had wiped the military image from
the West’s collective memory with a glitzy high-profile
ad campaign for the Gap, the clothing retailer in which
she danced around accompanied by rapper Missy
Elliot to a retrospective remix of her 1980s’ track ‘Get
into the Groove’. Here Madonna was keeping the
‘thirty-somethings’, who remembered the track from
first time around, happy. They could purchase jeans
for themselves and their newly teenage daughters
whilst also purchasing the re-released CD (on sale in
store) for them to share and a copy of The English
Roses (also promoted in the Gap stores) for perhaps
the youngest member of the family.

Late 2005 saw the release of the ‘Confessions
on a Dance Floor’ album that was marketed as her
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Releases Year Image Target audience
Lucky Star 1982 Trashy pop Young wannabe girls, dovetailing from fading
disco to emerging ‘club scene’
Like a Virgin 1984 Originally a Marilyn glamour image, More grown-up rebellious fan base, more
Like a Prayer then became a saint and sinner critical female audience and male worshippers
Vogue 1990 Erotic porn star, sadomasochistic, Peculiar mix of target audiences: gay club
Erotica 1992 sexual control, more Minelli in scene, 1990s’ women taking control of their
Bedtime Stories 1994 Cabaret than Monroe own lives, also pure male titillation
Something to 1995 Softer image, ballads preparing for Broadest audience target, picking up potential
Remember Evita glamour image of Evita film role film audiences as well as regular fan base.
Most conventional image. Max Factor later
used this mixture of Marilyn and Eva Peron
to market its glamour image
Ray of Light 1998 Earth mother, Eastern mysticism, Clubbing generation of the 1990s, new
dance music fusion cohort of fans plus original fan base of now
30-somethings desperately staying trendy
Music 2000 Acid rock, tongue in cheek Miss Managing to hit the changing club scene and
USA/cow girl, cool Britannia 30-something Brits
American Life 2003 Militaristic image Unclear audience reliant on existing base
Che Guevara
Anti-consumerism of American dream
Confessions on 2005 Retro-1980s’ disco imagery, Strong gay-icon audience, pop-disco

a Dance Floor

high-motion dance-pop sound

audience, dance-based audience

comeback album after her lowest-selling ‘American
Life’. It and the linked tour achieved one of the
highest-selling peaks of her career. The album broke a
world record for solo-female artists when it debuted at
number one in 41 countries. By February 2007 it had
sold 8 million copies. Here Madonna focused on the
high-selling principal of remix, choosing samples of
the gay-iconic disco favourites of Abba and Giorgio
Moroder to be at the heart of her symbolic reinvention
of herself from artist to DJ. By cross-marketing the
album image with Dolce & Gabbana in its men’s
fashion shows, Madonna cashed in on her regaining
the dance—pop crown. Will this, her latest album,
stand the musical test of time? Who knows? But for
now it seems to have more than met the moment.

Sources: ‘Bennett takes the reins at Maverick’, Billboard Magazine,
7 August (1999); ‘Warner Bros expects Madonna to light up
international markets’, Billboard Magazine, 21 February (1998);

‘Maverick builds on early success’, Billboard Magazine, 12 November
(1994); A., Jardine ‘Max Factor strikes gold with Madonna’, Marketing,
vol. 29, (1999), pp. 14-15; S. Kirschner and D. Kirschner, ‘MTV,
adolescence and Madonna: a discourse analysis’, in Perspectives

on Psychology & the Media, American Psychological Association,
Washington, DC, 1997; ‘Warner to buy out maverick co-founder’,

Los Angeles Times, 2 March (1999); ‘Why Madonna is back in Vogue’,
New Statesman, 18 September (2000); ‘Madonna & Microsoft’,
Financial Times, 28 November (2000).

Questions

1 Describe and explain the strategy being
followed by Madonna in terms of the
explanation of competitive strategy given
in Chapter 6.

2 Why has she experienced sustained success
over the past two decades?

3 What might threaten the sustainability of her
success?
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Choices

Strategic Directions and
Corporate-Level Strategy

LEARNING OUTCOMES

After reading this chapter you should be able to:

=> |dentify alternative directions for strategy, including market penetration or
consolidation, product development, market development and diversification.

=> Recognise when diversification is an effective strategy for growth.

=> Distinguish between different diversification strategies (related and unrelated)
and identify conditions under which they work best.

=> Analyse the ways in which a corporate parent can add or destroy value for its
portfolio of business units.

=> Analyse portfolios of business units and judge which to invest in and
which to divest.

