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Welcome to
Exploring Strategy

Strategy is a crucial subject. It's about the development, success and failure of all kinds
of organisations, from multinationals to entrepreneurial start-ups, from charities to
government agencies, and many more. Strategy raises the big questions about these
organisations — how they grow, how they innovate and how they change. As a manager or
an entrepreneur, you will be involved in shaping, implementing or communicating these
strategies.

Our primary aim with Exploring Strategy is to give you a comprehensive understanding
of the issues and techniques of strategy. We can also help you get a great final result in your
course. You can make the most of the text by:

® Exploring hot topics in cutting-edge issues such as business models, corporate gover-
nance, innovation, entrepreneurship and strategy practice.

* Engaging with our ‘Thinking Differently’ sections to access novel and distinctive perspec-
tives on core themes in strategy

® Using the ‘Strategy Lenses’ to think critically and originally about key topics and to set you
on your way to better grades in your assignments and exams.

® Pursuing some of the recommended readings at the end of each chapter. They're specially
selected as accessible and valuable sources that will enhance your learning and give you
an extra edge in your course work.

We want Exploring Strategy to give you what you need: a comprehensive view of the
subject, an ambition to put that into practice, and — of course — success in your studies. We
hope that you'll be as excited by the key issues of strategy as we are!

So, read on and good luck!

Richard Whittington
Patrick Regnér
Duncan Angwin
Gerry Johnson
Kevan Scholes
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Preface

We are delighted to offer this twelfth edition of Exploring Strategy. With sales of previous
editions now well over one million worldwide, we believe we have a tried and tested product.
Yet the strategy field is constantly changing. For this edition, therefore, we have thoroughly
refreshed all chapters, with new concepts, new cases and new examples throughout. Here we
would like to highlight three principal changes, while recalling some of the classic features
of the book.

As well as more detailed changes, the twelfth edition has the following principal changes:

* astronger focus on technology strategy: reflecting today’s culture of rapid technolog-
ical change, we have developed the discussion of business models and ecosystems, with
concepts such as multisided platforms and peer-to-peer models.

* an updated approach to corporate strategy: with radical changes to the nature of the
corporation, this edition enhances its treatment of divestment as well as acquisitions and
mergers

* arevised approach to strategy evaluation: we focus our discussion of the evaluation of
strategic options on practical techniques, adding for instance DuPont pyramid analysis

At the same time, Exploring Strategy retains its longstanding commitment to a compre-
hensive and real-world view of strategy. In particular, this entails a deep concern for:

* Process: we believe that the human processes of strategy, not only the economics of partic-
ular strategies, are central to achieving long-term organisational success. Throughout the
book, we underline the importance of human processes, but in particular we devote Part
Il to processes of strategy formation, implementation and change.

* Practice: we conclude the book with a chapter on the Practice of Strategy (Chapter 16),
focused on the practicalities of managing strategy. Throughout the book, we introduce
concepts and techniques through practical illustrations and applications, rather than
abstract descriptions..

Many people have helped us with the development of this new edition. Jason Evans and
Clive Kerridge have led in coordinating the case collection. We have consulted carefully with
reviewers and our Advisory Board, made up of experienced lecturers, many of whom are
adopters of the book. 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 and we hope you will keep the comments
flowing. Also, our students and clients at Lancaster University, Oxford University, Stockholm
School of Economics, Sheffield Hallam and the many other places where we teach are a
constant source of ideas and stimulus. We also gain from our links across the world, particu-
larly in Austria, Ireland, the Netherlands, Denmark, Sweden, France, Canada, China, Australia,
New Zealand, Hong Kong, Malaysia, Morocco, Singapore and the USA. Many contribute
directly by providing case studies and illustrations and these are acknowledged in the text.
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Finally, we thank those organisations that have been generous enough to be written up as
case studies. We hope that those using the book will respect the wishes of the case study
organisations and not contact them directly for further information.

Richard Whittington (richard.whittington@sbs.ox.ac.uk)
Patrick Regnér (patrick.regner@hhs.se)

Duncan Angwin (Duncan.Angwin@nottingham.ac.uk)
Gerry Johnson (gerry.johnson@lancaster.ac.uk)

Kevan Scholes (KScholes@scholes.u-net.com)
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Reviewers

We would like to thank the following academics who reviewed for this edition of Exploring
Strategy or the first release of Exploring Strategy Revel:
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Kenneth Wiltshire The University of Queensland
Peter Barton Liverpool John Moores University
Nnaemeka Madumere Coventry University
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Exploring Strategy features

This twelfth edition of Exploring Strategy builds on the established strengths of this best-
selling textbook. A range of in-text features and supplementary features have been devel-
oped to enable you and your students to gain maximum added value from the teaching and
learning of strategy.

Outstanding pedagogical features. Each chapter has clear learning outcomes, practical
questions associated with real-life illustrations and examples which students can easily
apply to what they have learnt.

Flexibility of use. You can choose to use either the Text and Cases version of the book,
or—if you don't use longer cases (or have your own) —the Text-only version.

The two versions are complemented by a concise version of the text, Fundamentals of
Strategy, and instructors also have the option of further customising the text. Speak to your
local Pearson Sales Representative if you would like to explore customization options.

Up-to-date materials. we have fully revised all chapters, incorporating new research and
updating references so that you can easily access the latest research.

Encouraging innovative and critical thinking. The Strategy Lenses and commentaries
are designed to encourage critical thinking, while each chapter ends with a ‘Thinking
Differently’ section, introducing students new and distinctive approaches to key issues of
the chapter.

Our “three circles’ framework - depicting the overlapping issues of strategic position,
strategic choices and strategy-in-action — also challenges a simple linear, sequential view
of the strategy process.

Case and examples. A wide range of lllustrations, Case Examples and (in the Text and
Cases version) longer Case Studies are fresh and engage with student interests and
day-to-day experience. Many of these are entirely new to this edition; others have been
extensively revised. We draw these examples from all over the world and use examples
from the public and voluntary sectors as well as the private.

Teaching and learning support. You and your students can access a wealth of resources
detailed in the Exploring Strategy Online section that follows this.

Teachers’ workshop. We run an annual workshop to facilitate discussion of key challenges
and solutions in the teaching of strategic management. Details of forthcoming workshops
can be found at: https://heuk.pearson.com/events.html
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Exploring Strategy Online

XXVi

A wide range of supporting resources are available at: www.pearsoned.co.uk/
exploringstrategy.

Resources for students

Multiple choice questions that test your understanding of key content

Key concept audio summaries that you can download or listen to online

Video cases that show managers talking about strategicissues in their own organisations
Revision flashcards to help you prepare for your exams

A multi-lingual online glossary to help 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 organisations
featured in the case studies

Classic cases — over 30 case studies from previous editions of the book

Resources for instructors

Instructor’s manual which provides a comprehensive set of teaching support, including
guidance on the use of case studies and assignments, and advice on how to plan a
programme using the text.

PowerPoint slides containing key information and figures from the book

Classic cases from previous editions of the book


http://www.pearsoned.co.uk/exploringstrategy
http://www.pearsoned.co.uk/exploringstrategy

Digital Courseware

Revel is an interactive learning environment designed for how you want to teach — and
how your students want to learn. Cleverly combining reading material with interactive
videos, quizzes and writing activities, it enriches the learning experience and boosts student
performance.

We have launched Exploring Strategy in Revel, which offers interactive media, including
videos and writing activities, within the narrative content to reinforce key concepts and
encourage exploration and application of a complex and diverse subject area. It caters to
today’s modern strategy students, who need a hands-on, applied and current exploration
to the subject.

Unlike any existing resource, Revel for Strategy allows lecturers to bring strategy to life
and drive engagement across large classes, increasing students’ understanding of the key
concepts, encouraging them to reflect on their actions, build confidence, and helping them
to evaluate the impact of their decisions.

MyStrategyExperience is an engaging and rigorous simulation designed to bring together
the theory and practice of strategy-making in the realistic environment of a dynamic organ-
isation and industry. The simulation puts students on the board of directors in a global
advertising agency and allows them to make a strategic analysis of the business, put together
a business plan and then make a number of challenging decisions on the future strategy of
the company.

As students set and implement strategy, they will see the impact of their decisions on
financial and non-financial measures of performance within the simulated company. Your
students will need to balance strategic opportunities with inherent risk thus gaining knowl-
edge and insights relevant to their strategic studies.

The simulation draws on the content of Exploring Strategy and the two can be used to
complement each other on a strategy course.

For more information about Revel or MyStrategyExperience, contact your local Pearson Sales
Representative or visit https://www.pearson.com/uk/educators/higher-education-educa-
tors/products-and-services/course-resources-and-content.html
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Chapter 1
Introducing strateqgy

Key terms Learning outcomes

business-level strategy 12 After reading this chapter you should be able to:
corporate-level strategy 12 o Summarise the strategy of an organisation in a
functional strategy 12 'strategy statement'.

four strategy lenses 23 e Distinguish between corporate, business and

Exploring Strategy Framework 12 functional strategies.

¢ |dentify key issues for an organisation’s strategy

mission statement 8 ) -
using the Exploring Strategy Framework.

objectives 9
e Understand different people’s roles in strategy work.
statements of corporate values 9
e Appreciate the importance of different

organisational contexts, academic disciplines and
strategic position 14 theoretical lenses to practical strategy analysis.

strategic choices 15

strategy 5
strategy in action 16
strategy statements 9

three-horizons framework 6

vision statement 9




1.1 Introduction

1.1 Introduction

The Chief Executive Officer (CEO) of a medium-sized family business knew they had a
problem. New aggressive competition in their main European markets was threatening their
performance just as demand was softening. To help him address this major problem the
CEOQ invited in a consultancy firm to assess whether this was the right time for his business
to find new international markets for growth or to invest more in product innovation to
stimulate demand. Claudia, the junior consultant in the team, heard the consulting partner
explain how they would carry out a systematic analysis of the company’s situation to under-
stand its success, assess the challenges posed by the competition and shifting markets and
identify broader opportunities and threats from the wider environment. It would be her
task to assemble key data and conduct analysis to generate future possible options for the
business. These would help inform the CEQ’s decision about how his business could improve
its competitive position. The consulting firm would assist with implementation if needed.

The problem presented by the CEO to the consultants is one of strategy. It is concerned
with key issues for the future of the organisation. For instance, how should the company
compete in the future with aggressive new entrants? What growth options are there for
the company? If further internationalisation is a good strategy, what would be the optimal
method to achieve this outcome and what might be the resourcing implications? All of these
strategy questions are vital to the future survival of the organisation.

Strategy questions naturally concern entrepreneurs and senior managers at the top of
their organisations. But these questions matter more widely. Outside of the organisation,
stakeholders such as investors, including banks, venture capitalists and analysts, influence
the strategy. Inside the organisation, middle managers also have to understand the strategic
direction, both to know how to get top management support for their initiatives and to
explainitto the people they are responsible for. Anybody looking for a management-track job
needs to be ready to discuss strategy with their potential employer. Indeed, anybody taking
a job should first be confident that their new employer’s strategy is actually viable. There
are even specialist career opportunities in strategy, for example like Claudia, as a strategy
consultant or as an in-house strategic planner, often key roles for fast-track young managers.

Figure 1.1 Strategy: its definition, purpose, analysis and work

What is strategy?

The purpose of strategy
The Exploring Strategy Framework

Working with strategy




Chapter 1 Introducing strategy

This book is relevant to any kind of organisation responsible for its own direction into the
future. Thus the book refers to large private sector multinationals and small entrepreneurial
start-ups; to family businesses, both large and small; to public-sector organisations such as
schools and hospitals; and to not-for-profits such as charities or sports clubs. Strategy matters
to almost all organisations, and to everybody working in them.

In this chapter you will begin with examining the main definitions of strategy, build your
understanding of strategy’s purpose, be introduced to the Exploring Strategy Framework for
analysing an organisation’s strategy and increase your awareness of working, as students
and managers, with strategy in different contexts (see Figure 1.1). But first, why is the book
entitled Exploring Strategy?

1.1.1 Why ‘Exploring Strategy'?

There are a large number of strategy textbooks available on the market so it is important
to realise why readers choose Exploring Strategy. As strategists we believe that one of strat-
egy’s distinctive features is that it draws upon many other perspectives, including economics,
finance, marketing, operational management, organisational behaviour, psychology to
name a few. However many strategy textbooks adopt a single disciplinary focus, such as an
economics perspective, for instance, that ignores other critical issues, such as the work of
strategists, the influence of organisational politics, history and culture. Others focus much
more on the behavioural side of strategy and largely overlook the importance of finance
and economics. Exploring Strategy is distinctive in emphasising a comprehensive view of
strategy, and this will enable you to explore the insights of many disciplinary perspec-
tives including both the economics of strategy and the people side of managing strategy
in practice.

A further reason for the word ‘Exploring’ in the title is rooted in the practical world of
strategy work. Our focus on the practice and practicalities of strategy reveals that there are
rarely obvious answers. Indeed, many strategy problems are highly complex and managers
should beware of over-simplified ‘solutions’. Therefore in strategy it is important both to
recognise the real scope of problems and to explore several options. Through exploration
you will widen your awareness of practical issues relevant to strategy, recognise the difficul-
ties of interconnectedness, and probe each option carefully before making informed choices.
We therefore believe that major strengths of Exploring Strategy, its comprehensiveness and
focus upon practice, will help reduce your risk of myopia to enable you to produce well-
informed, grounded solutions to complex strategic problems.

We also believe that ‘Exploring’ in the title is appropriate as this is a research-led book,
drawing upon world-class research and including the latest thinking on key strategic topics.
These feature throughout Exploring Strategy and particularly pioneering work is found in
the ‘Thinking differently’ sections at the ends of chapters. The 'Strategy lens’ sections at the
end of the main parts of the book also introduce novel and distinctive themes. These will
ensure that you are at the cutting edge of strategy.

Exploring Strategy also explores a wide range of organisational and geographic contexts.
Through a diverse and substantial selection of illustrations and case studies, we include large
multinationals as well as medium-sized and entrepreneurial start-up firms. We give weight
not only to "for-profit’ companies but also family businesses that may also be not-for-profit,
public sector and other not-for-profit organisations. We examine these not only in devel-
oped economies in the West but also in a wide range of emerging markets and developing
countries. This broad base of organisations and contexts will give you a wider knowledge
base than is common in other strategy texts.



1.2 What is strategy?

1.2 What is strategy?’

The origins of the word strategy have been traced back to the city of Athens in the sixth
century BC where it was developed to name a new military and political leadership posi-
tion. It combined the words stratos, which meant ‘army spread out over the ground’, and
agein, meaning ‘to lead’.? To this practical consideration of managing and directing a large
complex force, the importance of strategy was highlighted by the Chinese military philos-
opher Sun Tzu, who defined strategy as ‘the great work of the organization. In situations
of life or death, it is the Tao of survival or extinction’ (Tao is a Chinese word that indicates
‘path’, ‘'way’, ‘route’ and even ‘principle’). Since that time there have been many new defin-
itions of the word strategy, particularly by the military, but in the 1960s Alfred Chandler,
strategy’s founding theorist, brought strategy formally into a business context.3 Since then,
definitions of strategy have continued to refine our understanding of the term and several
prominent ones are examined below. However, for this book our initial basic definition of
strategy, which we shall elaborate upon at the end of the chapter, is as follows: strategy is
the long-term direction of an organisation. Thus, for example, the long-term direction of
Amazon is from book retailing to internet services in general. For Disney, it is from cartoons to
diversified entertainment. This section examines the practical implication of this definition of
strategy; distinguishes between different levels of strategy; and explains how to summarise
an organisation’s strategy in a ‘strategy statement’.

1.2.1 Defining strategy

Defining strategy as the long-term direction of an organisation implies a more compre-
hensive view than some influential definitions. Figure 1.2 shows the strategy definitions of
several leading strategy theorists: Alfred Chandler and Michael Porter, both from the Harvard
Business School, Peter Drucker from Claremont University, California and Henry Mintzberg,
from McGill University, Canada. Each points to important elements of strategy. Chandler
emphasises a logical flow from the determination of goals and objectives to the alloca-
tion of resources. Porter focuses on deliberate choices, difference and competition. Drucker
suggests that it is a theory about how a firm will win.* Mintzberg, however, takes the view

Figure 1.2 Definitions of strategy

‘. .. the determination of the long-run goals and objectives of an
enterprise and the adoption of courses of action and the allocation of resources
necessary for carrying out these goals’

Alfred D. Chandler

‘Competitive strategy is about being different. It means deliberately choosing a
different set of activities to deliver a unique mix of value’

Michael Porter

| J
‘a firm’s theory about how to ‘a pattern in a stream of ‘the long-term direction of an
gain competitive advantages’ decisions’ organisation’
Peter Drucker Henry Mintzberg Exploring Strategy

Sources: A.D. Chandler, Strategy and Structure: Chapters in the History of American Enterprise, MIT Press, 1963, p. 13; M.E. Porter, "What is strategy?’,
Harvard Business Review, November—December 1996, p. 60; P.F. Drucker, ‘The theory of business’, Harvard Business Review, September—October
1994, pp. 95-106; H. Mintzberg, Tracking Strategies: Towards a General Theory, Oxford University Press, 2007, p. 3.
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that strategy is less certain and uses the word ‘pattern’ to allow for the fact that strategies
do not always follow a deliberately chosen and logical plan, but can emerge in more ad hoc
ways. Sometimes strategies reflect a series of incremental decisions that only cohere into a
recognisable pattern — or ‘strategy’ — after some time.

There are two advantages to our opening definition of strategy. First, the long-term direc-
tion of an organisation can include both deliberate, logical strategy and more incremental,
emergent patterns of strategy. Second, long-term direction can include both strategies that
emphasise difference and competition, and strategies that recognise the roles of cooperation
and even imitation.

The three elements of this strategy definition —the long term, direction and organisation —
can each be explored further. The strategy of Tesla Motors illustrates important points (see
Illustration 1.1):

® The long term. Strategies are typically measured over years, for some organisations a
decade or more. The importance of a long-term perspective on strategy is emphasised
by the ‘three horizons’ framework shown in Figure 1.3. The three-horizons framework
suggests organisations should think of their businesses or activities in terms of
different 'horizons’, defined by time. Horizon 7 businesses are basically the current core
activities. In the case of Tesla Motors, Horizon 1 includes the original Tesla Roadster car
and subsequent models. Horizon 1 businesses need defending and extending but the
expectation is that in the long term they risk becoming flat or declining in terms of profits
(or whatever else the organisation values). Horizon 2 businesses are emerging activities
that should provide new future sources of profit. For Tesla, that might include the new
mega-battery business. Finally, there are Horizon 3 possibilities, which are more open
and for which outcomes are even more uncertain. These are typically risky research and
development projects, start-up ventures, test-market pilots or similar: at Tesla, these might
be further solar electric initiatives, rockets and space transportation. For a fast-moving
organisation like Tesla, Horizon 3 might generate profits a few years from the present
time. In a pharmaceutical company, where the R&D and regulatory processes for a new
drug take many years, Horizon 3 might be a decade ahead. While timescales might differ,
as industries and types of firm can move at different rates, the basic point about the ‘three
horizons’' framework is that managers need to avoid focusing on the short-term issues of
their existing activities. Strategy involves pushing out Horizon 1 as far as possible, at the
same time as looking to Horizons 2 and 3.

Figure 1.3 Three horizons for strategy

——

Horizon 3 > create viable options
Performance

potential —_—

Horizon 2 > build emerging businesses

—
Horizon 1 > extend and defend core business

Time (years)

Source: Adapted from M. Baghai, S. Coley and D. White, The Alchemy of Growth, Texere Publishers, 2000. Figure 1.1, p. 5.
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Illustration 1.1 Tesla Motors: the future is electric!