Photo: Dynamic Graphics, Inc.
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° INTRODUCTION

The corporate parent
refers to the levels of
management above that
of the business units, and
therefore without direct
interaction with buyers
and competitors

Chapter 6 was concerned with choices at the level of single business or organ-
isational units, for instance through pricing strategies or differentiation. This
chapter is about choices of products and markets for an organisation to enter or
exit (see Exhibit IT.i in the Part Introduction). Should the organisation be very
focused on just a few products and markets? Or should it be much broader in
scope, perhaps very diversified in terms of both products (or services) and mar-
kets? Many organisations do choose to enter many new product and market
areas. For example, the Virgin Group started out in the music business, but is
now highly diverse, operating in the holiday, cinema, retail, air travel and rail
markets. Sony began by making small radios, but now produces games, music
and movies, as well as a host of electronic products. As organisations add new
units, their strategies are no longer concerned just with the business-level but
with the corporate-level choices involved in having many different businesses or
markets.

The chapter begins by introducing Ansoff’s matrix, which generates an initial
set of alternative strategic directions. The four basic directions are increased
penetration of existing markets; market development, which includes building new
markets, perhaps overseas or in new customer segments; product development,
referring to product improvement and innovation; and diversification, involving
a significant broadening of an organisation’s scope in terms of both markets
and products. This chapter takes a particularly hard look at the diversification
option, proposing good reasons for doing so and warning of less good reasons.
Diversification does not always pay. Chapter 8 takes up internationalisation as
one form of market development; Chapter 9 addresses product development in
the form of innovation and entrepreneurship.

Diversification raises the other themes of the chapter. The first theme here is
the role of the ‘corporate-level’ executives that perform a corporate parent role
with regard to the individual business units that make up diversified organis-
ations’ portfolios. Given their detachment from the actual marketplace, how can
corporate-level activities, decisions and resources add value to the actual busi-
nesses? As will be seen in this chapter’s key debate (Illustration 7.6), there is
considerable scepticism about the role of corporate-level strategy. The second
theme is how to achieve a good mix of businesses within the corporate portfolio.
Which businesses should corporate parents cultivate and which should they
divest? Here various portfolio matrices help structure corporate-level choices.

The chapter is not just about large commercial businesses. Even small busi-
nesses may consist of a number of business units. For example, a local builder
may be undertaking contract work for local government, work for industrial
buyers and for local homeowners. Not only are these different market segments,
but the mode of operation and capabilities required for competitive success are
also likely to be different. Moreover, the owner of that business has to take de-
cisions about the extent of investment and activity in each segment. Public sector
organisations such as local government or health services also provide differ-
ent services, which correspond to business units in commercial organisations.
Corporate-level strategy is highly relevant to the appropriate drawing of organ-
isational boundaries in the public sector, and privatisation and outsourcing
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@ Strategic directions and corporate-level strategy
Value creation ‘

Portfolio
management

Corporate
parenting

Penetration
Consolidation
Development

Scope decisions ‘

decisions can be considered as responses to the failure of public sector organ-
isations to add sufficient value by their parenting.

Exhibit 7.1 summarises the key themes of this chapter. After reviewing
Ansoff’s strategic directions, the chapter focuses specifically on diversification.
Diversification in turn raises the two related topics of the role of the corporate
parent and the use of business portfolio matrices.

Diversification

e STRATEGIC DIRECTIONS

Q,%‘SO neg, co

3 The Ansoff product/market growth matrix* provides a simple way of generating
four basic alternative directions for strategic development: see Exhibit 7.2. An
organisation typically starts in box A, the top left-hand one, with its existing
Strategic products and existing markets. According to the matrix, the organisation basic-
directions ally has a choice between penetrating still further within its existing sphere
(staying in box A); moving rightwards by developing new products for its existing
markets (box B); moving downwards by bringing its existing products into
new markets (box C); or taking the most radical step of full diversification, with
altogether new markets and new products (box D).

The Ansoff matrix explicitly considers growth options. Growth is rarely a
good end in itself. Public sector organisations are often accused of growing out-
of-control bureaucracies; similarly, some private sector managers are accused
of empire building at the expense of shareholders. This chapter therefore adds
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@ Strategic directions (Ansoff matrix)

Markets

Products
Existing New
A B
Existin Market penetration Product
9 Consolidation development
Cc D
New Market development Diversification

Source: Adapted from H. Ansoff, Corporate Strategy, Penguin, 1988, Chapter 6. (The Ansoff matrix was later developed - see

reference 1.)

7.2.1

Market penetration is
where an organisation
gains market share

consolidation as a fifth option. Consolidation involves protecting existing prod-
ucts and existing markets and therefore belongs in box A. The rest of this
section considers the five strategic directions in more detail. See Illustration 7.1
for an application of the Ansoff matrix to Springer publishers.

Market penetration

Further market penetration, by which the organisation takes increased share
of its existing markets with its existing product range, is on the face of it the
most obvious strategic direction. It builds on existing strategic capabilities and
does not require the organisation to venture into uncharted territory. The
organisation’s scope is exactly the same. Moreover, greater market share implies
increased power vis-a-vis buyers and suppliers (in terms of the five forces),
greater economies of scale and experience curve benefits.

However, organisations seeking greater market penetration may face two
constraints:

® Retaliation from competitors. In terms of the five forces (section 2.2), increas-
ing market penetration is likely to exacerbate industry rivalry as other com-
petitors in the market defend their share. Increased rivalry might involve price
wars or expensive marketing battles, which may cost more than any market
share gains are actually worth. The dangers of provoking fierce retaliation
are greater in low-growth markets, as any gains in volume will be much more
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Strategic directions for Axel Springer

This German publishing company has many opportunities, and the money

to pursue them.

In 2007, Mathias Dépfner, Chairman and Chief
Executive of Axel Springer publishers, had about
€2bn (£1.5bn) to invest in new opportunities. The
previous year, the competition authorities had
prohibited his full takeover of Germany’s largest
television broadcaster, ProSiebenSat.1. Now
Dopfner was looking for alternative directions.

Founded in 1946 by Axel Springer himself, the
company was in 2007 already Germany’s largest
publisher of newspapers and magazines, with
more than 10,000 employees and over 150 titles.
Famous print titles included Die Welt, the Berliner
Morgenpost, Bild and Hérzu. Outside Germany,
Axel Springer was strongest in Eastern Europe.
The company also had a scattering of mostly
small investments in German radio and television
companies, most notably a continuing 12 per cent
stake in ProSieben Sat.1. Axel Springer described
its strategic objectives as market leadership
in the German-language core business,
internationalisaton and digitalisation of the core
business.

Further digitalisation of the core newspaper
and magazine business was clearly important and
would require substantial funding. There were also
opportunities for the launch of new print magazine
titles in the German market. But Dopfner was
considering acquisition opportunities: ‘it goes
without saying,’ he told the Financial Times, ‘that

whenever a large international media company
comes on to the market (i.e. is up for sale), we will
examine it very closely — whether in print, TV or the
online sector’.

Doépfner mentioned several specific kinds of
acquisition opportunity. For example, he was still
interested in buying a large European television
broadcaster, even if it would probably have to be
outside Germany. He was also attracted by the
possibility of buying undervalued assets in the old
media (namely, print), and turning them around in
the style of a private equity investor: ‘I would love
to buy businesses in need of restructuring, where
we can add value by introducing our management
and sector expertise’. However, Dépfner reassured
his shareholders by affirming that he felt no need
‘to do a big thing in order to do a big thing’. He
was also considering what to do with the 12 per
cent minority stake in ProSiebenSat.1.

Main source: Financial Times Deutschland, 2 April (2007).

Questions

1 Referring to Exhibit 7.1, classify the various
strategic directions considered by Mattias
Dopfner for Axel Springer.

2 Using the Ansoff matrix, what other options
could Dopfner pursue?

at the expense of other players. Where retaliation is a danger, organisations
seeking market penetration need strategic capabilities that give a clear com-
petitive advantage. In low-growth or declining markets, it can be more effec-
tive simply to acquire competitors. Some companies have grown quickly in
this way. For example, in the steel industry the Indian company LNM (Mittal)
moved rapidly in the 2000s to become the largest steel producer in the world
by acquiring struggling steel companies around the world. Acquisitions can
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actually reduce rivalry, by taking out independent players and consolidating
them under one umbrella: see also the consolidation strategy in section 7.2.2.

® Legal constraints. Greater market penetration can raise concerns from official
competition regulators concerning excessive market power. Most countries
have regulators with the powers to restrain powerful companies or prevent
mergers and acquisitions that would create such excessive power. In the
United Kingdom, the Competition Commission can investigate any merger or
acquisition that would account for more than 25 per cent of the national mar-
ket, and either halt the deal or propose measures that would reduce market
power. The European Commission has an overview of the whole European
market and can similarly intervene. For example, when Gaz de France and
Suez, two utility companies with dominant positions in France and Belgium,
decided to merge in 2006, the European Commission insisted that the two
companies reduce their power by divesting some of their subsidiaries and
opening up their networks to competition.?

7.2.2 Gonsolidation

Consolidation is where
organisations focus
defensively on their
current markets with
current products

Consolidation is where organisations focus defensively on their current markets
with current products. Formally, this strategy occupies the same box in the
Ansoff matrix as market penetration, but is not orientated to growth. Con-
solidation can take two forms:

® Defending market share. When facing aggressive competitors bent on increas-
ing their market share, organisations have to work hard and often creatively
to protect what they already have. Although market share should rarely be an
end in itself, it is important to ensure that it is sufficient to sustain the busi-
ness in the long term. For example, turnover has to be high enough to spread
essential fixed costs such as R&D. In defending market share, differentiation
strategies in order to build customer loyalty and switching costs are often
effective.