Are there enough Teslas in the world?

Source: Jim West/Alamy Stock Photo

The Tesla Roadster is a staggeringly quick car with a difference.
There's no wheel-spin, no traction control stutter, no driveline
shutter. Stamp on the throttle and the driver gets 686 Ibs of
torque immediately, rocketing the car from 0-60 mph in 3.2
seconds and with negligible noise — the car is electric.

The Tesla Roadster is the main product of Tesla Motors. Its
charismatic chairman and main funder is PayPal cofounder,
and SpaceX CEO, Elon Musk. Barely a decade old, Tesla Motors
is already gigantic, $52bn market capitalisation, and adored.
It's been called ‘the world’s most important automotive
company’ and the Tesla’s Model S, ‘the Most Loved Vehicle
in America’ - out-selling Mercedes S-class and BMW 7 series.
And yet the last successful American car start-up was Ford,
founded 111 years ago. How can Tesla Motors be so successful?

Tesla is the brain-child of three Silicon Valley engineers
convinced by global warming arguments and looking for alter-
native fuel sources for cars. Co-founder Eberhard asked: ‘How
much of the energy that comes out of the ground makes your
car go a mile?"! He observed ‘hydrogen fuel cells are terrible —
no more efficient than gas. Electric cars were superior to
everything.”! He then discovered a bright yellow all-electric
two-seater bullet car with zero emissions, ‘tzero’, built by AC
propulsion. Inspired, Eberhard kept saying to potential recruits—
‘try and touch the dashboard.”" He would then hit the acceler-
ator—they couldn’t! With Lamborghini-level acceleration, this
demonstrated electric cars didn’t have to be golf carts.

At the time industry logic said electric cars would never
succeed, as GM had spent $1bn trying to develop one that
was then scrapped and battery technology had notimproved
in a hundred years. However Eberhard realised lithium-ion
batteries were different — improving 7 per cent p.a. So Tesla
was positioned to ride the current of technological history.

The founders had no experience making cars, but realised
car companies now outsourced everything, even styling. Manu-
facturing partners were ready to be connected; a ‘fab-less’ car
company was possible.* Production began in 2008. The busi-
ness plan described the Roadster as ‘disruptive’ technology** —

a high-end sports car with lower price and emissions than
competitors—and a lower resource cost to the planet.

Model S

0-60 mph < 2.5 seconds; 100mpg; world-class handling;
Zero tailpipe emissions; +300 mile range; zero mainten-
ance for 100,00 miles (other than tyres); 50 per cent price
of the cheapest competitive sportscar.!

Tesla's strategy is 'to succeed in the high end of the market,
where customers will pay a premium for a sports car without
compromise, and then drive down market rapidly to higher
unit volume and lower prices with each successive model. All
free cash flow is ploughed back into R&D to drive down costs
and bring follow on products to market as fast as possible.
Roadster customers are actually paying for development of
the low cost family car.?

Tesla aims to provide zero emission electric power gener-
ation from their ‘giga’ battery factory in line with their over-
arching purpose to move from mine-and-burn hydrocarbons
towards a sustainable solar electric economy.? Tesla Energy
now sells batteries for home and business use and aims to
offer an energy system for the world.

However, things continue to be problematic as Tesla battles
Model 3 production and distribution difficulties and will need to
make further large capital investments. Despite axing 7 per cent
of its workforce in January 2019, improving production output
and price reductions to counter a federal tax credit cut, Elon
Musk’s previous outbursts, dismissing analysts’ ‘boring bone-
head questions’, an aborted attempt to take the company private
and worries that his other business interests are distracting him,
are causing analysts such as Goldman Sachs to predict that Tesla
shares will fall 30 per cent in months with the rise of luxury
marque competitor products. But when your mission is to save
the earth, maybe Elon Musk’s outspokenness is not surprising.*
Notes

* A car company without a factory.
** A phrase from Harvard professor Clayton Christensen.

Sources: (1) E. Musk, ‘The Secret Tesla Motors Master Plan (just
between you and me)’, 2 August 2006; (2) D. Baer, 'The making of
Tesla: invention, betrayal, and the birth of the Roadster’, Business
Insider, 11 November 2014; (3) Sainato, ‘How do they expect to run
without us’, theguardian.com, 30 January 2019; (4) R. Water and P.
Campbell, ‘Tesla: Reality begins to collide with the Elon Musk’s vision’,
Financial Times, 15 June 2018.

Questions

1 How does Tesla Motor's strategy fit with the various
strategy definitions in Figure 1.2?

2 What seems to account for Tesla’s success and current
difficulties?
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e Strategic direction. Over the years, strategies follow some kind of long-term direction
or trajectory. The strategic direction of Tesla Motors is from the original electric car to a
diversified set of solar power offerings. Sometimes a strategic direction only emerges as
a coherent pattern over time. Typically, however, managers and entrepreneurs try to set
the direction of their strategy according to long-term objectives. In private-sector busi-
nesses, the objective guiding strategic direction is usually maximising profits for share-
holders. However, profits do not always set strategic direction. First, public-sector and
charity organisations may set their strategic direction according to other objectives: for
example, a sports club’s objective may be to move up from one league to a higher one.
Second, even in the private sector profit is not always the sole criterion for strategy. Thus
family businesses may sometimes sacrifice the maximisation of profits for family object-
ives, for example passing down the management of the business to the next generation.
The objectives behind strategic direction always need close scrutiny.

* Organisation. In this book, organisations are not treated as discrete, unified entities.
Organisations involve many relationships, both internally and externally. This is because
organisations typically have many internal and external stakeholders, in other words
people and groups that depend on the organisation and upon which the organisation
itself depends. Internally, organisations are filled with people, typically with diverse,
competing and more or less reasonable views of what should be done. At Tesla, co-founder
and original CEO Eberhard was fired by new Chairman Elon Musk. In strategy, therefore, it
is always important to look inside organisations and to consider the people involved and
their different interests and views. Externally, organisations are surrounded by important
relationships, for example with suppliers, customers, alliance partners, regulators and
investors. For Tesla, relationships with investors and advertisers are crucial. Strategy, there-
fore, is also vitally concerned with an organisation’s external boundaries: in other words,
questions about what to include within the organisation and how to manage important
relationships with what is kept outside.

Because strategy typically involves managing people, relationships and resources, the
subject is sometimes called ‘strategic management’. This book takes the view that managing
is always important in strategy. Good strategy is about the practicalities of managing as well
as the analysis of strategising.

1.2.2 The purpose of strategy: mission, vision, values
and objectives

What is a strategy for? Harvard University's Cynthia Montgomery® argues that the core of
a strategist’s job is defining and expressing a clear and motivating purpose for the organ-
isation. Even for private-sector organisations this is generally more than simple profit-
maximisation as long-term prosperity and employee motivation usually require expressions
of purpose that go beyond just profits. According to Montgomery, the stated purpose of the
organisation should address two related questions: how does the organisation make a differ-
ence; and for whom does the organisation make that difference? If the stakeholders of an
organisation can relate to such a purpose it can be highly motivating. Indeed, research by Jim
Collins and Jerry Porras suggests that the long-run success of many US corporations — such
as Disney, General Electric or 3M - can be attributed (at least in part) to the clear guidance
and motivation offered by such statements of purpose.®
There are four ways in which organisations typically define their purpose:

* A mission statement aims to provide employees and stakeholders with clarity about
what the organisation is fundamentally there to do. This is often expressed in the
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apparently simple but challenging question: "What business are we in?’ Two linked ques-
tions that can clarify an organisation’s "business’ are: "What would be lost if the organisa-
tion did not exist?’; and "How do we make a difference?’ Though they do not use the term
‘mission statement’, Collins and Porras’ suggest that understanding the fundamental
mission can be done by starting with a descriptive statement of what the organisation
actually does, then repeatedly delving deeper into the organisation’s purpose by asking
‘why do we do this?’ They use the example of managers in a gravel and asphalt company
arriving at the conclusion that its mission is to make people’s lives better by improving
the quality of built structures. At the University of Utrecht the mission includes educating
students, training the next generation of researchers and addressing social issues.

* Avision statement is concerned with the future the organisation seeks to create. The
vision typically expresses an aspiration that will enthuse, gain commitment and stretch
performance. So here the question is: ‘What do we want to achieve?’ Porras and Collins
suggest managers can identify this by asking:’If we were sitting here in twenty years what
do we want to have created or achieved?’ They cite the example of Henry Ford's original
vision in the very early days of automobile production that the ownership of a car should
be within the reach of everyone. For the Swedish music site Spotify, the vision is to become
‘the Operating System of music’, a universal platform for listening just as Microsoft is for
office software.

* Statements of corporate values communicate the underlying and enduring core ‘prin-
ciples’ that guide an organisation’s strategy and define the way that the organisa-
tion should operate. For example, Alphabet (previously Google), famously includes in its
values 'you can be serious without a suit’, ‘fast is better than slow’ and ‘don’t be evil'. It
is important that these values are enduring, so a question to ask is: "Would these values
change with circumstances?’ And if the answer is ‘yes’ then they are not ‘core’ and not
‘enduring’. An example is the importance of leading-edge research in some universities.
Whatever the constraints on funding, such universities hold to the enduring centrality of
research. On the other hand, as Alphabet has grown and diversified, some critics wonder
whether the company still abides by its principle of ‘don’t be evil’ (see Chapter 13 end case).

* Objectives are statements of specific outcomes that are to be achieved. These are often
expressed in precise financial terms, for instance, the level of sales, profits or share valu-
ation in one, two or three years' time.® Organisations may also have quantifiable market-
based objectives, such as market share, customer service, repeat business and so on.
Sometimes objectives focus on the basis of competitive advantage: for example, low-cost
airlines such as RyanAir set objectives on turnaround time for their aircraft because
this is at the core of their distinctive low-cost advantage. Increasingly organisations are
also setting objectives referred to as "the triple bottom line’, by which is meant not only
economic objectives such as those above, but also environmental and social objectives to
do with their corporate responsibility to wider society (see Section 5.4).

Although visions, missions and values may be liable to become bland and too wide-
ranging,’ they can offer more enduring sources of direction and motivation than the concrete
nature of objectives. It is therefore crucial that vision, mission and values are meaningful
when included in strategy statements.

1.2.3 Strategy statements

David Collis and Michael Rukstad'® at the Harvard Business School argue that all entrepre-
neurs and managers should be able to summarise their organisation’s strategy with a ‘strategy
statement’. Strategy statements should have three main themes: the fundamental goals
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(mission, vision or objectives) that the organisation seeks; the scope or domain of the
organisation’s activities; and the particular advantages or capabilities it has to deliver
all of these.

Mission, vision and objectives have been described above in 1.2.2 so here we concentrate
on the other two main themes, scope and advantage, with examples of all three given in
Illustration 1.2:

® Scope. An organisation’s scope or domain refers to three dimensions: customers or clients;
geographical location; and extent of internal activities ('vertical integration’). For a univer-
sity, scope questions are twofold: first, which academic departments to have (a business
school, an engineering department and so on); second, which activities to do internally
themselves (vertically integrate) and which to externalise to subcontractors (for example,
whether to manage campus restaurants in-house or to subcontract them).

* Advantage. This part of a strategy statement describes how the organisation will achieve
the objectives it has set for itself in its chosen domain. In competitive environments, this
refers to the competitive advantage: for example, how a particular company or sports club
will achieve goals in the face of competition from other companies or clubs. The organ-
isation needs to be better than others at achieving its particular goal. In the public sector,
advantage might refer simply to the organisation’s capability in general. But even public-
sector organisations frequently need to show that their capabilities are not only adequate,
but superior to other rival departments or perhaps to private-sector contractors.

Collis and Rukstad suggest that strategy statements covering goals, scope and advan-
tage should be no more than 35 words long. The three themes are deliberately made highly
concise. Brevity keeps such statements focused on the essentials and makes them easy to
remember and communicate. Thus for Tesla, a strategy statement might be: ‘To accelerate
the advent of a sustainable solar economy by developing and incorporating superior battery-
based technologies into compelling mass market electric products and bringing them to
market as soon as possible.’ The IKEA business idea is a little more specific: ‘To create a better
everyday life for the many people [by offering] a wide range of well-designed, functional
home furnishing products at prices so low that as many people as possible will be able to
afford them.” Of course, such strategy statements are not always fulfilled. Circumstances may
change in unexpected ways. In the meantime, however, they can provide a useful guide both
to managers in their decision-making and to employees and others who need to understand
the direction in which the organisation is going. The ability to give a clear strategy statement
is a good test of managerial competence in an organisation.

As such, strategy statements are relevant to a wide range of organisations. For example, a
small entrepreneurial start-up can use a strategy statement to persuade investors and lenders
of its viability. Public-sector organisations need strategy statements not only for themselves,
but to reassure clients, funders and regulators that their priorities are the right ones. Volun-
tary organisations need persuasive strategy statements in order to inspire volunteers and
donors. Thus organisations of all kinds frequently publish materials relevant to such strategy
statements on their websites or annual reports. Illustration 1.2 provides published materials
on the strategies of two very different organisations: the technology giant Samsung from
the private sector and York University in the UK from the public sector.
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Illustration 1.2 Strategy statements

Both Samsung Electronics, the Korean telecommunications, computing and TV giant,
and York University, a leading British university, publish a good deal about their

strategies.
Samsung Electronics

At Samsung, we follow a simple business philosophy: to
devote our talent and technology to creating superior prod-
ucts and services that contribute to a better global society.

Every day, our people bring this philosophy to life. Our
leaders search for the brightest talent from around the
world, and give them the resources they need to be the best
at what they do. The result is that all of our products — from
memory chips that help businesses store vital knowledge to
mobile phones that connect people across continents —have
the power to enrich lives. And that's what making a better
global society is all about.

According to Samsung’s new motto it intends to give
the world inspiration to create the future of electronics.
This new vision reflects Samsung Electronics’ commitment
to inspiring its communities by leveraging Samsung’s three
key strengths: ‘New Technology’, ‘Innovative Products’,
and ‘Creative Solutions’. As part of this vision, Samsung
has mapped out a specific plan of reaching $400 billion in
revenue and becoming one of the world’s top five brands
by 2020. To this end, Samsung has also established three
strategic approaches in its management: ‘Creativity’, ‘Part-
nership’, and ‘Talent'.

As we build on our previous accomplishments, we look
forward to exploring new territories, including health, medi-
cine, and biotechnology. Samsung is committed to being a
creative leader in new markets, becoming No. 1 business in
the Global IT industry and in the Global top 5.

York University Strategy 2014-2020

York is a University with strong values. In all our activ-
ities, we are unconditionally committed to excellence, as
measured by the highest national and international stand-
ards. We see ourselves as operating in a global environ-
ment, with important local and national responsibilities
and aim to be among the best universities in the world. We
encourage creativity, independence, enterprise and initia-
tive. We support academic freedom and autonomy and we
promote open academic debate and discussion. We will be
inclusive and provide equal opportunities for all. We apply
the highest ethical standards to all our activities and want to

make a positive contribution to the development of a fairer
and sustainable world.

We aim to provide an environment that attracts the very
best staff and students from all over the world, encourages
and facilitates academic endeavour, and provides a supportive
atmosphere for the development and sharing of knowledge.
We want to be a University in which every member of staff
and every student feels valued as an individual. Even as we
grow, we want to retain a genuine sense of belonging and
community in our departments, colleges, clubs and societies.
We particularly value our colleges’ support for the cultural,
social, academic and personal development of our students.
We will play an active role in the City of York, which is central
to our identity, and are committed to a mutually supportive
relationship with the City and the region.

Guided by these values, we aim to build a University that
distinguishes itself in three ways:

Key objective 1:to be a world leader in research, by
being sufficiently large to be excellent, resilient and
financially sustainable.

Key objective 2: to offer outstanding teaching and
learning, by being organised in the most efficient and
effective way.

Key objective 3: to offer all our students an outstanding
and valuable experience, by working effectively with
other organisations and stakeholders.

Sources: Edited extracts from www.samsung.com and the University
of York Strategy, www.york.ac.uk

Questions

1 Construct short strategy statements covering the goals,
scope and advantage of Samsung and the York Univer-
sity. How much do the different private and public
sector contexts matter?

2 Construct a strategy statement for your own organisa-
tion (university, sports club or employer). What impli-
cations might this statement have for your particular
course or department?

11
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1.2.4 Levels of strategy

So far we have considered an organisation as a whole, but inside an organisation, strategies
can exist at three main levels.

* Corporate-level strategy is concerned with the overall scope of an organisation
and how value is added to the constituent businesses of the organisational whole.
Corporate-level strategy issues include geographical scope, diversity of products or
services, acquisitions of new businesses, and how resources are allocated between the
different elements of the organisation. For Tesla, moving from car manufacture to battery
production for homes and businesses is a corporate-level strategy. Being clear about
corporate-level strategy is important: determining the range of businesses to include is
the basis of other strategic decisions, such as acquisitions and alliances.

* Business-level strategy is about how the individual businesses should compete in
their particular markets (this is often called ‘competitive strategy’). These might be
stand-alone businesses, for instance entrepreneurial start-ups, or ‘business units’ within
a larger corporation. Business-level strategy typically concerns issues such as innovation,
appropriate scale and response to competitors’ moves. For Tesla this means rolling out a
lower cost electric car to build volume and capture market share in advance of potential
competitor entry. In the public sector, the equivalent of business-level strategy is deci-
sions about how units (such as individual hospitals or schools) should provide best-value
services. Where the businesses are units within a larger organisation, business-level strat-
egies should clearly fit with corporate-level strategy.

* Functional strategies are concerned with how the components of an organisation
deliver effectively the corporate- and business-level strategies in terms of resources,
processes and people. For example, Tesla continues to raise external finance to fund its
rapid growth: its functional strategy is partly geared to meeting investment needs. In most
businesses, successful business strategies depend to a large extent on decisions that are
taken, or activities that occur, at the functional level. Functional decisions need there-
fore to be closely linked to business-level strategy. They are vital to successful strategy
implementation.

This need to link the corporate, business and functional levels underlines the importance
of integration in strategy. Each level needs to be aligned with the others. The demands of
integrating levels define an important characteristic of strategy: strategy is typically complex,
requiring careful and sensitive management. Strategy is rarely simple.

1.3 The Exploring Strategy Framework

12

In order to help you to evaluate an organisation’s strategy, this book provides a three-part
framework that emphasises the interconnected nature of strategic issues. The Exploring
Strategy Framework includes understanding the strategic position of an organisation;
assessing strategic choices for the future; and managing strategy in action. Figure 1.4
shows these elements and defines the broad coverage of this book. Together, the three
elements provide you with a practical template for studying strategic situations. The
following sections of this chapter will introduce the strategic issues that arise under each of
these elements of the Exploring Strategy Framework. But first it is important to understand
why the framework is drawn in this particular way.
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Figure 1.4 could have shown the framework’s three elements in a linear sequence — first
understanding the strategic position, then making strategic choices and finally turning
strategy into action. Indeed, this logical sequence is implicit in the definition of strategy given
by Alfred Chandler (Figure 1.2) and many other textbooks on strategy. However, as Henry
Mintzberg recognises, in practice the elements of strategy do not always follow this linear
sequence. Choices often have to be made before the position is fully understood. Sometimes
too a proper understanding of the strategic position can only be built from the experience
of trying a strategy out in action. The real-world feedback from launching a new product is
often far better at uncovering the true strategic position than remote analysis carried out in
a strategic planning department at head office.

The interconnected circles of Figure 1.4 are designed to emphasise this potentially
non-linear nature of strategy. Position, choices and action should be seen as closely related,
and in practice none has priority over another. Although the book divides its subject matter
into three sections in sequence, this does not mean that the process of strategy must follow
a logical series of distinct steps. The three circles are overlapping and interdependent. The
evidence provided in later chapters will suggest that strategy rarely occurs in tidy ways and
that it is better not to expect it to do so.