® Downsizing or divestment. Especially when the size of the market as a whole is
declining, reducing the size of the business through closing capacity is often
unavoidable. An alternative is divesting (selling) some activities to other busi-
nesses. Sometimes downsizing can be dictated by the needs of shareholders,
for instance an entrepreneur wishing to simplify his or her business on
approaching retirement. Divesting or closing peripheral businesses can also
make it easier to sell the core business to a potential purchaser.

The term ‘consolidation’ is sometimes also used to describe strategies of buying
up rivals in a fragmented industry, particularly one in decline. By acquiring
weaker competitors, and closing capacity, the consolidating company can gain
market power and increase overall efficiency. As this form of consolidation
increases market share, it could be seen as a kind of market penetration, but here
the motivation is essentially defensive.

Although both consolidation and market penetration strategies are by no
means static ones, their limitations often propel managers to consider alternative
strategic directions.
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7.2.3 Product development

Product developmentis Product development is where organisations deliver modified or new products

where organisations (or services) to existing markets. This is a limited extension of organisational

gf{'}g’j;{:f:';ﬁ:tﬁ:gnew scope. In practice, even market penetration will probably require some product

markets development, but here product development implies greater degrees of innova-
tion. For Sony, such product development would include moving the Walkman
portable music system from audio tapes, through CDs to MP3-based systems.
Effectively the same markets are involved, but the technologies are radically dif-
ferent. In the case of the Walkman, Sony probably had little choice but to make
these significant product developments. However, product development can be
an expensive and high-risk activity for at least two reasons:

® New strategic capabilities. Product development typically involves mastering
new technologies that may be unfamiliar to the organisation. For example,
many banks entered online banking at the beginning of this century, but
suffered many setbacks with technologies so radically different to their
traditional high street branch means of delivering banking services. Success
frequently depended on a willingness to acquire new technological and
marketing capabilities, often with the help of specialised IT and e-commerce
consultancy firms.> Thus product development typically involves heavy
investments and high risk of project failures.

® Project management risk. Even within fairly familiar domains, product devel-
opment projects are typically subject to the risk of delays and increased costs
due to project complexity and changing project specifications over time. A
famous recent case was the €11bn (£7.6bn) Airbus A380 double-decker airline
project, which suffered two years of delays in the mid-2000s because of wiring
problems. Airbus had managed several new aircraft developments before, but
the high degrees of customisation required by each airline customer, and
incompatibilities in computer-aided design software, led to greater complexity
than the company’s project management staff could handle.

Strategies for product development are considered further in Chapter 9.

7.2.4 Market development

If product development is risky and expensive, an alternative strategy is market
Market developmentis ~ development. Market development involves offering existing products to new
where existing products  markets. Again, the extension of scope is limited. Typically, of course, this may
::rﬁ]:fsred nnew entail some product development as well, if only in terms of packaging or service.
Market development might take three forms:

® New segments. For example, in the public services, a college might offer its
educational services to older students than its traditional intake, perhaps via
evening courses.

® New users. Here an example would be aluminium, whose original users in
packaging and cutlery manufacture are now supplemented by users in
aerospace and automobiles.
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7.2.5

Diversification is defined
as a strategy that takes an
organisation away from
both its existing markets
and its existing products

® New geographies. The prime example of this is internationalisation, but the
spread of a small retailer into new towns would also be a case.

In all cases, it is essential that market development strategies are based on
products or services that meet the critical success factors of the new market (see
section 2.4.4).

Strategies based on simply offloading traditional products or services in new
markets are likely to fail. Moreover, market development faces similar problems
as product development. In terms of strategic capabilities, market developers
often lack the right marketing skills and brands to make progress in a market
with unfamiliar customers. On the management side, the challenge is coordinat-
ing between different segments, users and geographies, which might all have
different needs. International market development strategy is considered in
Chapter 8.

Diversification

Diversification is strictly a strategy that takes the organisation away from both its
existing markets and its existing products (box D in Exhibit 7.1). In this sense, it
radically increases the organisation’s scope. In fact, much diversification is not
as extreme as implied by the closed boxes of the Ansoff growth matrix. Box D
tends to imply unrelated or conglomerate diversification (see section 7.3.2), but
a good deal of diversification in practice involves building on relationships
with existing markets or products. Frequently too, market penetration and pro-
duct development entail some diversifying adjustment of products or markets.
Diversification is a matter of degree.

None the less, the Ansoff matrix does make clear that the further the organ-
isation moves from its starting point of existing products and existing markets,
the more the organisation has to learn to do. Diversification is just one direc-
tion for developing the organisation, and needs to be considered alongside its
alternatives. The drivers of diversification, its various forms and the ways it is
managed are the main topics of this chapter.

Q REASONS FOR DIVERSIFICATION

In terms of the Ansoff matrix, diversification is the most radical strategic direc-
tion.* Diversification might be chosen for a variety of reasons, some more value
creating than others. Three potentially value-creating reasons for diversification
are as follows.

® Efficiency gains can be made by applying the organisation’s existing resources
or capabilities to new markets and products or services. These are often
described as economies of scope, by contrast to economies of scale.’ If an
organisation has underutilised resources or competences that it cannot effec-
tively close or sell to other potential users, it can make sense to use these
resources or competences by diversification into a new activity. In other
words, there are economies to be gained by extending the scope of the
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organisation’s activities. For example, many universities have large resources
in terms of halls of residence, which they must have for their students but
which are underutilised out of term-time. These halls of residence are more
efficiently used if the universities expand the scope of their activities into con-
ferencing and tourism during vacation periods. Economies of scope may apply
to both tangible resources, such as halls of residence, and intangible resources
and competences, such as brands or staff skills. Sometimes these scope advan-
Synergy refers to the tages are referred to as the benefits of synergy,® by which is meant that activ-
benefits that are gained ities or assets are more effective together than apart (the famous 2 + 2 =5
::)hni;)‘ieﬁmt'::c%r;?;tzo equation). Thus a film company and a music publisher would be synergistic if
that their combined effect they were worth more together than separately. Illustration 7.2 shows how a

is greater than the sum of French company, Zodiac, has diversified following this approach.

the part . . e .
e pares ® Stretching corporate parenting capabilities into new markets and products or

services can be another source of gain. In a sense, this extends the point above
about applying existing competences in new areas. However, this point high-
lights corporate parenting skills that can otherwise easily be neglected. At
the corporate parent level, managers may develop a competence at man-
aging a range of different products and services which can be applied even
to businesses which do not share resources at the operational unit level.
C.K. Prahalad and R. Bettis have described this set of corporate parenting skills
as the ‘dominant general management logic’, or ‘dominant logic’ for short.”
Thus the French conglomerate LVMH includes a wide range of businesses —
from champagne, through fashion and perfumes, to financial media - that
share very few operational resources or competences. LVMH creates value for
these specialised companies by adding parenting skills — for instance, the sup-
port of classic brands and the nurturing of highly creative people — that are
relevant to all these individual businesses (see section 7.4.1).

® Increasing market power can result from having a diverse range of businesses.
With many businesses, an organisation can afford to cross-subsidise one busi-
ness from the surpluses earned by another, in a way that competitors may not
be able to. This can give an organisation a competitive advantage for the sub-
sidised business, and the long-run effect may be to drive out other competi-
tors, leaving the organisation with a monopoly from which good profits can
then be earned. This was the fear behind the European Commission’s refusal
to allow General Electric’s $43bn (£24bn; €37bn) bid for electronic controls
company Honeywell in 2001. General Electric might have bundled its jet
engines with Honeywell's aviation electronics in a cheaper package than rival
jet engine manufacturers could possibly match. As aircraft manufacturers and
airlines increasingly chose the cheaper overall package, rivals could have
been driven out of business. General Electric would then have the market
power to put up its prices without threat from competition.

There are several other reasons that are often given for diversification, but
which are less obviously value creating and sometimes serve managerial inter-
ests more than shareholders’ interests:

® Responding to market decline is one common but doubtful reason for diversi-
fication. It is arguable that Microsoft’s diversification into electronic games
such as the Xbox — whose launch cost $500m (£280m; €415m) in marketing



Zodiac: inflatable diversifications

» CHAPTER 7 STRATEGIC DIRECTIONS AND CORPORATE-LEVEL STRATEGY

An organisation may seek the benefits of synergies by building a portfolio of businesses

through related diversification.

The Zodiac company was founded near Paris, France,
in 1896 by Maurice Mallet just after his first hot-air
balloon ascent. For 40 years, Zodiac manufactured
only dirigible airships. In 1937, the German Zeppelin
Hindenburg crashed near New York, which abruptly
stopped the development of the market for airships.
Because of the extinction of its traditional activity,
Zodiac decided to leverage its technical expertise
and moved from dirigibles to inflatable boats. This
diversification proved to be very successful: in 2004,
with over 1 million units sold in 50 years, the Zodiac
rubber dinghy (priced at approximately €10,000
(£7,000)) was extremely popular worldwide.

However, because of increasing competition,
especially from Italian manufacturers, Zodiac
diversified its business interests. In 1978, it took
over Aerazur, a company specialising in parachutes,
but also in life vests and inflatable life rafts. These
products had strong market and technical synergies
with rubber boats and their main customers were
aircraft manufacturers. Zodiac confirmed this move to
a new market in 1987 by the takeover of Air Cruisers,
a manufacturer of inflatable escape slides for aircraft.
As a consequence, Zodiac became a key supplier
to Boeing, McDonnell Douglas and Airbus. Zodiac
strengthened this position through the takeover of the
two leading manufacturers of aircraft seats: Sicma
Aero Seats from France and Weber Aircraft from the
USA. In 1997, Zodiac also took over, for €150m,
MAG Aerospace, the world leader for aircraft vacuum
waste systems. Finally, in 1999, Zodiac took over
Intertechnique, a leading player in active components
for aircraft (fuel circulation, hydraulics, oxygen and life
support, electrical power, flight-deck controls and
displays, systems monitoring, etc.). By combining
these competences with its traditional expertise in
inflatable products, Zodiac launched a new business
unit: airbags for the automobile industry.