However, the Exploring Strategy Framework does provide you with a comprehensive and
integrated framework for analysing an organisation’s position. It allows you to consider the
choices it has and how strategies might be put into action. You can use each of the chap-
ters to help you ask fundamental strategy questions and to select essential concepts and
techniques that will help you answer them. Working systematically through questions and
answers will provide you with the basis for persuasive strategy recommendations.

Figure 1.4 The Exploring Strategy Framework
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1.3.1 Strategic position

The strategic position is concerned with the impact on strategy of the external environ-
ment, the organisation’s strategic resources and capabilities, the organisation’s goals and
the organisation’s culture. Understanding these four factors is central for evaluating future
strategy. These issues, and the fundamental questions associated with them, are covered in
the four chapters of Part | of this book:

Strategic purpose. Most organisations claim for themselves a particular purpose, as encap-
sulated in their vision, mission, values and objectives. These may be captured in a key
strategy tool, the Strategy Statement. But often an organisation’s purpose is unclear,
contested or unrealistic. Chapter 1 explains the components of a strategy statement and
allows you to analyse an organisation’s strategic purpose and ask ‘what does it seek to
achieve?' The three-horizons framework will also allow you to assess the sustainability of
an organisation’s strategy.

Macro-environment. Organisations operate in complex multi-level environments. At the
macro level organisations are influenced by political, economic, social, technological,
ecological and legal forces. These may present both opportunities and threats for organ-
isations. Chapter 2 contains key frameworks such as PESTLE, forecasting approaches and
scenario cube to help you assess key drivers of change in the macro context that may affect
organisations and their industries.

Industry and sector. At the industry level competitors, customers and suppliers also present
challenges. These environments vary widely in terms of their competitive pressures and
overall attractiveness and may present further opportunities and threats to the organ-
isation. Key frameworks such as Porter’s Five Forces, industry life cycle, strategic groups,
strategy canvas are all reviewed in detail with supporting examples in Chapter 3 to
help you focus your analysis on priority issues in the face of contextual complexity and
dynamism.

Resources and capabilities. Each organisation has its own strategic resources (e.g. machines
and buildings) and capabilities (e.g. technical and managerial skills) that support its posi-
tion in a market. The fundamental question on capability regards the organisation’s
strengths and weaknesses (for example, where is it at a competitive advantage or disad-
vantage?). Are the organisation’s capabilities adequate to the challenges of its environ-
ment and the demands of its goals? The key frameworks of VRIO, value chain, activity
systems and SWOT are all described in detail with examples in Chapter 4 to enable you to
analyse such resources and capabilities.

Stakeholders and governance. The wishes of key stakeholders should define the purpose
of an organisation. Here the issue of corporate governance is important: how to ensure
that managers stick to the agreed purpose. Questions of purpose and accountability raise
issues of corporate social responsibility and ethics: is the purpose of an organisation an
appropriate one and are managers sticking to it? Techniques that enable you to iden-
tify stakeholders, assess their relative importance through the use of a power/attention
matrix, and identify the chain of corporate governance are described in Chapter 5.

History and culture. Organisational cultures can also influence strategy. So can the cultures
of a particular industry or particular country. These cultures are typically a product of
an organisation’s history. The consequence of history and culture can be strategic drift,
a failure to create necessary change. A fundamental question here, therefore, is: how
does culture fit with the required strategy? Chapter 6 demonstrates how you can analyse,
challenge and even turn to your advantage the various cultural influences on strategy by
recognising different layers of culture and using the cultural web analysis
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The Exploring Strategy Framework (Illustration 1.1) points to the following positioning
issues for Tesla Motors. What is the future of the company given the growing social, economic
and political demands for businesses to be environmentally sustainable? Are its distinctive
capabilities really valued sufficiently by consumers to provide a financial return to investors
and to allow sustained investment in further innovative products? How will Tesla cope with
rising competition from car industry giants that are now selling electric and hybrid cars?

1.3.2 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 a range of strategic directions open to it: the organisation could
diversify into new products; it could enter new international markets; or it could transform its
existing products and markets through radical innovation. These various directions could be
pursued by different methods: the organisation could acquire a business already active in the
product or market area; it could form alliances with relevant organisations that might help
its new strategy; or it could try to pursue its strategies on its own. Typical strategic choices,
and the related fundamental questions, are covered in the five chapters that make up Part
Il of this book, as follows:

® Business strategy and models. There are strategic choices in terms of how the organ-
isation seeks to compete at the individual business level. For example, a business unit
could choose to be the lowest cost competitor in a market, or the highest quality. The
fundamental question here, then, is what strategy, and what business model, should a
company use to compete? To help you decide, Chapter 7 explains the classic generic strat-
egies framework, the Strategy Clock, a key business model components framework and
common business models. Key dilemmas for business-level strategy, and ways of resolving
them, are also discussed.

* Corporate strategy and diversification. The highest level of an organisation is typically
concerned with issues of corporate scope; in other words, which businesses to include
in the portfolio. This relates to the appropriate degree of diversification, with regard to
products offered and markets served. Corporate-level strategy is also concerned both with
internal relationships, both between business units and with the corporate head-office.
Chapter 8 provides you with the corporate strategy directions framework, the BCG model,
the directional policy framework and the parenting matrix to help you assess diversifica-
tion strategies and the appropriate relationships within the corporate portfolio.

* International strategy. Internationalisation is a form of diversification, but into new
geographical markets. Here the fundamental question is: where internationally should
the organisation compete? Chapter 9 shows you how to prioritise various international
options and key strategies for pursuing them, using an internationalisation drivers frame-
work, Porter’'s Diamond, a global integration and local responsiveness matrix, the CAGE
framework, an international cross-comparison cultural model, an international compet-
itor retaliation framework and a subsidiary roles in multinational firms matrix.

* Entrepreneurship and innovation. Most existing organisations have to innovate constantly
simply to survive. Entrepreneurship, the creation of a new enterprise, is an act of innova-
tion too. A fundamental question, therefore, is whether the organisation is innovating
appropriately. Chapter 10 helps you make choices about entrepreneurship and innova-
tion. It shows how to make those choices based on an entrepreneurial opportunity recog-
nition model, steps in the entrepreneurial process framework, evaluating entrepreneurial
growth stages and innovation dilemmas models, the diffusion S-curve, the disruptive inno-
vation model and the portfolio of innovation options framework.

15
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Mergers, acquisitions and alliances. Organisations have to make choices about methods
for pursuing their strategies. Many organisations prefer to build new businesses with their
own resources. Other organisations develop by acquiring other businesses or forming alli-
ances with complementary partners. The fundamental question in Chapter 11, therefore,
is whether to buy another company, ally or to go it alone. To help you make this choice the
chapter contains an M&A process model, a post-acquisition matrix, a strategic alliances
motives figure, an alliance evolution model and a buy, ally or DIY decision tree.

Again, issues of strategic choice are live in the case of Tesla Motors (lllustration 1.1).

The Exploring Strategy Framework asks the following kinds of questions here. Should
Tesla continue to produce new higher volume cheaper cars or remain specialised? How far
should it widen the scope of its businesses: is producing batteries for homes really helping
or detracting from car production? Where should Tesla innovate next?

1.3.3 Strategy in action

Managing strategy in action is about how strategies are formed and how they are
implemented. The emphasis is on the practicalities of managing. These issues are covered
in the five chapters of Part Ill, and include the following, each with their own fundamental
questions:

Evaluating strategies. Managers have to decide whether existing and forecast perform-
ance is satisfactory and then choose between options that might improve it. The funda-
mental evaluation questions are as follows: are the options suitable in terms of matching
opportunities and threats; are they acceptable in the eyes of significant stakeholders;
and are they feasible given the capabilities available? Chapter 12 introduces a range of
financial and non-financial techniques to help you appraise performance and evaluate
strategic options. To begin with the SAFE framework provides criteria for evaluating stra-
tegic performance, followed by many techniques including gap analysis, decision trees,
ROCE, DCF, sensitivity analysis, cost-benefit assessment, shareholder value analysis and
real options.

Strategy development processes. Strategies are often developed through formal planning
processes. But sometimes the strategies an organisation actually pursues are emergent —
in other words, accumulated patterns of ad hoc decisions, bottom-up initiatives and rapid
responses to the unanticipated. Given the scope for emergence, the fundamental ques-
tion is: what kind of strategy process should an organisation have? Chapter 13 helps you
to address the question of whether to plan strategy in detail or leave plenty of oppor-
tunities for emergence by showing how deliberate and emergent strategies develop, by
providing you with a strategic direction model and a strategy development in different
contexts framework.

Organising and strategy. Once a strategy is developed, the organisation needs to organise
for successful implementation. Each strategy requires its own specific configuration of
structures and systems. The fundamental question, therefore, is: what kinds of structures
and systems are required for the chosen strategy? To help you answer this question,
Chapter 14 provides you with models of functional, multidivisional, matrix and multi-
national structures, a strategy styles matrix, a strategy map and the McKinsey 7-S.

Leadership and strategic change. In a dynamic world, strategy inevitably involves change.

Managing change involves leadership, both at the top of the organisation and lower
down. There is not just one way of leading change, however: there are different styles
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and different levers for change. So the fundamental question is: how should the organ-
isation manage necessary changes entailed by the strategy? Chapter 15 therefore helps
you to identify the drivers for change in the change kaleidoscope framework, examine
options for managing change with the styles of leadership matrix, the forcefield analysis
model and Kotter’s Eight Steps of Change Model, and considers how to choose between
them with the types of change framework.

* The practice of strategy. Inside the broad processes of strategy development and change
is a lot of hard, detailed work. The fundamental question in managing this work is:
who should do what in the strategy process? Chapter 16 thus helps you to understand
which people to include in the process with the "Who to include in Strategy Making?’
Matrix; what activities practitioners should do, such as using the formal channels for
issue-selling model; and which methodologies can help them do it, such as a hypoth-
esis testing approach. These kinds of practicalities are a fitting end to the book and
essential equipment for those who will have to go out and participate in strategy work
themselves.

With regard to strategy in action, the Exploring Strategy Framework raises the following
kinds of questions for Tesla. How will Tesla return value to shareholders going forwards?
How will the rate of innovation at Tesla be maintained? Should Tesla move towards a more
disciplined strategy development process rather than depend on the vision of Elon Musk?
Does Tesla need more structure and systems? As Tesla grows, how should any changes that
may be necessary be managed?

Thus the Exploring Strategy Framework offers you a comprehensive way for analysing an
organisation’s position, considering alternative choices, and selecting and implementing
strategies. This review of the main elements of the framework now allows us to refine and
extend our earlier broad definition of strategy in Section 2.1 to state that ‘Strategy is the
long term direction of an organisation, formed by choices and actions about its resources
and scope, in order to create advantageous positions relative to competitors and peers
in changing environmental and stakeholder contexts’. This definition and each chapter
provide a comprehensive checklist for strategy. These fundamental questions are summed
up in Table 1.1. Any assessment of an organisation’s strategy will benefit from asking these
questions systematically. The frameworks for answering these and related questions can be
found in the respective chapters.

Table 1.1 The strategy checklist

Sixteen fundamental questions in strategy

Strategic position

1.

2.

What is the basic purpose of the
organisation?

What are the macro-
environmental drivers for change?
How can the organisation identify
a competitive position?

What are the organisation’s
distinctive capabilities?

What are stakeholders’
expectations?

How does culture fit the strategy?

Strategic choices

Strategy in action

7. What business strategy and 12. Are strategies suitable, acceptable
model should be used? and feasible?
8. Which businesses should be 13. What kind of strategy-making
included in a portfolio? process is needed?
9. Where should the organisation 14. What are the required
compete internationally? organisation structures and
10. Is the organisation innovating systems?
appropriately? 15. How should the organisation
11. Should the organisation buy manage necessary changes?
other companies, ally or go it 16. Who should do what in the

alone?

strategy process?
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The logic of the Exploring Strategy Framework can be applied to our personal lives as
much as to organisations. We all have to make decisions with long-run consequences for our
futures and the issues involved are very similar. For example, in pursuing a career strategy,
a job-seeker needs to understand the job market, evaluate their strengths and weaknesses,
establish the range of job opportunities and decide what their career goals really are (posi-
tioning issues). The job-seeker then narrows down the options, makes some applications
and finally gets an offer (choice issues). Once the job-seeker has chosen a job, he or she sets
to work, adjusting their skills and behaviours to suit their new role (strategy in action). Just
as in the non-linear, overlapping Exploring Strategy Framework, experience of the job will
frequently amend the original strategic goals. Putting a career strategy into action produces
better understanding of strengths and weaknesses and frequently leads to the setting of
new career goals.

1.4 Working with strategy

18

Strategy itself is a kind of work that almost all levels of management have to engage in
and this is often co-evolved with powerful external stakeholders such as investors, regu-
lators and advisers, and even media. Within organisations it is not just the preserve of top
decision-makers but middle and lower-level managers also have to understand their organ-
isation’s strategic objectives and contribute to them as best they can. Managers have to
communicate strategy to their teams, and will achieve greater performance from them the
more convincing they are in doing so. Indeed, as responsibility is increasingly decentralised
in many organisations, middle and lower-level managers play a growing part in shaping
strategy themselves. Because they are closer to the daily realities of the business, lower-level
managers can be a crucial source of ideas and feedback for senior management teams.
Being able to participate in an organisation’s ‘strategic conversation’ — engaging with senior
managers on the big issues facing them — is therefore often part of what it takes to win
promotion."!

For many managers, then, strategy is part of the job. However, there are specialist strat-
egists as well, in both private and public sectors. Many large organisations have in-house
strategic planning or analyst roles.’? Typically requiring a formal business education of
some sort, strategic planning is a potential career route for many readers of this book, espe-
cially after some functional 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 Accen-
ture, IBM Consulting and PwC, each with its own strategy consulting arm."3 Again, busi-
ness graduates are in demand for strategy consulting roles, such as that of Claudia in the
opening example.'

The interviews in lllustration 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 subsid-
iary, Chantal, a strategy consultant, and Harminder, heading a strategy office in a not-for-
profit organisation all have different experiences of strategy, but there are some common
themes also. All find strategy work stimulating and rewarding. The two specialists, Chantal
and Harminder, talk more than Galina of analytical tools such as scenario analysis, sensitivity
analysis and hypothesis testing. Galina discovered directly the practical challenges of real-
world strategic planning, having to adapt the plan during 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 Chantal
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and Harminder too are concerned with much more than just analysis. Chantal emphasises the
importance of gaining ‘traction’ with clients, building consensus in order to ensure implemen-
tation. Harminder also realises that delivering recommendations is just the beginning of the
strategy process and getting buy-in from key stakeholders is critical for implementation. He
sees strategy and delivery as intimately connected, with people involved in delivery needing
an understanding of strategy to be effective, and strategists needing to understand delivery.

Strategy, therefore, is not just about abstract organisations. It is about linking analysis with
implementation on the ground. It is complex work that real people do. An important aim of
this book is to equip readers to do this work better.

1.5 Studying strategy

This book is both comprehensive and serious about strategy. To understand the full range of
strategy issues — from analysis to action — it is important to be open to the perspectives and
insights of key disciplines such as economics, finance, marketing, sociology and psychology.
To be serious about strategy means to draw as far as possible on rigorous research about
these issues. This book aims for an evidence-based approach to strategy, hence the articles
and books referenced at the end of each chapter.'

This book therefore covers equally the three main branches of strategy research: conven-
tionally, these are known as strategy context, strategy content and strategy process. In terms
of the Exploring Strategy Framework (Figure 1.4), context broadly relates to positioning,
content to choice and process to action. Each of these branches contains various research
streams whose lessons can be readily applied to practical questions of strategy issues.
Figure 1.5 shows the three branches and their respective research streams: these are listed
in the approximate historical order of their emergence as strong research streams, the arrows
representing the continuously developing nature of each. In more detail, the three branches
and the characteristic analytical approaches of their main research streams are as follows:

* Strategy context refers to multiple layers of environment, internal and external to organ-
isations. All organisations need to take into account the opportunities and threats of
their external environments. Macro-environmental analysis has been an enduring theme
in strategy with early recognition of multiple pressures upon industries in the 1960s.

Figure 1.5 Strategy's three branches

Context Content Process
(internal and external) (strategic options) (formation and implementation)

Research: Research: Research:

Macro-environmental Choice Strategic planning

Industry analysis

and Choice and change
Cultural analysis

performance Strategy-as-practice

Resource-based
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Illustration 1.3 Strategists

For Galina, Chantal and Harminder, strategy is a large part of their jobs.

Galina

At the age of 33, after a start in marketing, Galina became
managing director of a Russian-owned British IT company.
As well as developing the strategy for her local business,
she has to interact regularly with headquarters: ‘Moscow
is interested in the big picture, not just the details. They are
interested in the future of the business.’

She had to adapt substantially the subsidiary’s strategic plans:

‘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 16): ‘Getting people together helps them see the
whole picture, rather than just the bits they are responsible
for. Itis 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 adjust-
ment is the most important.’

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 organisa-
tions improve. She enjoys strategy consulting because: 'l like
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 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 contri-
bution 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.

Consulting work can involve financial and market
modelling (see Chapters 3 and 12), 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: ‘I
enjoy the learning, at a very high speed. There's the oppor-
tunity to increase your skills. One year in consulting is like
two years in a normal business.’

Harminder

In his early forties, Harminder is a UK citizen working over-
seas in Saudi Arabia, heading up a key part of the Strategy
and Planning Office in a large hospital with a multi-million
pound investment responsibility.

‘Rational linear analysis is very important here. We have an
abundance of data from all the major consultancies and
a number of high-profile US academic advisors and need
to assemble it for forecasting and trend analysis purposes.
A great deal of time is taken crafting documents for key
stakeholders. Informally we use a range of strategy tools
and techniques including statistical analysis, scenario
analysis (see Chapter 2), sensitivity analysis (see Chapter 12),
hypothesis testing (see Chapter 16) and also carry out many
internal surveys to monitor implementation progress.’

Harminder has been surprised by the sheer amount of
time and effort needed to consult key internal and external
stakeholders personally: ‘I have to consult every project
manager and director and, more importantly, politically
powerful and rich external stakeholders, regardless of their
knowledge — and they have to be flattered to get buy-in.’

What Harminder likes about the job is making a difference
by: ‘changing people’s perceptions, getting powerful individ-
uals to make decisions and understand the reasons — rather
than hiding behind endless committees (see Chapter 16).’

Source: interviews (interviewees anonymised).

Questions

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

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

20



1.5 Studying strategy

Subsequently researchers have focused upon various additional themes including insti-
tutional pressures establishing the ‘rules of the game’ within which companies operate.
Industry analysis took off as a research tradition in the early 1980s, when Michael Porter
showed how the tools of economics could be applied to understanding what makes indus-
tries attractive (or unattractive) to operate in.’® From the 1980s too, cultural analysts have
used sociological insights into human behaviour to point to the importance of shared
cultural understandings about appropriate ways of acting. In the internal context, cultural
analysts show that strategies are often influenced by the organisation’s specific culture.
In the external context, they show how strategies often have to fit with the surrounding
industry or national cultures. Resource-based view researchers focus on internal context,
looking for the unique characteristics of each organisation.’” According to the resource-
based view, the economic analysis of market imperfections, the psychological analysis of
perceptual or emotional biases, and the sociological analysis of organisational cultures
should reveal the particular characteristics (resources) that contribute to an organisation’s
specific competitive advantages and disadvantages.