In parallel to these diversifications, Zodiac
strengthened its position in inflatable boats by

the takeover of several competitors: Bombard-
L’Angeviniére in 1980, Sevylor in 1981, Hurricane
and Metzeler in 1987.

Finally, Zodiac developed a swimming-pool
business. The first product line, back in 1981, was
based on inflatable structure technology, and Zodiac
later moved — again through takeovers — to rigid
above-ground pools, modular in-ground pools, pool
cleaners and water purification systems, inflatable
beach gear and air mattresses.

In 2003, total sales of the Zodiac group reached
€1.48bn with a net profit of €115m. Zodiac was a
very international company, with a strong presence in
the USA. It was listed on the Paris Stock Exchange
and rumours of takeovers from powerful US groups
were frequent. However, the family of the founder,
institutional investors, the management and the
employees together held 55 per cent of the stocks.

Far above the marine and the leisure businesses,
aircraft products accounted for almost 75 per cent
of the total turnover of the group. Zodiac held a
40 per cent market share of the world market for
some airline equipment: for instance, the electrical
power systems of the new Airbus A380 were Zodiac
products. In 2004, Zodiac even reached Mars: NASA
Mars probes Spirit and Opportunity were equipped
with Zodiac equipment, developed by its US
subsidiary Pioneer Aerospace.

Prepared by Frédéric Fréry, ESCP-EAP European School of
Management.

Questions

1 What were the bases of the synergies
underlying each of Zodiac’s diversifications?

2 What are the advantages and potential
dangers of such a basis of diversification?
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alone - is a response to slowing growth in its core software businesses. Share-
holders might have preferred the Xbox money to have been handed back
to shareholders, leaving Sony and Nintendo to make games, while Microsoft
gracefully declined. Microsoft itself defends its various diversifications as a
necessary response to convergence in electronic and computer media.

® Spreading risk across a range of businesses is another common justification for
diversification. However, conventional finance theory is very sceptical about
risk spreading by business diversification. It argues that investors can diver-
sify more effectively themselves by investing in a diverse portfolio of quite dif-
ferent companies. Whilst managers might like the security of a diverse range
of businesses, investors do not need each of the companies they invest in to be
diversified as well — they would prefer managers to concentrate on managing
their core business as well as they can. On the other hand, for private busi-
nesses, where the owners have a large proportion of their assets tied up in the
business, it can make sense to diversify risk across a number of distinct activ-
ities, so that if one part is in trouble, the whole business is not pulled down.

® The expectations of powerful stakeholders, including top managers, can some-
times drive inappropriate diversification. Under pressure from Wall Street
analysts to deliver continued revenue growth, in the late 1990s the US energy
company Enron diversified beyond its original interest in energy trading into
trading commodities such as petrochemicals, aluminium and even band-
width.® By satisfying the analysts in the short term, this strategy boosted the
share price and allowed top management to stay in place. However, it soon
transpired that very little of this diversification had been profitable, and in
2001 Enron collapsed in the largest bankruptcy in history.

In order to decide whether or not such reasons make sense and help organ-
isational performance, it is important to be clear about different forms of
diversification, in particular the degree of relatedness (or unrelatedness) of
business units in a portfolio. The next sections consider related and unrelated
diversification.

7.3.1 Related diversification

Related diversification ~ Related diversification can be defined as corporate development beyond current
is corporate development  products and markets, but within the capabilities or the value network of the
beyond current products organisation (see sections 3.4 and 3.8.1). For example, Procter and Gamble and

and markets, but within . . . . .. .
the capabilities or value are diversified corporations, but virtually all of their interests are in

network of the fast-moving consumer goods distributed through retailers. Their various busi-
organisation nesses benefit therefore from shared capabilities in R&D, consumer marketing,
Vertical integration is building relationships with powerful retailers and global brand development.

backward or forward The value network provides one way of thinking about different forms of

integration into adjacent
activities in the value

network @ Vertical integration describes either backward or forward integration into adja-
Backward integration is cent activities in the value network. Backward integration refers to develop-
development into activites ~ ment into activities concerned with the inputs into the company’s current
concemned with the inputs  pysiness (that is, they are further back in the value network). For example, the

'Cnl}?r;:fsl?:np;lys acquisition by a car manufacturer of a component supplier would be related

related diversification as shown in Exhibit 7.3:
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@ Related diversification options for a manufacturer
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Raw materials Components Machinery Product/process
manufacture manufacture manufacture > research/design
Raw materials Components Machinery Financing
supply supply supply
Transport
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Competitive
products

products

Complementary

Manufacturer

FORWARD
INTEGRATION

Distribution
outlets

Marketing
information

Transport

Complementary
capabilities

By-products

Repairs and
servicing

Note: Some companies will manufacture components or semi-finished items. In those cases there will be additional integration
opportunities into assembly or finished product manufacture.

Forward integration is
development into activities
which are concerned with
a company’s outputs

Horizontal integration is

development into activities
which are complementary
to present activities

diversification through backward integration. Forward integration refers to
development into activities which are concerned with a company’s outputs
(that is, are further forward in the value system): for a car manufacturer, this
might be distribution, repairs and servicing.

@ Horizontal integration is development into activities which are complementary

or adjacent to present activities. For example, the Internet search company
Google has spread horizontally into news, images and maps, amongst other
services (another example is Zodiac — see Illustration 7.2).

It is important to recognise that capabilities and value links are distinct. A

link through the value network does not necessarily imply the existence of
capabilities. For example, in the late 1990s some car manufacturers began to
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integrate forward into repairs and servicing following a value network logic. The
car manufacturers thought they could create value by using forward links to
ensure a better overall customer experience with their cars. However, the manu-
facturers rapidly realised that these new businesses involved quite different
capabilities: not manufacturing in large factories, but service in many scattered
small units. In the end, the absence of relevant capabilities outweighed the
potential from the value network links, and the car manufacturers generally
withdrew from these forward integration initiatives. Synergies are often harder
to identify and more costly to extract in practice than managers like to admit.’

It is also important to recognise that relationships have potential disadvan-
tages. Related diversification can be problematic for at least two reasons:

® corporate-level time and cost as top managers try to ensure that the benefits of
relatedness are achieved through sharing or transfer across business units;

® business unit complexity, as business unit managers attend to the needs of
other business units, perhaps sharing resources or adjusting marketing strat-
egies, rather than focusing exclusively on the needs of their own unit.

In summary, a simple statement such as ‘relatedness matters’ has to be
questioned.’® Whilst there is evidence that it may have positive effects on
performance (see section 7.3.3), each individual diversification decision needs
careful thought about just what relatedness means and what gives rise to per-
formance benefits.

7.3.2 Unrelated diversification

If related diversification involves development within current capabilities or
Unrelated diversification the current value network, unrelated diversification is the development of pro-
is the development of ducts or services beyond the current capabilities or value network. Unrelated
products or services diversification is often described as a conglomerate strategy. Because there are
beyond the current K . . . K
capabilities and value no obvious economies of scope between the different businesses, but there is an
network obvious cost of the headquarters, unrelated diversified companies’ share prices
often suffer from what is called the ‘conglomerate discount’ — in other words, a
lower valuation than the individual constituent businesses would have if they
stood alone. In 2003, the French conglomerate Vivendi-Universal, with interests
spreading from utilities to mobile telephony and media, was trading at an esti-
mated discount of 15-20 per cent. Naturally, shareholders were pressurising
management to break the conglomerate up into its more highly valued parts.
However, the case against conglomerates can be exaggerated and there are
certainly potential advantages to unrelated diversification in some conditions:

® Exploiting dominant logics, rather than concrete operational relationships, can
be a source of conglomerate value creation. As at Berkshire Hathaway, a
skilled investor such as Warren Buffett, the so-called Oracle of Omaha and
one of the richest men in the world, may be able to add value to diverse busi-
nesses within his dominant logic.!! Berkshire Hathaway includes businesses
in different areas of manufacturing, insurance, distribution and retailing, but
Buffet focuses on mature businesses that he can understand and whose
managers he can trust. During the e-business boom of the late 1990s, Buffet
deliberately avoided buying high-technology businesses because he knew
they were outside his dominant logic. (See Illustration 7.3.)
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A portfolio manager may seek to manage a highly diverse set of business units on

behalf of its shareholders.

Berkshire Hathaway’s Chairman is Warren Buffett,
one of the world’s richest men, and Charles
Munger is Vice Chairman. The businesses in the
portfolio are highly diverse. There are insurance
businesses, including GEICO, the sixth largest
automobile insurer in the USA, manufacturers of
carpets, building products, clothing and footwear.
There are service businesses (the training of
aircraft and ship operators), retailers of home
furnishings and fine jewellery, a daily and Sunday
newspaper and the largest direct seller of
housewear products in the USA.

The annual report of Berkshire Hathaway
(2002) provides an insight into its rationale and
management. Warren Buffett explains how he
and his vice chairman run the business.