Strategy content concerns the content (or nature) of different strategies and their prob-
ability of success. Here the focus is on the merits of different strategic options. Strategy and
performance researchers started by using economic analysis to understand the success of
different types of diversification strategies. This research continues as the enduring central
core of the strategy discipline, with an ever-growing list of issues addressed. For example,
contemporary strategy and performance researchers examine various new innovation
strategies, different kinds of internationalisation and all the complex kinds of alliance
and networking strategies organisations adopt today. These researchers typically bring
a tough economic scrutiny to strategy options. Their aim is to establish which types of
strategies pay best and under what conditions. They refuse to take for granted broad
generalisations about what makes a good strategy.

Strategy process, broadly conceived, examines how strategies are formed and imple-
mented. Research here provides a range of insights to help managers in the practical
processes of managing strategy.'® From the 1960s, researchers in the strategic planning
tradition have drawn from economics and management science in order to design rational
and analytical systems for the planning and implementing of strategy. However, strategy
involves people:since the 1980s, choice and change researchers have been pointing to how
the psychology of human perception and emotions, and the sociology of group politics
and interests, tend to undermine rational analysis.19 The advice of these researchers is
to accept the irrational, messy realities of organisations, and to work with them, rather
than to try to impose textbook rationality. Finally, strategy-as-practice researchers have
recently been using micro-sociological approaches to closely examine the human real-
ities of formal and informal strategy processes.? This tradition focuses attention on how
people do strategy work, and the importance of having the right tools and skills.

From the above, it should be clear that studying strategy involves perspectives and insights

from a range of academic disciplines. Issues need to be ‘explored’ from different points of
view. A strategy chosen purely on economic grounds can easily be undermined by psycho-
logical and sociological factors. On the other hand, a strategy that is chosen on the psycho-
logical grounds of emotional enthusiasm, or for sociological reasons of cultural acceptability,
is liable to fail if not supported by favourable economics. As underlined by the four strategy
lenses to be introduced later, one perspective is rarely enough for good strategy. A complete
analysis will typically need the insights of economics, psychology and sociology.
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1.6 Exploring strategy further

22

So far we have stressed that strategic issues are typically complex, best explored from a
number of points of view. There is no simple, universal rule for good strategy. This section
introduces two further ways of exploring strategy: one depending on context, the other
depending on perspective.

1.6.1 Exploring strategy in different contexts

Although the basic elements of the Exploring Strategy Framework are relevant in most
circumstances, how they play out precisely is likely to differ according to organisational
contexts. To return to lllustration 1.2, both Samsung and York University share some funda-
mental issues about how to compete and what activities they should have in their portfolio.
However, for a Korean electronics company and a British university, the role of institutions,
particularly government, varies widely, affecting the freedom to choose and the ability to
change. In applying the Exploring Strategy Framework, it is therefore useful to ask what kinds
of issues are likely to be particularly significant in the specific context being considered. To
illustrate, this section shows how issues arising from the Exploring Strategy Framework can
vary in three important organisational contexts.

® Start-ups and small businesses. With regard to positioning, small businesses will certainly
need to attend closely to the environment, because they are so vulnerable to change. But,
especially in small entrepreneurial businesses, strategic purpose will be a determining
issue: for instance this may not necessarily just be profit, but might include objectives such
as remaining independent and maybe even a pleasant lifestyle. The range of strategic
choices is likely to be narrower than for larger businesses: for a small business acquisi-
tions may not be affordable, though they may have to decide whether to allow them-
selves to be acquired. Some issues of strategy in action will be different; for example
strategic change processes will not involve the same challenges as for large, complex
organisations.

* Multinational corporations. In this context, positioning in a complex global marketplace
will be very important. Each significant geographical market may call for a separate
analysis of the business environment. Likewise, operating in many different countries will
raise positioning issues of culture: variations in national culture imply different demands
in the marketplace and different managerial styles internally. Strategic choices are likely to
be dominated by international strategy questions about which geographical markets to
serve. The scale and geographical reach of most multinationals point to significant issues
for strategy in action, particularly those of organisational structure and strategic change.

* Family businesses. These firms vary widely in size and scope so their positioning issues will
range widely depending upon competitive strength in their industry. However, this may not
be the most important positioning issue as strategic purpose may be a defining issue. For
instance, profit may not be of foremost consideration as objectives such as family control,
handing over to the next generation and maybe even a pleasant lifestyle may be regarded
as of greater importance. Depending on the size of the family business, resource constraints
may or may not be a limiting issue in terms of strategic options but for large initiatives such
as making an acquisition, or being acquired, family concerns will probably be uppermostin
decision makers’ minds. In terms of strategy in action, family businesses are likely to need
to deal with particular complexities around strategic change and leadership.
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® Public sector and not-for-profits. Positioning issues of competitive advantage will be
important even in these contexts, but have a different flavour. Charitable not-for-profits
typically compete for funds from donors; public-sector organisations, such as schools and
hospitals, often compete on measures such as quality or service. The positioning issue of
purpose is likely to be very important too. In the absence of a clear, focused objective such
as profit, purpose in the public sector and not-for-profits can be ambiguous and conten-
tious. Strategic choice issues may be narrower than in the private sector: for example,
there may be constraints on diversification. Strategy-in-action issues often need close
attention, leadership and change typically being very challenging in large public-sector
organisations.

In short, while drawing on the same basic principles, strategy analysis is likely to vary in
focus across different contexts. As the next section will indicate, it is often helpful therefore
to apply different lenses to strategy problems.

1.6.2 Exploring strategy through different ‘strategy lenses’

Exploring is a distinctive feature of this book and it means being critical of existing approaches
as well as looking for new and different things. In particular, exploring strategy involves
searching for new angles on strategic problems as we believe a comprehensive assessment
of an organisation’s strategy needs more than one perspective. In order to help you build
your awareness of different perspectives on strategy we introduce ‘four strategy lenses’.
These lenses present distinct, theoretically informed perspectives on strategy that enable
you to perceive different ways of perceiving strategy. The four strategy lenses cover ways
of looking at strategy issues differently in order to generate additional insights. These
different perspectives will help you criticise prevailing approaches and raise new issues or
solutions. Thus, although drawn from academic theory, the lenses should also be highly
practical in the job of doing strategy.

The four strategy lenses consist of:

* Strategy as design, which might be likened to an architect’s approach that is systematic,
analytical and logical.

e Strategy as experience, which recognises that taken-for-granted assumptions and ways of
doing things, biases and routines, will influence strategy.

* Strategy as variety, which focuses on new ideas and innovation bubbling up in unpredict-
able ways in an organisation.

* Strategy as discourse, which focuses upon the ways that managers use language to influ-
ence strategy making —that strategy talk matters.

None of these lenses is likely to offer a complete view of a strategic situation. The point of
the lenses is to encourage the exploration of different perspectives: first from one point of
view and then from another. This might help in recognising how otherwise logical strategic
initiatives might be held back by cultural experience, unexpected ideas and self-interested
strategy discourse.

To appreciate the full value that the four strategy lenses framework brings to your under-
standing of strategy, it is fully described at the end of Part |, after you have had a chance to
work with some key strategy frameworks for analysing strategic position. The four lenses are
revisited after each succeeding section of the book so that you can develop deeper insights
into those sections.
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Summary

The basic definition of strategy is the long-term direction of an organisation. A more full
definition is: ‘Strategy is about the long-term direction of an organisation, formed by
choices and actions about its resources and scope, in order to create advantageous posi-
tions relative to changing environment and stakeholder contexts.’

The work of strategy is to define and express the purpose of an organisation through its
mission, vision, values and objectives.

Ideally a strategy statement should include an organisation’s goals, scope of activities and
the advantages or capabilities it brings to these goals and activities.

Corporate-level strategy is concerned with an organisation’s overall scope; business-level
strategy is concerned with how to compete; and functional strategy is concerned with how
corporate- and business-level strategies are actually delivered.

The Exploring Strategy Framework has three major elements: understanding the strategic
position, making strategic choices for the future and managing strategy in action.

Strategy work is done by managers throughout an organisation, as well as specialist stra-
tegic planners, and external executives such as strategy consultants and investors.

Research on strategy context, content and process shows how the analytical perspectives
of economics, sociology and psychology can all provide practical insights for approaching
strategy issues.

Although the fundamentals of strategy may be similar, strategy varies by organisational
context, for example small business, multinational or public sector.

The four strategy lenses, of design, experience, variety and discourse, will allow you to
critically evaluate strategic issues from a variety of perspectives.

Work assignments

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

1.1

Drawing on Figure 1.3 as a guide, write a strategy statement for an organisation
of your choice (for example, the Airbnb end of chapter case, or your university),
drawing on strategy materials in the organisation’s annual report or website.

1.2 Using the Exploring Strategy Framework of Figure 1.4, map key issues relating to

strategic position, strategic choices and strategy into action for either the Lego* or
Glastonbury* cases, or an organisation with which you are familiar (for example,
your university).

1.3  Go to the website of one of the major strategy consultants such as Bain, the Boston

Consulting Group or McKinsey & Co. (see reference 13 below). What does the
website tell you about the nature of strategy consulting work? Would you enjoy that
work?

1.4% Using Figure 1.4 as a guide, show how the elements of strategic management differ

in:
(a) asmall or family business (e.g. Adnams?*, Feed Henry*, Leax* or Hotel du Vin*)
(b) alarge multinational business (e.g. Vodafone*, Megabrew*, Unilever*)

(c) anon-profit organisation (e.g. Aids Alliance*, GMB* or Queensland Rail*).
9 9
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Case Example
The rise of a unicorn: Airbnb

Duncan Angwin

Source: AlesiaKan/Shutterstock

A unicorn is a mythical animal that is very rare, difficult to
tame, and often referred to by the US venture capital industry
to describe a start-up company whose valuation exceeds
$1billion dollars. For instance, Airbnb, founded in 2007, and
valued at $38bn in 2018 is the most valuable ‘unicorn’, and
a symbol of the sharing economy." How could this start-up
become so successful, so fast, and is it sustainable?
Origins

The founders of Airbnb, Joe Gebbia and Brian Chesky,
first met at Rhode Island School of Design. Five years later,
both aged 27, they were struggling to pay their rent when
a design conference came to San Francisco. All the hotels
were fully booked, so they set up a simple website with
pictures of their loft-turned-lodging space — complete
with three air mattresses on the floor and the promise of a
home-cooked breakfast in the morning. This site got them
their first three paying guests at $80 each. They realised
it could be the start of something big. Both wanted to
be entrepreneurs and Brian already had some experience
with designing a product and website.? They created a
website: airbedandbreakfast.com.

Targeting conferences and festivals across America
they got local people to list their rooms on the website.
When, in 2008, Barack Obama was to speak in Denver at
the Democratic Party National Convention where 80,000
people were expected to attend, Joe and Brian thought
there would be a hotel room shortage. They recorded
800 listings in one week. However it did not make any
money. To survive they had to make use of their entre-
preneurial skills, buying cereal in bulk and designing

packaging such as ‘Obama’s O's’ and ‘Capn McCain’ cereal,
jokey references to the two Presidential candidates of the
year. However, adding a payment facility to their website
allowed them to charge up to 15 per cent of the booking
(host pays 3 per cent; traveller 6-12 per cent). By April
2009 they were breaking even.

Growth

Attracting funding for their start-up was not easy. Investors
saw them as designers, which did not fit the traditional
start-up profile and they thought there would be little
demand for listings mostly advertising sleeping on airbeds.

Nonetheless, in 2009 Airbnb received its first funding
of $20,000 from angel investor, Harminder Graham,
co-founder of Y Combinator (a start-up mentoring
programme) who was impressed with their inventive-
ness and tenacity. The company was renamed Airbnb
and it provided an app and website that connects people
seeking lodging with renters who have listed their
personal houses, apartments, guest rooms on either plat-
form. Further funding followed, allowing the company to
expand to 8,000 cities worldwide, increase the number of
employees to 500 and to move out of the founders’ flat —
where staff had been making sales calls from the bath-
room and holding conferences in the kitchen - to offices
in the design district of San Francisco.

In 2010 Airbnb was experiencing sluggish listings in
New York and Joe and Brian flew out to try to understand
the problem. They realised hosts were presenting their
properties poorly so they rented a $5,000 camera and
took as many photos of New York apartments as possible.
Listings in the city suddenly doubled. From there on hosts
could automatically schedule a professional photographer.
This was an immediate hit and by 2012 there were 20,000
freelance photographers being employed by Airbnb
around the world. The photos also built trust for guests
as they verified addresses. The company also introduced
Airbnb Social Connections, which leverages users’ social
graphs via Facebook Connect. This shows whether friends
have stayed with or are friends with the host and allows
guests to search for hosts based on other characteristics,
like alma mater. Again this reassured potential guests.

With further venture funding in 2011 Airbnb expanded
through acquisitions acquiring their largest UK-based
competitor Crashpadder just before the 2012 Summer
Olympics in London. Offices were opened in Paris,
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Figure 1 Airbnb early growth story
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Barcelona and Milan. Airbnb’s growth was explosive with
a higher valuation than Hyatt and Wyndham hotel groups
by 2014 and more guest nights booked than Hilton Hotels
(see Figure 2). By 2016 Airbnb was valued at $25bn —more
than any other hotel group. The company justified its
valuation by claiming that, when its price ($25bn) to sales
ratio of 27.8 (based on estimated sales of $900m for 2015)
is divided by its high growth rate of 113 per cent per year,
the resulting value for the group is broadly in line with the
sector.3 Airbnb forecasts $10bn of revenues by 2020, with
$3bn of profits before tax.

Airbnb proved attractive to guests and hosts as its
listings were far superior to others available at the time,
such as Craiglist. They were more personal, with better
descriptions and nicer photos. The rooms were cheaper
than equivalent ones at hotels and had more of a personal
flavour. For instance in a recent stay in Paris a user noted
the host had left a selection of food in the refrigerator,
a bottle of wine on the counter for her guests and a
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welcoming note suggesting good places nearby to eat
out and convenience shops. Staying in another person’s
apartment makes the visitor feel far more at home than
an anonymous hotel room. For many young guests and
hosts, Airbnb fitted into the contemporary sharing culture
exemplified by Easy car club, where users can rent their
car to others, and Girl Meets Dress, that allows girls to
borrow and lend their dresses for special occasions. For
hosts, rents provide a source of income to help pay for
soaring accommodation costs in many major cities.

Managing growth

CEO Brian Cesky penned a memo in 2013 to his top
management team, as follows:*

Hey team,

Our next team meeting is dedicated to Core Val-
ues, which are essential to building our culture. It
occurred to me that before this meeting, | should
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Figure 2 Guest arrivals
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write you a short letter on why culture is so import-
ant to [co-founders] Joe, Nate, and me.

... In 2012, we invited Peter Thiel [a major in-
vestor] to our office. This was late last year, and we
were in the Berlin room showing him various met-
rics. Midway through the conversation, | asked him
what was the single most important piece of advice
he had for us.

He replied, ‘Don’t f*** up the culture.’

This wasn’t what we were expecting from some-
one who just gave us $150m. | asked him to elab-
orate on this. He said one of the reasons he invest-
ed in us was our culture. But he had a somewhat
cynical view that it was practically inevitable once a
company gets to a certain size to ‘f*** it up’.

Source: Founder and CEO Brian Cesky penned a memo in 2013

Accordingly, the company began to manage its
culture more deliberately. For example, Joe had become
concerned that as the company grew, it had become
less open to dialogue. To encourage more discussion, he
invented the notion of ‘elephants, dead fish and vomit'.
As he explains: ‘Elephants are the big things in the room
that nobody is talking about, dead fish are the things that
happened a few years ago that people can’t get over, and
vomit is that sometimes people just need to get some-
thing off their mind and you need someone to just sit
there and listen.” All three need to be aired. Airbnb also
established a series of annual meetings called One Airbnb,
bringing together employees (called ‘Airfam’) from all
around the world to the San Francisco base for four-day
conferences at which everyone can meet the founders,
discuss strategy and also talk about both their work roles
and their hobbies. The company has ‘ground control’

staff in every office in the world dedicated to making the
company culture ‘come alive’, organising pop-up birthday
celebrations, anniversary parties or baby showers. The
company is rigorous in its recruitment policy, committed
to hiring ‘'missionaries, not mercenaries’.

At the same time, the founders had begun to ask them-
selves again: ‘What is our mission? What is the big idea
that truly defines Airbnb?’ As they recalled in their own
words: ‘It turns out the answer was right in front of us.
For so long, people thought Airbnb was about renting
houses. But really, we're about home. You see, a house is
just a space, but a home is where you belong. And what
makes this global community so special is that for the very
first time, you can belong anywhere. That is the idea at the
core of our company.’®

Airbnb in 2018

In 2018, Airbnb had an estimated 5.3 million listings in
81,000 cities in 191 countries, with an estimated 115
million guest arrivals in 2017 (see Figure 2). Anyone
anywhere in the world can list spare space from a room
to a tree house, from a castle to an island in Fiji, with
prices ranging from $50 to $2000 per night. The head-
quarters’ walls were covered with world maps dotted
with hundreds of coloured pins, charting world domi-
nation. Airbnb was so popular that one of their rooms
was booked every two seconds.”

The company was now focused on the whole travel
trip with an emphasis on delivering local experiences.
This focus on hospitality was not just about where you
stay, but what you do — and whom you do it with — while
you're there. To this end they introduced Airbnb Neigh-
bourhoods and local lounges, partnering with local coffee
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shops that can offer free wifi, a comfortable setting and
local guidebooks. They also acquired a small start-up that
connects guests with locals who can answer their ques-
tions. They also offer cleaning services.

Airbnb was providing a strong challenge to hotels
with prices 30-80 per cent lower than local operators.
San Francisco hotels were having to slash prices to
protect their occupancy rates. Incumbents in the industry
fought back by arguing Airbnb rooms were dangerous
and unsafe as they were unregulated. Although one
must have a permit to rent for under 30 days, San
Francisco residents were still illegally listing personal
homes and apartments. Similar problems were being
experienced in New York where an ‘illegal hotel law’ was
passed preventing people from subletting apartments
for less than 29 days and other cities across the world
including Barcelona and Amsterdam and Japan imposed
stringent regulations. In the EU Airbnb has been given
an ultimatum about the lack of price transparency and
in the background there are question marks over hosts
not paying tax on earnings.

During 2016, Airbnb redesigned its website and apps
with subtle animations and flashier imagery to make a
transition from a hotel service to a lifestyle brand. Airbnb
wanted their logo to be seen on a variety of products,
houses, and businesses, so people understood that
owners supported their ideal and their brand. Airbnb’s
focus was now firmly on ‘belonging’. This rebranding
may not have been before time, as competition was
brewing in the US from vacation rental site HomeAway
Inc. (owned by Expedia), Roomorama, HouseTrip, Flipkey
and Travel Advisor holiday rentals. Indeed websites have
sprung up such as wwwe.airbnbhell.com that list a string
of internet accommodation providers. Nonetheless,
at the time of writing Airbnb was rumoured to be the
hottest IPO (an initial public offering of its stock to inves-
tors) tip for 2020.
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Questions

1 Sticking to the 35-word limit suggested by Collis and
Rukstad in Section 1.2.3, what strategy statement
would you propose for Airbnb?

2 Carry out a ‘three-horizons’ analysis (Section 1.2.1)
of Airbnb, in terms of both existing activities and
possible future ones. How might this analysis affect its
future strategic direction?

3 Using the headings of environment, strategic
capability, strategic purpose and culture seen in
Section 1.3.1, identify key positioning issues for
Airbnb and consider their relative importance.

4 Following on from the previous questions and
making use of Section 1.3.2, what alternative strat-
egies do you see for Airbnb?

5 Converting good strategic thinking into action can be
a challenge: examine how Airbnb has achieved this
by considering the elements seen in Section 1.3.3.
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Part |

The strategic position

This part explains:

* How to analyse an organisation’s position in the
external environment — both macro environment
and industry or sector environment.

* How to analyse the determinants of strategic
capability — resources, capabilities 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.



Introduction to Part |

This part of the book is concerned with understanding the strategic position of the organisation.
There are five chapters, organised around two themes. The first theme is the organisation’s strat-
egic potential, in other words what it can do. The second theme is the organisation’s strategic
ambitions, what it actually seeks to do, sometimes deliberately and sometimes not so deliberately
(see Figure I.1).

Strategic potential is addressed as follows:

e Chapters 2 and 3 consider how different environments can be more or less rich in oppor-
tunities or hostile, imposing threats and constraints.

e Chapter 4 considers how each organisation has its own particular strategic resources and
capabilities, and how these can enable or constrain strategies.

Organisational ambitions are addressed in the following two chapters:

e Chapter 5 is about ambition in terms of the purposes that organisational stakeholders
seek and the ways in which it is governed.

e Chapter 6 examines how an organisation’s history and culture may shape the ambitions
of an organisation, often in taken-for-granted and hard-to-change ways.

There is an important strategic dilemma that runs through Chapters 2, 3 and 4. How much
should managers concentrate their attention on the external market position and how much
should they focus on developing their internal capabilities? On the external side, many argue
that environmental factors are what matter 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 organisation’s specific strategic
capabilities should drive strategy. It is from these internal characteristics that distinctive strat-
egies and superior performance can be built. There can be a real trade-off here. Managers
who invest time and resources in developing their external market position (perhaps through
acquiring companies that are potential competitors) have less time and resources to investin
managing their internal capabilities (for example, building up research and development).
The same applies in reverse.

Chapters 5 and 6 raise another underlying issue. To what extent should managers’ ambi-
tions for their organisations be considered as free or constrained? Chapter 5 explains how

Figure I.1 Strategic position

Stategic position
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Stakeholders and governance History and culture
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the expectations of investors, regulators, employees and customers can often influence
strategy. Chapter 6 raises the constraints on managers exercised by organisational history
and culture. Managers may be only partially aware of these kinds of constraints and are often
in danger of underestimating the hidden limits to their ambitions.

Understanding the extent of managers’ freedom to choose is fundamental to considering
the issues of strategic choice that make up Part Il of this book. But first Part | provides a foun-
dation by exploring the question of strategic position.
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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, ecological
and legal factors (PESTEL).

e Evaluate different approaches to environmental forecasting.

e Construct alternative scenarios in order to address possible
environmental changes.
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2.1 Introduction

2.1 Introduction

Organisations depend upon their environments for their survival. Here environments are being
understood in their widest sense — to include political, economic, social, technological and
legal factors as well as ecological ones. These environmental factors supply both opportunities
and threats. Political factors helped knock 20 per cent off Facebook’s share price when it was
revealed in 2018 that it had allowed Russian meddling in the American presidential elections
two years earlier. The clustering of millennials as a social group in high-rent cities has prompted
the emergence of new co-living businesses, such as Roomi and Bedly, offering cheap and flex-
ible accommodation. Drone technologies are creating opportunities ranging from audit for
accounting firms such as Deloitte and Ernst & Young to wildlife protection in Africa. It is clearly
important that entrepreneurs and managers analyse their environments as carefully as they
can in order to anticipate and - if possible — take advantage of such environmental changes.

Environments can be considered in terms of a series of ‘layers’, as summarised in
Figure 2.1. This chapter focuses on organisations’ macro-environments, the outermost layer.
The macro-environment consists of broad environmental factors that impact to a greater
or lesser extent many organisations, industries and sectors. For example, the effects of
macro-environmental factors such as the Internet, economic growth rates, climate change
and aging populations go far beyond one industry or sector, impacting a wide-range of
activities from tourism to agriculture. The industry, or sector, makes up the next layer within
this broad macro-environment. This layer consists of organisations producing the same sorts
of products or services, for example the automobile industry or the healthcare sector. The
third layer is that of specific competitors and markets immediately surrounding organisa-
tions. For a car company like Nissan, this layer would include competitors such as Ford and
Volkswagen; for a hospital, competitors would include other hospitals and markets would
be types of patients. Whereas this chapter focuses on the macro-environment, Chapter 3 will
analyse industries and sectors and competitors and markets. Chapters 4 and 5 examine the
individual organisations at the heart of Figure 2.1.

Figure 2.1 Layers of the business environment

The macro-envirop, eng

ndustry (or secy, )

competitorg

The
organisation

Markets

35



Chapter 2 Macro-environment analysis

Figure 2.2 Analysing the macro-environment
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Macro-environmental changes can often seem too big, complex or unpredictable for
managers to grasp. The result is that changes can creep up on them until it is too late to
avoid threats or take advantage of opportunities. Thus many traditional retailers, banks and
newspapers were slow to seize the opportunities of the Internet; many oil and steel producers
underestimated the potential impact of China’s slowing economic growth. While managers
are always liable to some biases and inertia (see Chapter 5), this chapter introduces a number
of analytical tools and concepts that can help keep organisations alert to macro-environmental
change. The point is to minimize threats and to seize opportunities. The chapter is organised
in three main sections:

® PESTEL factors examine macro-environmental factors according to six key types: political,
economic, social, technological, ecological and legal. These factors include both market
and nonmarket aspects.

® Forecasting, which aims to predict, with varying degrees of precision or certainty.
Macro-environmental forecasting draws on PESTEL analysis and often makes use of three
conceptual tools: megatrends, inflexion points and weak signals.

® Scenario analysis — a technique that develops plausible alternative views of how the
environment might develop in the future. Scenario analysis differs from forecasting
because it avoids predictions about the future; it is more about learning different possi-
bilities for environmental change.

The structure of this chapter is summarised in Figure 2.2.

2.2 PESTEL analysis

36

This section introduces a key tool for analysing the broad macro-environment of an organ-
isation: PESTEL analysis. Providing a wide overview, PESTEL is likely to feed into both envi-
ronmental forecasts and scenario analyses.

The PESTEL framework is one of several frameworks (including the similar ‘PEST" and
'STEEPLE’ frameworks) which categorise environmental factors into key types." PESTEL
analysis highlights six environmental factors in particular: political, economic, social,
technological, ecological and legal. This list underlines that the environment includes not
only the economics of markets, but also nonmarket factors. Organisations need to consider
both market and nonmarket aspects of strategy:?

® The market environment consists mainly of suppliers, customers and competitors. These
are environmental participants with whom interactions are primarily economic. Here
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companies typically compete for resources, revenues and profits. Pricing and innova-
tion are often key strategies here. The market environment is discussed extensively
in Chapter 3, but issues such as economic cycle are also considered in this chapter
(Section 2.2.2).

* the nonmarket environment relates primarily to social, political, legal, and ecological
factors, but can also be impacted by economic factors. The nonmarket environment
typically involves interactions with non-governmental organisations (NGOs), polit-
icians, government departments, regulators, political activists, campaign groups
and the media. In the nonmarket environment, organisations need to build reputation,
connections, influence and legitimacy. Lobbying, public relations, networking and collab-
oration are key nonmarket strategies.

Nonmarket factors are obviously important for government and similar organisations
reliant on grants or subsidies, for example schools, hospitals and charities. However,
nonmarket factors can be very important for business organisations too. For example,
nonmarket factors are particularly important where the government or regulators are
powerful (for instance in the defence and healthcare sectors); where consumer sensitivities
are high (for instance in the food business); or in societies where political, business and
media elites are closely interconnected (typically smaller countries, or countries where the
state is powerful).

The following sections consider each of the PESTEL elements in turn, providing key analyt-
ical concepts and frameworks for each. Meanwhile, lllustration 2.1 on the so-called FANGs
provides examples of various PESTEL factors, showing how in practice they often interrelate.

2.2.1 Politics

The political element of PESTEL highlights the role of the state and other political factors in
the macro-environment. There are two important steps in political analysis: first, identifying
the importance of political factors; second, carrying out political risk analysis.

Figure 2.3 is a matrix that distinguishes two variables helpful to identifying the importance
of political factors:

* The role of the state: in many countries and sectors the state is often important as
a direct economic actor, for instance as a customer, supplier, owner or regulator of
businesses.

® Exposure to civil society organisations: civil society comprises a whole range of organisa-
tions that are liable to raise political issues, including political lobbyists, campaign groups,
social media or traditional media.

To take an example from Figure 2.3, the defence industry faces a highly politicised
environment. Defence companies typically have high direct state involvement: national
armed services are of course key customers, while states are often owners of their national
defence companies. At the same time, defence companies are often highly exposed to
groups from civil society, for instance campaigners against the international arms trade.
By contrast, food companies face less direct state involvement: most food companies are
privately owned and operate in private-sector markets. However, the political environ-
ment is still important for food companies, as they are typically exposed to pressures from
civil society in the form of fair trade campaigners, labour rights organisations and health
lobbying groups. Pressures from civil society organisations can increase state involvement
by demanding additional regulation, for instance buyer health standards for food products.
Canals are often state-owned but nowadays are not highly exposed to political pressures
from civil society organisations. Industries can rapidly change positions: thus revelations
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Illustration 2.1 A PESTEL for the FANGs

In 2018, US technology giants were facing a toughening macro-environment.

Opportunities

Threats

High :
'8 Governmental partnerships

New growth regions; diversification

New technologies

During mid-2018, the so-called FANG+ stock market index
(including Facebook, Amazon, Netflix and Alphabet/
Google) fell by more than 10 per cent. A PESTEL analysis
helps to explain why.

PESTEL analyses can be done using published sources

(e.g. company annual reports, media articles and consult-
ants’ reports) or more extensively by direct discussion with
managers, customers, suppliers, consultants, academics,
government officials and financial analysts. It is important
not to rely just on an organisation’s managers, who may
have limited views. A PESTEL analysis of the four main FANG
companies based on published sources shows a growing
preponderance of macro-environmental threats over
opportunities (specificindustry analysis will be dealt with in
Chapter 3). In the figure above, the scale of Opportunities
and Threats on each of the PESTEL dimensions is indicated
by the relative extent of the bars. Just taking some issues for
illustration, the figure shows more and longer bars on the
Threats side than the Opportunities side. Thus:

Political: FANG companies face increasing political hostil-
ity. India has banned Facebook’s Free Basics, a free but re-
stricted internet service. The United Kingdom is planning
specific taxes for online retailers such as Amazon.

Economic: FANG companies are now facing market sat-
uration in developed markets. In 2018, Netflix missed
its subscriber growth targets by one million, and in the
USA, the costs required to acquire each new subscriber
have doubled from $60 to $120 (€105; £90.00). Netflix
is spending big now on producing new content specific-
ally for international markets. Facebook, facing declining

High
Political hostility '8

Developed world saturation
Digital detox

Substitutes

Energy fears

Online taxation and data constraints

usage in Europe, is diversifying into new activities such as
digital dating.

Social: growing awareness of internet addiction has
increased consumer willingness to undertake digital
detoxes. In 2018, Google launched a ‘Digital Wellbeing’
app, with user-friendly dashboards giving a detailed view
on how users spend their time.

Technological: autonomous planes and balloons are being
developed by Facebook and Alphabet to deliver internet
access to large populations in the developing world. New
technologies may provide substitutes, as Telegram and Sig-
nal provide encrypted alternatives to Facebook Messenger.
Ecological: the FANGs are big energy consumers, with
cloud computing accounting for 2 per cent of energy con-
sumption in the USA, and Google using as much power as
San Francisco.

Legal: Amazon alone accounts for nearly half of US retail
spending, and 80 million Americans are part of its Prime
membership programme. Both in the US and Europe,
there is an increasing threat of legal regulation to curb the
market power of Amazon and other FANG companies.

Questions
1 Taking one of the FANG companies, what do you think

is its greatest macro-environmental threat, and what is
its greatest macro-environmental opportunity?

Have the opportunities and threats changed since
2018? How would you update this analysis?
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Figure 2.3 The political environment
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about Internet monitoring by national security agencies has placed companies such as
Amazon and Facebook much more under scrutiny by governments, civil liberties groups
and consumers (see lllustration 2.1).

Organisations that face politicised environments need to carry out political risk analysis,
the analysis of threats and opportunities arising from potential political change. There are
two key dimensions to political risk analysis:>

* the macro-micro dimension. The macro dimension of political risk refers to the risks
associated with whole countries: for instance Nigeria, Russia or Venezuela. Many
specialist organisations publish relative rankings of countries’ macro political risks.
Western European countries are typically ranked low in terms of macro political risk,
as even changes of government following elections do not bring fundamental change.
On the other hand, some Middle Eastern countries rank high in terms of macro polit-
ical risk, because changes of government there can be sudden and radical.* However,
there is also an important micro dimension of political risk, relating to the specific risk
of particular organisations or sectors within a country. It is important to distinguish
between macro political risk and specific micro-level risk. China is typically ranked
medium political risk on the macro dimension, but for some Japanese companies oper-
ating there the micro dimension is higher and variable. For many Chinese consumers,
resentment of Japan is strong and Japanese car companies are from time to time
targeted by nationalist boycotts.

* the internal-external dimension. The internal dimension of political risk relates to factors
originating within the countries, for example government change or pressure from local
campaigning groups. These can be relatively easy to monitor, requiring attention to elec-
tion dates and opinion polls for example. However, there are also external political risks,
the knock-on effects of events occurring outside particular countries’ national boundaries.
For example, a fall in oil prices driven by the internal politics of Saudi Arabia is liable to
have negative economic and political impacts on other big oil-producing countries such
as Russia and Venezuela. On the other hand, oil price falls can produce political benefitsin
energy importing countries such as India or Japan. External political risk analysis involves
careful analysis of economic, political and other linkages between countries around
the world.
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2.2.2 Economics

The macro-environment is also influenced by macro-economic factors such as currency exchange
rates, interest rates and fluctuating economic growth rates around the world. It is important for
an organisation to understand how its markets are affected by the prosperity of the economy
as a whole. Managers should have a view on how changing exchange rates may affect viability
in export markets and vulnerability to imports. They should have an eye to changing interest
rates over time, especially if they have to borrow to fund strategic investments. They should
understand how economic growth rates rise or fall over time. There are many public sources
of economic forecasts that can help in predicting the movement of key economic indicators,
though these are often prone to error because of unexpected economic shocks.>

A key concept for analysing macro-economic trends is the economic cycle. Despite the poss-
ibility of unexpected shocks, economic growth rates have an underlying tendency to rise and
fall in cycles: several years of good growth are likely to be followed by a couple of years or so
of lower or even negative growth. These cycles link to other important economic variables. For
example, rises in interest rates are likely to decrease economic growth rates as consumers cut
back on credit cards and businesses borrow less for investment. Awareness of cycles reinforces
animportant pattern in the macro-environment: good economic times do not last forever, while
bad economic times lead eventually to recovery. The key is to identify cyclical turning points.

Managers making long-term strategic decisions should assess where they stand in the
overall economic cycle. For example, after several years of rapid growth a company might
be tempted to launch major investments in new capacity: in Figure 2.4, this would be year
202x. However, any new facilities might not be needed in the subsequent slowdown, leaving
the company with expensive over-capacity which still needs to be paid for at a time of low
growth. On the other hand, two or three years of slowing growth might make a company
over-cautious about new investment. But after the cyclical turning point of year 202y in Figure 2.4,
the company might face under-capacity and be unable to match recovering demand. Rivals who
had invested in extra capacity (or new products) would be able to seize the advantage, leaving
the over-cautious company struggling to catch up. In assessing the economic environment,
therefore, it is crucial not to assume that current economic growth rates will continue. Before
making any strategic investment, you should ask where you are in the current economic cycle.

Some industries are particularly vulnerable to economic cycles, for example:

* Discretionary spend industries: where purchasers can easily put off their spending for a
year or so, there tend to be strong cyclical effects. Thus demand for furniture, restaurants
and cars tends be highly cyclical because people can easily delay or curtail spending on

Figure 2.4 Economic cycles and strategic investments
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these for a while. After a period of reduced spending, there is liable to be a strong upturn
as pent-up demand is finally released into the market.

* High fixed cost industries: industries such as airlines, hotels and steel suffer from economic
downturns because high fixed costs in plant, equipment or labour tend to encourage
competitive price-cutting to ensure maximum capacity utilisation when demand is low.
For example, an airline might try to fill its seats in the face of falling demand simply by
offering cheap tickets. If its competitors do the same, the resulting price-war will result in
low profits for all the airlines.

2.2.3 Social

The social elements of the macro-environment have at least two impacts upon organisa-
tions. First, they can influence the specific nature of demand and supply, within the overall
economic growth rate. Second, they can shape the innovativeness, power and effectiveness
of organisations.

In the first place, there are a number of key aspects of the social environment that can
shape demand and supply. These can be analysed under the following four headings:

* Demographics. For example, the ageing populations in many Western societies create
opportunities and threats for both private and public sectors. There is increasing demand
for services for the elderly, but diminishing supplies of young labour to look after them.

* Distribution. Changes in wealth distribution influence the relative sizes of markets. Thus
the concentration of wealth in the hands of elites over the last 20 years has constrained
some categories of ‘middle-class’ consumption, while enlarging markets for certain luxury
goods.

* Geography. Industries and markets can be concentrated in particular locations. In the
United Kingdom, economic growth has in recent decades been much faster in the London
area than in the rest of the country. Similarly, industries often form ‘clusters’ in particular
locations: thus there are high concentrations of scientists and engineers in California’s
Silicon Valley (see also Chapter 10).°

® Culture. Changing cultural attitudes can also raise strategic challenges. For example, new
ethical attitudes are challenging profit-maximising investment strategies in the financial
services industry. Changing cultural attitudes can be linked to changing demographics.
Thus the rise of ‘digital natives’ (generations born after the 1980s, and thus from child-
hood immersed in digital technologies) is changing expectations about media, consump-
tion and education.

A second important social aspect of the macro-environment is organisational networks,
with significant implications for innovativeness, power and effectiveness. These networks are
frequently described as ‘organisational fields'.” An organisational field is a community of
organisations that interact more frequently with one another than with those outside
the field. These organisational fields are partly economic as they include competing organ-
isations within the industry or sector, as well as customers and suppliers in the marketplace
(see Chapter 3). However, the concept of organisational fields also emphasises social inter-
actions with other organisations. Such social interactions may be with other businesses, for
instance via managers who are members of the same industry associations or sporting clubs,
or via non-executive directors who sit on several company boards. There may also be noneco-
nomic interactions with political organisations such as governments and campaign groups,
legal entities such as regulators, and other social groups, such as professions and trade
unions. Sometimes key actors in the field might even be particularly influential individuals,
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for example politicians. The organisational field is therefore much broader than just indus-
tries or markets. Because of the importance of social networks, managers need to analyse the
influence of a wide range of organisational field members, not just competitors, customers
and suppliers.

Networks and organisational fields can be analysed by means of sociograms, maps of
potentially important social (or economic) connections.® For a new hi-technology enterprise,
important network connections might be links to leading universities, other innovative firms
or respected venture capitalists, for example. Sociograms can help assess the effectiveness of
networks and identify who is likely to be most powerful and innovative within them. Three
concepts help to understand effectiveness, innovativeness and power:

* Network density typically increases network effectiveness. Density refers to the number
of interconnections between members in the network map. Effectiveness is increased by
density because the more interconnections there are, the better the sharing of new ideas
between network members. Everybody is talking to each other, and nobody with poten-
tially useful information is isolated. It is easier to mobilise the whole network in support
of new initiatives. In Figure 2.5, the network on the right (organisation C's network) is
denser than the network on the left (A's network).

* Broker positions, which connect otherwise separate groups of organisations, are
often associated with innovativeness. Brokers’ innovation advantage stems from their
ability to link valuable information from one group of organisations with valuable infor-
mation from the other group. Because they provide the connection between the two
groups, they are able to exploit this combination of information before anybody else.
In Figure 2.5, organisation B is a broker, connecting the two networks on the right- and
left-hand sides.