Charlie Munger and | think of our shareholders as
owner-partners and of ourselves as managing partners.
(Because of the size of our shareholdings we are also, for
better or worse, controlling partners.) We do not view the
company itself as the ultimate owner of our business
assets but instead view the company as a conduit
through which our shareholders own the assets. . . . Our
long term economic goal . . . is to maximise Berkshire’s
average annual rate of gain in intrinsic business value

on a per-share basis. We do not measure the economic
significance or performance of Berkshire by its size; we
measure by per-share progress.

Our preference would be to reach our goal by directly
owning a diversified group of businesses that generate
cash and consistently earn above average returns on
capital. Our second choice is to own parts of similar
businesses, attained primarily through purchases of

marketable common stocks by our insurance subsidiaries.

... Charlie and | are interested only in acquisitions that
we believe will raise the per-share intrinsic value of
Berkshire’s stock.

Regardless of price we have no interest at all in selling
any good businesses that Berkshire owns. We are also
very reluctant to sell sub-par businesses as long as we
expect them to generate at least some cash and as long
as we feel good about their managers and labour
relations. . . . Gin rummy managerial behaviour (discard
your least promising business at each turn) is not our
style. We would rather have our overall results penalised
a bit than engaged in that kind of behaviour.

Buffett then explains how they manage their
subsidiary businesses:

... we delegate almost to the point of abdication: though
Berkshire has about 45,000 employees, only 12 of these
are at headquarters. . . . Charlie and | mainly attend to
capital allocation and the care and feeding of our key
managers. Most of these managers are happiest when
they are left alone to run their businesses and that is
customarily just how we leave them. That puts them in
charge of all operating decisions and of despatching the
excess cash they generate to headquarters. By sending it
to us, they don’t get diverted by the various enticements
that would come their way were they responsible for
deploying the cash their businesses throw off. Further
more, Charlie and | are exposed to a much wider range
of possibilities for investing these funds than any of our
managers could find in his/her own industry.

Questions

1 In what ways does Berkshire Hathaway
conform (and not conform) to the archetypal
portfolio manager described in section 7.4.2?

2 Using the checklist explained in section 7.4,
suggest how and in what ways Berkshire
Hathaway may or may not add value to its
shareholders.
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® Countries with underdeveloped markets can be fertile ground for conglomer-
ates. Where external capital and labour markets do not yet work well, con-
glomerates offer a substitute mechanism for allocating and developing capital
or managerial talent within their own organisational boundaries. For example,
Korean conglomerates (the chaebol) were successful in the rapid growth
phase of the Korean economy partly because they were able to mobilise
investment and develop managers in a way that standalone companies in
South Korea traditionally were unable to. Also, the strong cultural cohesion
amongst managers in these chaebol reduced the coordination and monitoring
costs that would be necessary in a Western conglomerate, where managers
would be trusted less.’? The same may be true today in other fast-growing
economies that still have underdeveloped capital and labour markets.

It is important also to recognise that the distinction between related and
unrelated diversification is often a matter of degree. As in the case of Berkshire
Hathaway, although there are very few operational relationships between the
constituent businesses, there is a relationship in terms of similar parenting
requirements (see section 7.4.4). As in the case of the car manufacturers
diversifying forwards into apparently related businesses such as repairs and
servicing, operational relationships can turn out to be much less valuable than
they appear at first. The blurred boundary between related and unrelated
diversification is important for considering the performance consequences of
diversification.

7.3.3 Diversification and performance

Because most large corporations today are diversified, but also because
diversification can sometimes be in management’s self-interest, many scholars
and policy makers have been concerned to establish whether diversified com-
panies really perform better than undiversified companies. After all, it would
be deeply troubling if large corporations were diversifying simply to spread risk
for managers, to save managerial jobs in declining businesses or to preserve
the image of growth, as in the case of Enron.

Research studies of diversification have generally found some performance
benefits, with related diversifiers outperforming both firms that remain special-
ised and those which have unrelated diversified strategies.’® In other words,
the diversification—performance relationship tends to follow an inverted (or
upside down) U-shape, as in Exhibit 7.4. The implication is that some diver-
sification is good — but not too much.

However, these performance studies produce statistical averages. Some
related diversification strategies fail — as in the case of the vertically integrating
car manufacturers — while some conglomerates succeed — as in the case of
Berkshire Hathaway. The case against unrelated diversification is not solid, and
effective dominant logics or particular national contexts can play in its favour.
The conclusion from the performance studies is that, although on average
related diversification pays better than unrelated, any diversification strategy
needs rigorous questioning on its particular merits.
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@ Diversity and performance

High
A
Performance
Y
Low
Undiversified Related Unrelated
limited extensively
diversification diversified

° VALUE CREATION AND THE CORPORATE PARENT

7.4.1

Given the doubtful benefits of conglomerate diversification strategies, it is clear
that some corporate parents do not add value. During 2006, two large US con-
glomerates, Tyco and Cenda