® Central hub positions typically provide power within networks. A central hub connects
many organisations. Hubs have power because network members rely on them for inter-
connection with other members. Hubs are also potentially innovative because they can
collect ideas from the whole network, and they hear about what is going on in one part
of the network before most other parts. In Figure 2.5, both A and C are hubs. However,
organisation A is more central in its immediate network than organisation C (all network
members must pass through A), and to this extent is more powerful relative to its network
members.

Figure 2.5 Sociogram of networks within an organisational field
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Sociograms can have clear implications for strategic action. For example, organisation A
could gain an advantage over organisation B by establishing direct interaction with organ-
isation C, undermining B’s exclusive broker position. On the other hand, organisation E could
increase its innovativeness and improve its power relative to organisation A by making a
direct connection to organisation D in the right-hand network.

Sociograms can be drawn for key people as well as organisations: individuals are often the
link between organisations anyway. Personal networks are important in many societies, for
example the network of former consultants at the elite McKinsey & Co. consulting firm, or
networks of company directors, or the interpersonal guanxi networks that prevail in China.
Illustration 2.2 describes the network that has emerged from the armed service backgrounds
of many Israeli entrepreneurs. The crucial issue in analysing social networks is how hub posi-
tions, brokering roles and network density are likely to affect a particular organisation’s
power, innovativeness and overall effectiveness.

Some organisational fields can be characterised as ‘small worlds’.? Small worlds exist
where the large majority of a network’s members is closely connected, either just one step
away (as Cis from A'in Figure 2.5) or perhaps a couple of steps away (as E is from B). Small
worlds typically give members a good deal of protection and effectiveness, due to their
density. However, outsider organisations (for example foreign firms) will have difficulty
penetrating small world networks on their own, and will typically require the help of insiders.
Small worlds are particularly likely in societies where economic activity is geographically
concentrated or where social elites share common backgrounds (for example, the French
elite is often characterised as living in the same exclusive parts of Paris and as graduating
from a small group of higher education institutions, especially the Grandes Ecoles). Thus an
important aspect of social analysis is the extent of small worlds in the macro-environment.

2.2.4 Technology

Further important elements within the macro-environment are technologies such as the
Internet, nanotechnology or new composite materials, whose impacts can spread far
beyond single industries. As in the case of internet streaming, new technologies can open
up opportunities for some organisations (e.g. Spotify and YouTube), while challenging others
(traditional music and broadcasting companies). Chapter 10 will discuss specific strategies
surrounding innovative new technologies in more detail.

Meanwhile, it is important to carry out the macro-environmental analysis of technology
in order to identify areas of potential innovative activity. There are five primary indicators
of innovative activity:m

* Research and development budgets: innovative firms, sectors or countries can be identi-
fied by the extent of spending on research, typically reported in company annual reports
and government statistics.

® Patenting activity: firms active in patenting new technologies can be identified on national
patent registers, the most important being the United States Patents and Trademarks
Office.

¢ (Citation analysis: the potential impact of patents and scientific papers on technology can
be measured by the extent to which they are widely cited by other organisations, with
data available from Google Scholar for instance.

* New product announcements: organisations typically publicise their new product plans
through press releases and similar media.

* Media coverage: specialist technology and industry media will cover stories of the latest
or impending technologies, as will various social media.

43



Chapter 2 Macro-environment analysis

Illustration 2.2 Intelligence Unit 8200 and the Small World

of Israeli Hi-Tech

Israel, a nation of just 8 million people, exports more than
$6bn worth of cybersecurity products a year, accounting
for about 10 per cent of the global cybersecurity market.
At the heart of this success is Unit 8200, the largest unit of
the Israeli Defence Forces and the equivalent of America’s
National Security Agency.

Unit8200's alumni have produced more hi-tech start-ups
per capita than the University of Stanford. Some of the
successful companies originating with Unit 8200 include
Check Point, with 2,900 employees and a pioneer in Virtual
Private Networks; NICE Systems, with 2,700 employees and
a pioneer in telephone recording technology; and Palo
Alto Networks, with 3,000 employees and a pioneer in
computer firewall technology. Unit 8200 recruits are drawn
from young Israelis doing their national military service.
Recruitment into Unit 8200 is highly selective (in the Israeli
Defence Force, only pilot training is harder to enter) and
favours skilled computer science students and linguists.
Recruits come disproportionately from the richer and more
highly educated Tel Aviv area of Israel, and from elite schools
such as Leyada, the semi-private Hebrew University High
School in Jerusalem (where the founder of Check Point was
a student). Alumni of Unit 8200 go not only into hi-tech
business; many pursue successful careers in politics, the
judiciary, the media and academia. For example, the former
CEO of NICE Systems became director general of the Israeli
Ministry of Finance.

Unit 8200°s young recruits are intensively trained and
work long hours in small groups applying the latest tech-
nology to security matters that mightinvolve life and death.
To maximise security, Unit 8200's technology systems — from
analytics to data mining, intercept and intelligence manage-
ment — are designed and built in-house. This experience
prepares Unit 8200 alumni well for futures in hi-tech busi-
ness. Avi Hasson, Chief Scientist at the Israeli Economy
Ministry and himself an alumnus of Unit 8200, describes
the working environment: ‘When it comes to managing a

startup, Unit 8200 is a fantastic school. ... The unit encour-
agesindependent thought. It's something that was adopted
later by many companies, a little like the culture in Google,
in which good ideas can come from anywhere.’

Because recruitmentin hi-tech tends to favour a ‘buddy-system’,
alumni are often sought out for employment by other alumni.
Experience of this intense, elitist organisation in the formative
years of youth creates strong social bonds. The 8200 alumni asso-
ciation has more than 15,000 members, and hosts networking
events and community outreach programmes, including start-up
accelerators.

By 2020, Unit 8200 is due to move adjacent to the
Advanced Technology Park at Be'er Sheva in southern
Israel’s Negev Desert. In 2013, Israel’s President Benjamin
Netanyahu had declared that Be'er Sheva would become the
‘cybercenter of the Western hemisphere’. Be'er Sheva already
had the advantage of the local Ben-Gurion University and its
Cyber Security Research Centre. The National Cyber Bureau,
a newly created agency advising the government on cyber
policies, moved to Be'er Sheva in 2015. Companies already
with operations in the Advanced Technology Park included
many leading foreign firms such as Deutsche Telecom, IBM,
Lockheed Martin, Oracle, PayPal and EMC. Venture capital
firm JVP, with more than $1bn funding available, was also
running a local ‘cyberincubator’ for start-ups. One of its first
ventures was sold to PayPal.

Sources: Haaretz, 18 April and 24 April 2015; Financial Times, 10 July
2015; TechCrunch, 18 March 2015

Questions

1 Identify at least one important hub and one important
broker in the Unit 8200 network.

2 If you were a foreign cybersecurity company, what
would you do to access Israel’s expertise?

44



2.2 PESTEL analysis

Although there is some variation between firms, sectors and countries in how far their inno-
vative activity is reflected by these kinds of indicators, generally they will help to identify areas
of rapid technological change and locate centres of technological leadership. For example,
the number of patent applications for the new material graphene (a material just one atom
thick, but both strong and highly flexible) increased from less than 100 a year in 2006 to 4,000
a year a decade later. China alone accounts for 58 per cent of the world’s graphene patent
applications and, while 76 applicants that have at least 60 applications each in the sector, 49
of them are Chinese organisations.!" For any organisation seeking a strong position in the
fast-developing graphene industry, links with China will plainly be important.

Many organisations also publish technology roadmaps for their sectors going forward."?
Technology roadmaps project into the future various product or service demands, identify
technology alternatives to meet these demands, select the most promising alternatives and
then offer a timeline for their development. Thus they provide good indicators of future tech-
nological developments. Figure 2.6 provides a simplified technology roadmap for the Internet
of Things, providing connectivity for devices from fridges to heart monitors: in the period to
2033, this roadmap forecasts rapid progress in the number of Central Processing Units (CPUs)
and sensors per device, but less progress in CPU frequency, a measure of processing speed.
This kind of roadmap has implications for product design strategies in industries far beyond
the electronics industry, for instance architecture, domestic appliances and healthcare.

2.2.5 Ecological

Within the PESTEL framework, ecological stands specifically for ‘green” macro-environmental
issues, such as pollution, waste and climate change. Environmental regulations can impose
additional costs, for example pollution controls, but they can also be a source of opportunity,
for example the new businesses that emerged around mobile phone recycling.

Figure 2.6 Technology roadmap for the Internet of Things
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When considering ecological issues in the macro-environment, there are three sorts of
challenges that organisations may need to meet:'3

* Direct pollution obligations are an obvious challenge, and nowadays typically involve not
just cleaning up ‘at the end of the pipe’ (for example, disposing of waste by-products
safely), but also minimising the production of pollutants in the first place. Having clean
processes for supply, production and distribution is generally better than managing the
consequences of polluting after the fact.

® Product stewardship refers to managing ecological issues through both the organisation’s
entire value chain and the whole life cycle of the firm’s products. Stewardship here might
involve responsibility for the ecological impact of external suppliers or final end-users.
It will also involve responsibility for what happens to products at ‘end of life’, in other
words how they are disposed of when consumers have no more use for them. Thus car
manufacturers are increasingly responsible for the recycling and safe disposal of old cars.

® Sustainable development is a criterion of increasing importance and refers not simply
to reducing environmental damage, but to whether the product or service can be
produced indefinitely into the future. This sustainability criterion sets constraints on the
over-exploitation of particular sources of raw materials, for instance in developing countries,
and often raises issues regarding the economic and social well-being of local communities.

In assessing the macro-environment from an ecological point of view, all three criteria of
pollution, stewardship and sustainability need typically to be considered.

The extent to which these ecological criteria are important to organisations relies on three
contextual sources of pressure, the first two arising directly from the macro-environment:

® Ecological. Clearly ecological issues are more likely to be pressing the more impactful
they are: a chemical company may have more to worry about than a school. However,
there are three less obvious characteristics to assess. First, ecological issues become more
salient the more certain they are. For example, as doubts have reduced about the facts of
global warming, so the pressures on organisations to act on it have increased. Pressures
are also likely to be greater the more visible ecological issues are: aircraft pollution is more
salient as an issue than shipping pollution because aircraft are more obvious to ordinary
citizens than pollution done far out to sea. Similarly, the emotivity of the issue is liable to
be a factor: threats to polar bears generally get more attention than threats to hyenas.
Ecological analysis therefore requires assessing certainty, visibility and emotivity.

* Organisational field. Ecological issues do not become salient just because of theirinherent
characteristics. The extent of pressure is influenced by how ecological issues interact with
the nature of the organisational field. An organisational field with highly active regulators
or campaign groups will clearly give saliency to ecological issues. However, high levels
of field interconnectedness will also increase the importance of ecological issues: within
densely interconnected networks, it is harder to hide damaging behaviour and peer pres-
sure to conform to ecological standards is greater.

* Internal organisation. The personal values of an organisation’s leadership will clearly influ-
ence the desire to respond to ecological issues. Actual responsiveness will rely on the
effectiveness of managerial systems that promote and monitor behaviours consistent with
ecological obligations.

Although ecological issues can exercise unwelcome pressure, there are potentially strong
organisational motives to respond. As in Figure 2.7, the three kinds of contextual pressure can
satisfy a variety of motives. Fundamentally, there is of course a sense of ecological responsi-
bility: thus the personal values of the organisation’s leaders might stimulate ecological initia-
tives, or routine production systems might reduce pollution. However, another outcome can
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Figure 2.7 Contexts and motives for ecological issues
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responsiveness’, Academy of Management Journal, 43(4), 717-36 (Figure 2, p. 729.)

be legitimacy, as reflected in regulatory compliance and a good reputation with consumers.
Finally, responding to ecological issues can even enhance competitiveness. For example, mini-
mising waste in production processes for pollution reasons can reduce costs. Green products
are attractive in the marketplace and often command a price premium.

2.2.6 Legal

The final element in a PESTEL analysis of the macro-environment refers to /legal aspects.
These can cover a wide range of topics: for example, labour, environmental and consumer
regulation; taxation and reporting requirements; and rules on ownership, competition
and corporate governance. In recent years, the relaxation of legal constraints through
deregulation has created many new business opportunities, for example for low cost
airlines and 'free schools’ in various countries. However, regulations can also handicap
organisations: Illustration 2.3 shows how the e-cigarette company Juul ran into important
legal issues as it entered new markets and regulators struggled to keep up with the new
technology.

Legal issues form an important part of the institutional environment of organisations,
by which is meant the formal and informal ‘rules of the game’.’* This concept of insti-
tutional environment suggests that it can be useful in a PESTEL analysis to consider not
only formal laws and regulations but also more informal norms: the ‘L' can be stretched
to cover all types of rule, formal and informal. Informal rules are patterns of expected
(normal’) behaviour that are hard to ignore. Thus, regardless of the law, there are fairly
explicit norms regarding proper respect for the ecological environment. Organisations
ignoring these norms would risk outrage among consumers or employees, whatever the
legal situation.

Formal and informal rules vary sufficiently between countries to define very different
institutional environments, sometimes known as ‘varieties of capitalism’.15 These vari-
eties of capitalism have implications for the ways in which business and management
are done in those environments and the prospects for success, both for insiders and for
outsiders. Although every country differs in detail, three broad varieties of capitalism
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lllustration 2.3 Juul duels with the rules

The fashionable e-cigarette company addresses regulatory environments

internationally.

Adam Bowen and James Monsees launched their distinctive
Juul e-cigarette in 2015. The product’s sleek style led to the
Juul becoming known as the ‘iPhone of e-cigarettes’. Juul
became the most popular e-cigarette in the United States
by the end of 2017, and by the end of 2018 commanded a
market share of over 70 per cent. In November 2018, the
Altria Group (a traditional tobacco company) bought one
third of the company for $12.8bn, making the two founders
billionaires.

Bowen and Monsees dreamt up their colourful e-cigarettes
while pursuing their master’s degrees at Stanford Univer-
sity. They were smokers themselves, wanting to free them-
selves of a dirty and dangerous habit. The Juul design uses
a patented form of nicotine salts, at 5 per cent strength,
to deliver the quick nicotine peak associated with trad-
itional cigarettes. The website for their company declares
its mission as to ‘improve the lives of the world'’s one billion
adult smokers by eliminating cigarettes’. Juul claims that it
has converted one million adult smokers to Juul products,
allegedly a safer product.

Traditional tobacco companies typically rely on television
advertising, but Juul initially focused on powerful social
marketing campaigns featuring attractive young models
and singers on Instagram, Twitter and YouTube. Campaigns
went viral, with celebrities such as Bella Hadid posting
about Juul. The result was a surge of use among teenagers,
attracted also by Juul's sweet flavours and by the fact that its
small size and low odours help concealment. In 2018, it was
estimated that 3.6 million American schoolchildren were
using e-cigarettes, presumptively mostly Juuls.

However, Juul faced increasing criticism from the media,
health professionals and regulators over its marketing. Nico-
tine addiction can cause substantial damage to the devel-
oping brain, including lasting impairment to memory and
attention span, and increased psychiatric conditions such as
depression and anxiety. Four lawsuits were filed in 2018 in
the United Sates against Juul by parents, underage users and
others, attacking its marketing strategy and safety claims.

Monsees declared: ‘"Any underage consumers using this
product are absolutely a negative for our business. We
don’t want them. We will never market to them. We never
have.” The company launched a new marketing and social

media code underlining that its products were not appro-
priate for young people, switched to using only models
aged over 35, restricted the availability of sweet flavours,
and made increasing use of traditional television rather than
social media channels. At the same time, it began exploring
markets overseas.

Juul's first overseas market was Israel, which it entered
early in 2018. At the time, Israel had no regulations on
e-cigarettes. However, the Israeli government responded
within two months, banning Juul on the grounds that its
5 per cent nicotine concentration was two and a half times
the level required by the European Union, a norm that Israel
freely adopted. Juul next launched in the United Kingdom,
still in the European Union, using a formulation with less
than 2 per cent nicotine. In late 2018, Juul launched in
Canada, where a relaxed legal regime allowed it to offer
both 3 and 5 per cent formulations plus a range of flavours
larger than the recently restricted ones in the US.

At the same time, Juul was revealed to be considering
expansion into Asia. Indonesia was one potential target
market, given its fast-growing population of nearly 270
million. Indonesia is also one of a handful of countries
which has not signed the World Health Organization’s
global treaty on tobacco control: two thirds of Indonesian
men smoke tobacco daily. Other markets Juul was reportedly
considering were Malaysia, Singapore, India, South Korea
and the Philippines.

Main sources: Fast Company, December/January 2018/19; Reuters

Business News, 18 November 2018; Forbes, 16 November 2018; www
juul.com.

Questions

1 Assess the relative importance of formal laws and
informal norms for the development of Juul's strategy
in the United States.

2 How do you think the different institutional environ-
ments internationally have influenced Juul's overseas
strategy so far and what kinds of countries do you think
it should prioritise?
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have been identified, whose formal and informal rules lead to different ways of
doing business:

* Liberal market economies are institutional environments where both formal and informal
rules favour competition between companies, aggressive acquisitions of one company
by another and free bargaining between management and labour. Companies in these
liberal market economies tend to raise funds from the financial markets and company
ownership is either entrepreneurial or, for older companies, widely dispersed among
many shareholders. These economies tend to support radical innovation and are recep-
tive to foreign firms. Although neither is perfectly representative, the United States and
the United Kingdom correspond broadly to this type of institutional environment.

* Coordinated market economies encourage more coordination between companies, often
supported by industry associations or similar frameworks. There are legal and normative
constraints on hostile acquisitions on the one hand, and various supports for consensual
and collective arrangements between management and labour on the other. Companies
in these coordinated market economies tend to rely on banks for funding, while family
ownership is often common. These economies support steady innovation over the
long-run and, because of coordination networks, are typically less easy for foreign firms to
penetrate. Again, neither is perfectly representative, but Germany and Japan correspond
broadly to this type of institutional environment.

* Developmental market economies tend to have strong roles for the state, which will either
own or heavily influence companies that are important for national economic devel-
opment. Formally or informally, the state will often encourage private-sector firms to
coordinate between themselves and with national economic policy-makers. Labour rela-
tions may be highly regulated. Banks, often state-owned, will be a key source of funding.
Long-term, infrastructural and capital-intensive projects may be favoured, but foreign
firms will often be at a disadvantage. Although each is very different in its own way, Brazil,
China and India all have aspects of this developmental market economy environment.

A macro-environmental analysis of any particular country should therefore include an assess-
ment of the local variety of capitalism and the extent to which it favours particular kinds of
firm and strategy.

2.2.7 Key drivers for change

The previous sections have introduced a variety of concepts and frameworks for analysing
each of the PESTEL factors, particularly at a macro-level. As can be imagined, analysing these
factors, together with their interrelationships, can produce long and complex lists of issues.
Rather than getting overwhelmed by a multitude of details, it is necessary to step back to
identify the key drivers for change in a particular context.'® Key drivers for change are the
environmental factors likely to have a high impact on industries and sectors, and the
success or failure of strategies within them.

Key drivers thus translate macro-environmental factors to the level of the specific industry
or sector. Thus social and legislative changes discouraging car use might have different and
greater effects on supermarkets than, for example, retail banks. Identifying key drivers for
change in an industry or sector helps managers to focus on the PESTEL factors that are most
important and which must be addressed most urgently. Without a clear sense of the key
drivers for change, managers will not be able to take the strategic decisions that allow for
effective responses: to return to the example above, the supermarket chain might address
reduced car use by cutting the number of out-of-town stores and investing in smaller urban
and suburban sites. It is important that an organisation’s strategists consider each of the
key drivers for change, looking to minimise threats and, where possible, seize opportunities.
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2.3 Forecasting

In a sense, all strategic decisions involve forecasts about future conditions and outcomes. Thus
a manager may decide to invest in new capacity because of a forecast of growing demand
(condition), with the expectation that the investment will help capture increased sales
(outcome). PESTEL factors will feed into these forecasts, for example in tracking economic
cycles or mapping future technologies. However, accurate forecasting is notoriously diffi-
cult. After all, in strategy, organisations are frequently trying to surprise their competitors.
Consequently, forecasting takes three fundamental approaches to the future based on
varying degrees of certainty: single-point, range and multiple-futures forecasting. This
section explains these three approaches and also introduces some key concepts that help
explore the direction of future change.

2.3.1 Forecast approaches

The three approaches to forecasting are explored in the following and illustrated in
Figure 2.8:"7

* Single-point forecasting is where organisations have such confidence about the future
that they will provide just one forecast number (as in Figure 2.8 i). For instance, an
organisation might predict that the population in a market will grow by 5 per centin the
next two years. This kind of single-point forecasting implies a great degree of certainty.
Demographic trends (for instance the increase in the elderly within a particular popula-
tion) lend themselves to these kinds of forecasting, at least in the short term. They are
also often attractive to organisations because they are easy to translate into budgets:
a single sales forecast figure is useful for motivating managers and for holding them
accountable.

* Range forecasting is where organisations have less certainty, suggesting a range of
possible outcomes. These different outcomes may be expressed with different degrees
of probability, with a central projection identified as the most probable (the darkest
shaded area in Figure 2.8 ii), and then a range of more remote outcomes given decreasing
degrees of likelihood (the more lightly shaded areas). These forecasts are often called
‘fan charts’, because the range of outcomes ‘fans out’ more widely over time, reflecting
growing uncertainty over the longer term. These ‘fan charts’ are often used in economic
forecasting, for example economic growth rates or inflation.

Figure 2.8 Forecasting under conditions of uncertainty
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e Alternative futures forecasting typically involves even less certainty, focusing on a set of
possible yet distinct futures. Instead of a continuously graduated range of likelihoods,
alternative futures are discontinuous: they happen or they do not, with radically different
outcomes (see Figure 2.8iii). These alternatives might result from fundamental policy deci-
sions. For example, for a country facing possible exit from a currency union (for instance
the Euro), outcome A might reflect the consequences for growth or unemployment of
staying in the union; outcome B might reflect the consequences of exiting the union;
and outcome C would be a further alternative outcome, consequent on a decision that
followed the initial decision pointing towards outcome B (for instance, to adopt trade
barriers as well as to exit the currency union). For a business, outcome A might represent
expected sales if a competitor business did not invest in a new machine or similar capacity;
outcome B is a consequence of the competitor making that investment; and outcome
Cis a consequence of the competitor both making that investment and then slashing
prices to make full use of the new capacity. It is possible to put probabilities to each of
these outcomes too: for example, outcome A might have a 40 per cent probability, while
outcomes B and C would be 30 per cent each. These kinds of alternative futures are often
fed into scenario analyses (see Section 2.4), though not as simple forecasts.

2.3.2 Directions of change

It is helpful in forecasting to keep an eye on the fundamental directions of likely change.
Managers need to check their forecasts are consistent with major trends and to be alert to
possible turning points. Three concepts help focus both on major trends and on possible
turning points that might invalidate existing forecasts:

* Megatrends are large-scale political, economic, social, technological, ecological or legal
movements that are typically slow to form, but which influence many areas of activity,
possibly over decades.'® A megatrend typically sets the direction for other factors. Thus
the social megatrend towards ageing populations in the West influences other trends in
social care, retail spending and housing. The megatrend towards global warming affects
agriculture, tourism and, with more extreme climatic events, insurance. It is important to
identify major megatrends because they influence so many other things. Forecasts should
be checked for consistency with such trends.

* Inflexion points are moments when trends shift in direction, for instance turning sharply
upwards or downwards."® For example, after decades of stagnation and worse, in the
early twenty-first century sub-Saharan Africa may have reached an inflexion point in
its economic growth, with the promise of substantial gains in the coming decade or so.
Internet retailing may also have put urban shopping on a path to significant decline in
advanced economies. Inflexion points are likely to invalidate forecasts that extrapolate
existing trends. Clearly it is valuable to grasp the inflexion point at the moment when
trends just start to turn, in order either to take advantage of new opportunities early or
to act against escalating decline as soon as possible.

® Weak signals are advanced signs of future trends and are particularly helpful in identi-
fying inflexion points.2? Typically these weak signals are unstructured and fragmented
bits of information, often perceived by observers as ‘weird’. A weak signal for the world-
wide financial crisis that began in 2008 was the rise in mortgage failures in California the
previous year. An early weak signal foreshadowing the current success of Asian business
schools was the first entry of the Hong Kong University of Science and Technology into the
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Financial Times' ranking of the top 50 international business schools in the early 2000s. It is
important to be alert to weak signals, but it is also easy to be overwhelmed by noise’, the
constant stream of isolated and random bits of information without strategic importance.
Some signs of truly significant weak signals (as opposed to mere noise) include: the repe-
tition of the signal and the emergence of some kind of pattern; vehement disagreement
among experts about the signal’s significance; and an unexpected failure in something
that had previously worked very reliably.

2.4 Scenario analysis
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Scenarios offer plausible alternative views of how the macro-environment might develop
in the future, typically in the long term. Thus scenarios are not strategies in themselves,
but alternative possible environments which strategies have to deal with. Scenario analysis is
typically used in conditions of high uncertainty, for example where the environment could go
in several highly distinct directions.?’ However, scenario analyses can be differentiated from
alternative futures forecasting (Section 2.3.1), as scenario planners usually avoid presenting
alternatives in terms of finely calculated probabilities. Scenarios tend to extend too far into
the future to allow probability calculations and besides, assigning probabilities directs atten-
tion to the most likely scenario rather than to the whole range. The point of scenarios is
more to learn than to predict. Scenarios are used to explore the way in which environmental
factors inter-relate and to help keep managers’ minds open to alternatives possibilities in
the future. A scenario with a very low likelihood may be valuable in deepening managers’
understanding even if it never occurs.

[llustration 2.4 shows an example of scenario planning for the world of work to 2030,
published by the international advisory firm PwC. The scenarios start from five megatrends
covering a range of factors from technology to natural resources. PwC then identifies two
drivers which are clearly differentiated on the dimensions of the scenario cube in terms of
having (i) high potential impact; (i) high uncertainty; (iii) high independence from each other
(see Figure 2.9 and below). The first of these two drivers is political, i.e. collectivism versus indi-
vidualism, referring to the roles of government. The second of these key drivers addresses the
nature of business, i.e. integration versus fragmentation, pointing to the relative importance

Figure 2.9 The scenario cube: selection matrix for scenario key drivers
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Independence
High
High
Uncertainty
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Impact
Low High

Select key drivers in the high-impact, high-uncertainty, high-independence box



2.4 Scenario analysis

lllustration 2.4 colouring the World

In 2018, PwC’s People and Organisation’s consulting practice published a major report
on four scenarios for the world of work in 2030.

Fragmentation

Yellow World
— humans come first

Collectivism

Green World
— companies care

Integration

Red World
— innovation rules

Individualism

Blue World
— corporate is king

Adapted from: PWC US (2018), ‘The competing forces shaping 2030, https://www.pwc.com/us/en/services/hr-management/workforce-of-the-

future.html

Wanting to provide its clients with long-term advice about the
future evolution of work, PwC cooperated with researchers at
the James Martin Institute for Science and Civilisation at the Said
Business School, University of Oxford, to produce four scenarios
each named after a distinct colour. The researchers drew on
a specially commissioned survey of 10,000 people in China,
India, Germany, the UK and the US and built on the concept of
megatrends.
The five megatrends underpinning all the scenarios were:

1. Rapid advances in technological innovation, particularly au-
tomation, robotics and artificial intelligence.

2. Demographic shifts, especially aging populations and work-
forces.

3. Rapid urbanisation, from about 5bn people to 8bn by 2030.

4. Shifts in global economic power, with today’s rapidly devel-
oping nations such as China gaining particularly, while within
nations new technologies will threaten employment for the
traditional middle classes.

5. Resource scarcity, as demand for energy and water will in-
crease respectively by 50 per cent and 40 per cent by 2030.

On this basis, the PwC-Oxford team developed two main axes
upon which to differentiate their scenarios: collectivism versus
individualism and fragmentation versus integration. Collectivism
implies a strong role for governments in society, individualism
more self-reliance. Integration implies an advantage for big busi-
nesses able to integrate and coordinate many activities; fragmen-
tation implies animportantrole for small firms and organisations.

These two axes yielded four scenario stories, as summarised
in the figure above:
Briefly, the four scenarios for 2030 were as follows:

1. Yellow World, in which social enterprises and community
businesses flourish. Crowdfunded capital flows towards eth-
ical brands. Meaningful work is important. Artisans and craft
production thrive. Human values have priority.

2. Red World, in which consumers are dominant, and organisations
and individuals race to serve them. Regulation cannot keep up with
innovation. Competition tends towards ‘winner takes all' results.
However, specialists and niche businesses do well.

3. Green World, in which social responsibility and trust are cru-
cial for large corporations and demographic and climate
changes are key drivers for business.

4. Blue World, in which big business dominates, and individual
wants have priority over social responsibilities.

Source: "Workforce of the future: The competing forces shaping 2030’

Pw(C, 2018: www.pwc.com/us/en/hr-management/pwc-workforce-
of-the-future-the-competing-forces-shaping-2030.pdf

Questions

1 What other megatrends might have been considered
beyond the five considered here?

2 What are the different implications of these scenarios
for an international consulting firm such as PwC? Which
scenario would it like best; which would it like least?
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Figure 2.10 The scenario process
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of big and small firms. Both of these drivers may produce very different futures, which can be
combined to create four internally consistent scenarios for the next decade or so. The various
scenarios draw in distinct ways on the megatrends: for example, Green World assumes a
different response to resource scarcity than Blue World; Red World is less optimistic than
Green World about the capacity of government regulators to keep up with technological
change. PwC does not predict that one scenario will prevail over the others, nor do they
allocate relative probabilities. Prediction would close managers’ minds to alternatives, while
probabilities would imply a spurious kind of accuracy over this period of time.

While there are many ways to carry out scenario analyses, the process often follows five
basic steps (summarised in Figure 2.10):2

* Defining scenario scope is an important first step in the process. Scope refers to the subject
of the scenario analysis and the time span. For example, scenario analyses can be carried
out for a whole industry globally, or for particular geographical regions and markets.
While businesses typically produce scenarios for industries or markets, governments often
conduct scenario analyses for countries, regions or sectors (such as the future of healthcare
or higher education). Scenario time spans can be either a decade or so (as in lllustration
2.4) or perhaps just five years ahead. The appropriate time span is determined partly by
the expected life of investments. In the energy business, where oil fields might have a life
span of several decades, scenarios often cover 20 years or more.

* [dentifying the key drivers for change comes next. Here PESTEL analysis can be used to
uncover issues likely to have a major impact upon the future of the industry, region or
market. In the information technology, key drivers range from regulation to innovation.
The scenario cube (Figure 2.9) helps identify the most significant key drivers. As well as
the size of impact, the scenario cube underlines two additional criteria for key drivers:
uncertainty, in order to make different scenarios worthwhile (there’'s no point in devel-
oping alternative scenarios when only one outcome is likely); and mutual independence,
so that the drivers are capable of producing significantly divergent or opposing outcomes
(there’s no point in considering factors individually if they lead to the same outcome
anyway). In the oil industry, for example, political stability in the oil-producing regions
is one major uncertainty; another is the development of new exploration technologies,
enabling the quick and efficient identification of new oil fields. These could be selected
as key drivers for scenario analysis because both are uncertain and regional stability is not
closely correlated with technological advance.

* Developing scenario ‘stories’. As in films, scenarios are basically stories. Having selected
opposing key drivers for change, itis necessary to knit together plausible stories that incor-
porate both key drivers and other factors into a coherent whole. These stories are often
encapsulated with striking titles: for example, oil company Shell launched two opposing
scenarios entitled simply ‘Oceans’ and ‘Mountains’, the first describing a more free-market
world with solar power important, the second a more government-led world, with gas
power important.?3 Striking titles help to communicate scenarios and embed them in
strategic discussions (see also lllustration 2.4).



Thinking differently the crowdsourced forecast

* |dentifying impacts of alternative scenarios on organisations is the next key stage of
scenario building. For example, in lllustration 2.4, a Blue World would pose major
challenges for small and ethical businesses. It is important for an organisation to carry
out robustness checks in the face of each plausible scenario and to adapt strategies that
appear vulnerable and develop contingency plans in case they happen.

® Monitor progress. Once the various scenarios are drawn up, organisations should
monitor progress over time, to alert themselves to whether and how developments
actually fit scenario expectations. Here it is important to identify indicators that might
give early warning about the final direction of environmental change, and at the same
time set up systems to monitor these. Effective monitoring of well-chosen indicators
should facilitate prompt and appropriate responses. In lllustration 2.4, the diminishing
likelihood of a Red World would be growing regulation of technology firms such as Uber
and airbnb.

Because debating and learning are so valuable in the scenario-building process, and they

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 of organisational learning and contingency planning. It is therefore
typically better 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 contin-
gency planning that the scenarios set off.

Thinking differently The crowdsourced forecast

Do we need experts to forecast anymore?

We usually think of forecasts (Section 2.3) as the product
of small groups of experts. But there is a different way.
Forecasts can be ‘crowdsourced’, using the collective
judgement of many different kinds of people, not just
experts. There are two principal ways of using the
wisdom of crowds in forecasting: prediction markets and
internet media analysis.

Prediction markets are markets designed specifically
to combine the scattered information of many partici-
pants into values (for instance, market prices or betting
odds) that can be used to make predictions about specific
future events.?* An example is the lowa Electronic Market
(IEM) for betting on the outcome of American Presiden-
tial elections. Market participants buy a contract that
pays a dollar if, for instance, a Democrat wins the elec-
tion. The more money participants are prepared to pay
for that contract, the more likely it appears that a Demo-
crat will indeed win that election. Google uses similar
prediction markets to forecast the success of possible
new products: if many people within the company are

prepared to bet on their success, then probably the new
products will indeed turn out well. The bets of many
employees may be more reliable than the self-interested
forecasts of the product’s own developers.

Internet media such as Twitter and Google can also
provide forecasts, drawing on the inputs of many thou-
sands of users. For example, Google Trends analyses the
frequency with which people search about flu symptoms
to predict the onset of flu epidemics. Others analyse the
mix of positive and negative sentiments expressed by
ordinary people in Twitter feeds to forecast the direc-
tion of financial markets, up or down.?> Data about what
people are interested in, or how they feel, provides valu-
able clues to what will happen next.

Question

Why might experts make bad forecasters in the case of
i. Presidential elections; ii. new product developments?
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Summary

e Environmental influences can be thought of as layers around an organisation, 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.

e The macro-environment can be analysed in terms of the PESTEL factors — political, economic,
social, technological, ecological and legal.

e Macro-environmental trends can be forecast according to different levels of uncertainty,
from single-point, through ranges to multiple-futures.

e APESTEL analysis helps identify key drivers of change, which managers need to address in
their strategic choices. Alternative scenarios about the future can be constructed according
to how the key drivers develop.

Work assignments

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

2.1

2.2

2.3

2.4%

For an organisation of your choice, carry out a PESTEL analysis and identify key
opportunities and threats. Use Illustration 2.1 as a model. For simplicity, choose an
organisation that is focused on a limited number of industries.

For your own country, or any other country with which you are familiar, look up the
political risk as assessed by Aon, the Economist Intelligence Unit or similar (see refer-
ences in endnote 4). How far do you agree with this assessment?

For the last year or two, review the forecasts for national or global economic growth
made by key forecasting organisations such as the OECD or the World Bank (see
references in endnote 5). How accurate were they? What accounts for any difference
between forecast and outcomes?

For the same organisation as in assignment 2.1, and using lllustration 2.4 or Siemens
A as a model, construct four scenarios for the evolution of its macro-environment
(or main industry or sector). What implications are there for the organisation’s strategy?

Integrative assignment

2.5

Carry out a full analysis of an industry or sector of your choice (using for example
PESTEL and scenarios). Draw also on the five forces and strategic groups analyses of
Chapter 3. Consider explicitly how the industry or sector is affected by globalisation
(see Chapter 9, particularly Figure 9.2 on drivers) and innovation (see Chapter 10,
particularly Figure 10.2 on product and process innovation).

Recommended key readings

e An overview of techniques for thinking ahead is in P. Times: New methods for applying scenarios, Taylor &
Tetlock and D. Gardner, Superforecasting: the Art and Francis, 2010.
Science of Prediction, Crown, 2015. For approaches e A collection of academic articles on PEST, scenarios
to how environments change, see K. van der Heijden, and similar is the special issue of International Studies
Scenarios: The Art of Strategic Conversation, 2nd of Management and Organization, vol. 36, no. 3
edition, Wiley, 2005 and R. Ramirez, J.W. Selsky and K. (2006), edited by Peter McKiernan.
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Alibaba: the Yangtze River Crocodile

Case example

Alibaba: the Yangtze River Crocodile

Richard Whittington

Jack Ma, founder of Alibaba.
Source: Eugenio Loreto/EPA-EFE/Shutterstock

In late 2018, Jack Ma, founder of China’s largest
e-commerce company Alibaba, announced shock news: in
the coming year, he would step aside as company Chairman
in favour of the Chief Executive, Daniel Zhang. Jack Ma had
been Alibaba’s charismatic leader for two decades. But Ma
made it clear that he was not disappearing altogether: he
remained a major shareholder and would be a permanent
member of the 36 strong ‘partnership’ that nominated
the majority of the company’s board of directors. A senior
banking analyst observed of Ma:’He has been the spiritual
leader of the company since he founded it, and everyone
looks up to him. People call him Teacher Ma. That means
people are not looking at him as manager or chief execu-
tive or chairman — they are looking to him for guidance.’

The new Chairman and Chief Executive Daniel Zhang
was more of a professional manager than the entrepre-
neurial Ma. Educated in China, he had begun his career
in the accounting firms Arthur Andersen and PwC before
joining Alibaba in 2007. One of Zhang's great successes
at Alibaba had been the idea of making Singles’ Day in
November a national festival of shopping, all served
by Alibaba’s online commerce businesses of course.
Recently Zhang has rolled out Singles’ Day internationally,
backed by his experience in international firms. During a
company-wide strategy session soon after becoming Chief
Executive in 2015, he said: 'We must absolutely globalize.
We will organize a global team and adopt global thinking
to manage the business and achieve the goal of global buy
and global sell.

Jack Ma and colleagues had launched Alibaba in 1999
as China’s first business-to-business portal connecting
domestic manufacturers with overseas buyers. Since
then, the Group has grown in many directions. 1688.com
was founded for business-to-business trade within China.
Alibaba’s Taobao Marketplace serves small businesses and
individuals. Tmall.com provides electronic shop fronts to
help overseas companies such as Nike, Burberry and
Decathlon to reach Chinese consumers. Juhuasuan offers
daily deals on everything from toys to laptops. Behind
all this are Alibaba’s enormous server farms, which form
the basis for another market-leading business, cloud
computing. There is also Alipay, effectively under Ma's
personal control but functioning as the Group’s equivalent
to PayPal, which processes most Group transactions. One
way or another, it is possible for Alibaba’s customers to
trade almost anything: the American security services have
even set up a sting operation on Alibaba to catch traders
selling uranium to Iran. In 2018, Alibaba had approaching
58 per cent of the e-commerce market in China, the largest
e-commerce market in the world. In 2015, Alibaba had
invested in the Indian e-commerce business Snapdeal and
the following year it bought a majority stake in the Singa-
pore e-commerce business, Lazada. The company also
had strong positions in Brazil and Russia. International
e-commerce represented nearly 7 per cent of the
company's sales in the last quarter of 2018 (about $1,247m
out of total quarterly sales of $17,057m: see also Table 1).

Alibaba had always had an international bent. Jack
Ma had started his career as an English language teacher
in the city of Hangzhou, capital of the prosperous prov-
ince of Zhejiang and not very far from Shanghai. Ma had
discovered the Internet on his trips to the United States in
the mid-1990s. As early as 2000, Ma had persuaded both
the leading American investment bank Goldman Sachs
and the Japanese internet giant Softbank to invest. The
then ascendant American internet company Yahoo had
bought nearly a quarter of the Group in 2005. Even after
Alibaba went public in 2015, SoftBank still held 32.4 per
cent of the shares and Yahoo 15 per cent. The Alibaba
Group board counted as members Yahoo's founder Jerry
Yang, Softbank’s founder Masayoshi Son and Michael
Evans, former vice-chairman of Goldman Sachs. Even so,
Jack Ma was ambivalent about Western investors: ‘Let
the Wall Street investors curse us if they wish!’, Ma had
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Table 1 Key statistics

2010 2012
Alibaba Group Sales Yuan bn 6.7 20.0
Chinese GDP Yuan Tr. 40.4 53.4
Chinese online retail sales Yuan Tr. 0.5 1.3
Per cent of Chinese using Internet 34.3 41.0

2014 2015 2016 2017 2018
52.5 76.2 101.1 158.3 250.3
64.4 68.9 74.4 82.7 90.0

2.8 3.9 5.2 7.2 n.a.
46.0 50.3 52.2 55.8 n.a.

Sources: Statistical Report on Internet Development in China; InternetLiveStats.com; Statista.com. One Yuan = €0.13; $0.15; £0.11.

proclaimed at a staff rally. "We will still follow the principle
of customers first, employees second and investors third!”

Strictly, overseas investors do not directly own stakes
in the Alibaba Group, instead owning shares in a shell
company — a so-called variable interest entity (VIE) — that
has a contractual claim on Alibaba’s profits. This VIE struc-
ture isa common way for Western-listed Chinese firms to get
around Beijing’s foreign-ownership rules. But the Chinese
government could close the loophole at any time, and it
gives foreign shareholders limited recourse against abuses
by Chinese companies’ managers. Ironically, the most notor-
ious VIE controversy so far involved Alibaba’s Jack Ma, who
in 2011 separated Alipay from the rest of the Group without
board approval. Ma said new Chinese regulations forced him
to make the move. Yahoo was only told about the spin-off
five weeks after it had happened. A fundraising round for
Alipay's new parent company valued Alipay at nearly $50bn.

Jack Ma cultivated important relationships within China
as well as abroad. Early on he socialised with a group of
businessmen known as the Zhejiang Gang, because of
their common roots in the province whose capital was
Ma'’s home city of Hangzhou. Prominent members of this
group included some of China’s most successful entrepren-
eurs: for example, Guo Guangchang of the huge divers-
ified Fosun Group; Shen Guojun of China Yintai Holdings,
a retail property developer; and Shi Yuzhu, of the online
gaming company Giant Interactive.

Alibaba'’s relationship with the Chinese government is
hard to read. Jack Ma insists that he has never taken loans
or investment from the Chinese government or its banks:
he had gone to overseas investors instead. However, given
that a third of Chinese business activity is carried out
within state-owned enterprises, the government is bound
to be in close liaison with the dominant national player in
e-commerce. Ma explained his philosophy as: ‘Always try to
stay in love with the government, but don't marry them.’
The Alibaba Group has built up its political connections.
Tung Chee-hwa, Hong Kong's first chief executive after its
return to China, served on its board of directors. Alibaba

has also allied with several so-called ‘princelings’, children
of important political leaders. Princeling investors include
Winston Wen, son of a former Chinese premier; Alvin
Jiang, grandson of a former Chinese President; He Jinlei,
son of a former Politburo member and a senior manager
of the state Chinese Development Bank; and Jeffrey Zang,
son of a former vice premier and a senior manager at
China’s state sovereign wealth fund, Citic Capital.

Given Chinese President Xi Jinping’s sweeping political
and economic reform campaign, there are no guarantees
of Alibaba’s position domestically. In 2015, princeling
investor He Jinlei's older brother was placed under house
arrest because of accusations of corruption. 2015 had also
seen the publication of an investigation by China’s State
Administration for Industry and Commerce into counter-
feit goods and fake listings on the Group’s Taobao site,
leading to a 10 per cent fall in Alibaba’s share price. Jack
Ma commented on his relations with Chinese regulators:
‘Over the past two years, not only was | a very controver-
sial figure, but also these days, the disputes are bigger
and bigger.’ He continued, ‘I, too, felt puzzled, sometimes
wronged — how did things become this way?' Nonetheless,
Ma promised to clean up the site. In 2018, in an apparent
reproof, Chinese state media let out the news, previously
withheld, that Jack Ma was a longstanding member of the
Chinese Communist Party.

President Xi Jinping’s reform campaigns were partly
in response to changing economic conditions in China.
After three decades of double-digit growth, China’s
growth rate has slowed to around 7 per cent a year more
recently (see Table 1). Such growth is very respectable
by world standards. Besides, faced with rising domestic
concern about the environment, President Xi was happy
to restrain the expansion of high polluting industries such
as cement, coal and steel. At the same time, the Chinese
government was promoting e-commerce as a key area for
future economic growth. However, there were causes for
concern. Many local authorities and firms had borrowed
heavily on expectations of higher growth, and there
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were fears that financial institutions had over-lent. Some
warned of a consequent crash. Moreover, it was hard to
see China’s growth rate picking up again, on account of
an aging population and the drying up of the traditional
supply of young labour from rural villages: the Chinese
labour force participation rate has dropped from a high
of 79 per cent in 1990 to 69 per cent by 2017. Although
the government relaxed the famous one-child per family
rule in 2013, Chinese parents are still reluctant to have
more children because of the cost of housing and good
education in the main urban centres. It is predicted that by
the early 2030s, about a quarter of China’s population will
be over 65 (against 17 per cent in the United Kingdom).
Slower economic growth in China overall is being
matched by a slowing in the rate of growth of the Chinese
e-commerce market (see Table 1).

At the same time, Alibaba faces greater competition
in its home market. A decade ago, Alibaba had seen off
an attack by American rival eBay in the Chinese market
with a fierce price-war. Jack Ma had proclaimed: ‘EBay is
a shark in the ocean; we are a crocodile in the Yangtze
River. If we fight in the ocean, we will lose, but if we
fight in the river, we will win.” A combination of cultural,
linguistic and government policy factors kept Western
internet companies at arm’s length in the Chinese
market: Google has been reduced to a market share of
about 1 per cent, while Amazon eventually chose to list
on Alibaba’s TMall site after a decade pushing its own
venture in China.

But now Alibaba’s home-market dominance is facing
a local challenge from the aggressive JD.com. JD.Com's
founder and chief executive Richard Liu has declared a
goal of beating Alibaba to the top position: ‘The compe-
tition makes the two companies stronger. I'm actually
enjoying competing.’ While Alibaba depended for a long
time on China’s unreliable postal service to get its goods
to customers’ doors, JD.com has been more like Amazon
in investing heavily in its own distribution centres and
delivery services. By 2018, JD.com had 16.3 per cent of
China’s e-commerce market. Tencent, China’s largest
social networking and online games company, has taken
a 15 per cent stake in JD.com, giving the challenger access
to more than 890 million users of its WeChat phone
messaging app. WeChat allows users to scan product bar

codes with their smartphone cameras to make instant
purchases through JD.com. Mobile commerce is increas-
ingly important in China, with 788 million people being
mobile users, 98 per cent of the country’s total user base
in 2017. Mobile has been a challenge for Alibaba’s tradi-
tional PC-based retail model, but the company has been
catching up with about 80 per cent of its e-commerce
business on mobile devices by 2017.

In a context of slower Chinese growth and increased
domestic competition, the internationalisation strategy
of Alibaba’s new Chairman Daniel Zhang seemed to make
sense. However, Zhang faced one major challenge: resist-
ance in the world'’s second largest e-commerce market,
the United States. In January 2017, the first month of the
new American Presidency, Jack Ma had met Donald Trump
in New York and promised that Alibaba’s investment
in the United States would bring one million new jobs
to America. Alibaba invested in two large data centres
for its expanding cloud computing business. However,
the United States was the home of Amazon, Micro-
soft and Google, all with vast cloud businesses of their
own. Besides, nationalist Donald Trump was imposing
boycotts on Chinese technology companies and threat-
ening tariffs. At the end of 2018, Alibaba announced the
winding down of its cloud computing operations in the
United States. For the Yangtze River crocodile, attacking
the ocean sharks in their home seas may have been a step
too far.

Main case sources: China Daily, 8 and 13 May 2015; Financial Times,
9 September 2014 and 14 September 2018; South China Morning Post,

12 February 2015; Washington Post, 23 November 2014; Wall Street
Journal, 4 December 2018.

Questions

1 Carry out a PESTEL analysis of Alibaba at the time of the
case. Evaluate the balance of opportunities and threats,
using the same kind of figure as in lllustration 2.1.

2 Draw a basic sociogram of Alibaba’s network (see
Section 2.2.3 and Figure 2.5): some simplification may
be necessary. Explain why Alibaba’s network might be
useful.
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Industry and sector analysis
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critical success factors 84 framework to analyse industries or sectors: rivalry, threat of
industry 63 entrants, substitute threats, customer’s power and supplier
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3.1 Introduction

3.1 Introduction

In the last chapter we considered how the broad macro-environment influences opportu-
nities and threats. The impact of these general factors tends to surface in the immediate
environment of the specificindustry or sector and this nearby environment is the focus of this
chapter. For example, Samsung's strategy depends on the smartphone industry: here it must
take account of competitors’ strategies, customers’ needs, and the supply of phone compo-
nents, for example microchips. Similarly, a hospital needs to consider actors in the healthcare
sector including clients, other healthcare providers and the supply of healthcare inputs such as
pharmaceuticals. This suggests that it is crucial for managers to carefully examine the industry
or sector and the actors these involve carefully in order to determine what strategy to pursue.

The focus here is thus on the middle ‘industry’ and ‘sector’ layer in Figure 2.1 (see page 35),
which involves central actors that influence an organisation’s long-term survival and success
including competitors, customers or clients, and suppliers. An industry is a group of firms
producing products and services that are essentially the same.’ Examples are the auto-
mobile industry and the airline industry. Industries are also often described as ‘sectors’,
especially in public services (e.g. the health sector or the education sector). Industries
and sectors are often made up of several specific markets or market segments. A market
is a group of customers for specific products or services that are essentially the same
(e.g. a particular geographical market). Thus, the automobile industry has markets in North
America, Europe and Asia, for example.

This chapter examines three main topics and provides different frameworks and concepts
for understanding the industry or sector:

* Industry analysis through the use of the Competitive Five Forces Framework, which exam-
ines five essential industry forces: competitors, customers, potential entrants, suppliers
and substitutes. One additional factor is complementors and the related phenomenon
network effects. Together these forces and factors provide an understanding of industry
attractiveness and competitive strategy.

* Fundamental industry structures and dynamics, which include examinations of underlying
economic industry types and how industries evolve through industry life cycles, which might
influence changes in the five forces that can be examined with a comparative five force analysis.

* Competitor groups and segments including examinations of strategic groups, groups of
organisations with similar strategies and of market segments, groups of customers with
similar needs. This focus provides a more fine-grained understanding of competition
within an industry or sector.

The structure and topics of this chapter are summarised in Figure 3.1.

Figure 3.1 Industry and sector environments: the key topics

[ Industry analysis ]
[ Industry types and dynamics ]
[ Competitor groups and segments ]
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3.2 Industry analysis

Industries vary widely in terms of their long-term attractiveness, as measured by how easy
it is for participating firms to earn high profits. A key determinant of profitability is the
extent of competition and the strength of buyers and suppliers and this varies between
industries. Where competition and buyer and supplier strengths are low, and there is little
threat of new competitors, participating firms should normally expect good profits. Prof-
itability between industries can thus vary considerably; for example, the pharmaceutical
industry has performed very well historically while others, like the airline industry, have
underperformed.?

Porter’s Five Forces Framework? assists industry analysis and helps to identify
industry attractiveness in terms of five competitive forces: (i) extent of rivalry
between competitors; (ii) threat of entry; (iii) threat of substitutes; (iv) power of
buyers; and (v) power of suppliers. These five forces together determine an industry’s
‘structure’ and its attractiveness (see Figure 3.2). Once this has been understood, the
five forces can help set an agenda for action on various critical issues: for example, what

Figure 3.2 The Five Competitive Forces Framework

Potential
entrants

Threat of
entry

. Competitive
Suppliers il

Bargaining Bargaining
power power

Threat of
substitutes

Substitutes

Source: Adapted from Competitive Strategy: Techniques for Analyzing Industries and Competitors by Michael E.
Porter, copyright © 1980, 1998 by The Free Press. All rights reserved.
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specific strategy to pursue in order to control excessive rivalry in a particular industry?
Managers should try to find positions where the organisation can best defend itself
against strong competitive forces or where they can influence them in its favour. The rest
of this section first discusses how to define the scope of an industry and then introduces
each of the five forces in more detail and discusses the implications of these for strategy.
Illustration 3.3 (see page 74) summarises industry and sector analysis and provides an
overview of its various steps.

3.2.1 Defining the industry

One of the primary issues for managers is to identify the arena of competition. The first
step in an industry analysis is thus to define the industry. If defined incorrectly there is a
risk that significant strategy aspects are overlooked. There are three fundamental issues to
consider here. First, and most generally, the industry must not be defined too broadly or
narrowly. For example, if an entrepreneur considers starting a taxi business in Stockholm and
makes an industry analysis it would be much too broad to define the industry as ‘the Swedish
personal transportation industry’ while ‘the minicab industry in central Stockholm’ would be
too narrow. The first definition would include such a wide variety of actors that the analysis
risks becoming meaningless, while the second risks excluding important competitors (e.g.
taxi firms from the suburbs).

Secondly, the broader industry value chain needs to be considered. Different industries
often operate in different parts of a value chain or value system and should be analysed
separately (see Section 4.4.2 for a discussion of value systems). For example, the iron ore
industry (including companies like Vale, Rio Tinto and BHP Billiton) delivers to the steel manu-
facturing industry (including companies like Mittal Steel and Tata Steel) that in turn deliver
to a wide variety of industries such as automobiles and construction. These three stages in
the broader value chain or system should be analysed separately.

Thirdly, most industries can be analysed at different levels, for example different geogra-
phies, markets and even different product or service segments within them (see Section 3.4.2
below). Thus, the airline industry has different geographical markets (Europe, China and
so on) and it also has different service segments within each market (e.g. leisure, business
and freight). The competitive forces are likely to be different for each of these markets and
segments, with distinct buyers, suppliers and barriers, etc. Michael Porter has his own rule
of thumb here and suggests that you are likely dealing with distinct industries if there are
differences between them in more than one competitive force, or where differences in any
force are large. In brief, it is important to consider both to what extent a market is national,
regional or global (see Section 9.4 for a discussion of degree of internationalisation) and if
product and service segments differ.

Larger corporations are often organised based on diverse markets and segments and
would thus analyse each separately. For example, Electrolux, the Swedish appliance manu-
facturer, organises its major appliances (refrigerators, washing machines, etc.) in regional
geographical markets, but also has two global business segments (small appliances and
professional products) and would analyse all these separately. The specific strategy ques-
tion or organisation at issue might also provide a good indication of how to define the
industry. Sometimes there is no ideal way of drawing the industry boarders. Under these
circumstances the important thing is to draw the industry borders clearly. They must be
drawn consistently when it comes to what actors are inside and outside the industry. In
particularly complex cases it might be necessary to try out both narrower definitions to
identify details and broader ones to avoid overlooking important actors. Finally, industry
borders may change over time depending on macro-environment changes and moves by
competitors (as discussed below in Section 3.3.2).
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3.2.2 The competitive forces

Porter's main message is that where the competitive five forces are strong, industries are not
attractive to compete in. Excessive competitive rivalry, powerful buyers and suppliers and
the threat of substitutes or new entrants will all combine to squeeze profitability. Although
initially developed with businesses in mind, the Five Forces Framework is relevant to most
organisations. It can provide a useful starting point for strategic analysis even where profit
criteria may not apply. In the public sector, it is important to understand how powerful
suppliers can push up costs; in the charity sector it is important to avoid excessive rivalry
within the same sector and market. Not-for-profits may also want to consider how likely a
grant provider for an organisation or member of a charity organisation would substitute for
someone else providing similar services.

It's important to keep in mind that the whole industry is in focus when making a five
forces analysis rather than an individual firm or group of firms. It often makes sense to start
the analysis with rivalry as it defines the various core players from the very beginning and
this is thus discussed first below.

Competitive rivalry

At the centre of five forces analysis is the rivalry between the existing players —‘incumbents’ -
in an industry. The more competitive rivalry there is, the worse it is for incumbents. Compet-
itive rivals are organisations aiming at the same customer groups and with similar products
and services (i.e. not substitutes). In the European airline industry, Air France and British
Airways are rivals; high-speed trains are a ‘substitute’ (see below). Five factors tend to define
the extent of rivalry in an industry or market:

* Competitor concentration and balance. Where competitors are numerous or of roughly
equal size or power there is the danger of intensely rivalrous behaviour as competitors
attempt to gain dominance over others, through aggressive price cuts for example.
Conversely, less rivalrous industries tend to have one or two dominant organisations,
with the smaller players reluctant to challenge the larger ones directly (e.g. 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 associ-
ated with price competition and low profitability. The industry life cycle influences growth
rates, and hence competitive conditions (see Section 3.3.2).

* High fixed costs. Industries with high fixed costs, perhaps because they require high invest-
ments in capital equipment or initial research, tend to be highly rivalrous. Companies
will seek to spread their fixed costs (i.e. reduce unit costs) by increasing their volumes: to
do so, they typically cut their prices, prompting competitors to do the same and thereby
triggering price wars in which all competitors 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 overcapacity in the industry, leading to increased competition to use
capacity.

* High exit barriers. The existence of high barriers to exit — in other words, high closure or
disinvestment costs — tends to increase rivalry, especially in declining industries. Excess
capacity persists and consequently incumbents fight to maintain market share. Exit barriers
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might be high for a variety of reasons: for example, high redundancy costs or high invest-
ment in specific assets such as plant and equipment which others would not buy.
Low differentiation. In a commodity market, where products or services are poorly differenti-

ated, rivalry is increased because there is little to stop customers switching between compet-
itors and the only way to compete is on price. Petrol is a commodity market, for instance.

The threat of entry

How easy it is to enter the industry influences the degree of competition. The greater the
threat of entry, the worse it is for incumbents in an industry. An attractive industry has high
barriers to entry that reduce the threat of new competitors. Barriers to entry are the factors
that need to be overcome by new entrants if they are to compete in an industry. Illustra-
tion 3.1 describes the entry barriers into the banking industry and the obstacles they provide
for new entrants. Five important entry barriers are:

Scale and experience. In some industries, economies of scale are extremely important: for
example, in pharmaceuticals where there are extremely high fixed costs for extensive R&D
and marketing that must be spread over high levels of output (see Chapter 7 for further
details on economies of scale). Once incumbents have reached large-scale production, it will
be very expensive for new entrants to match them and until they reach a similar volume
they will have higher unit costs. Barriers to entry also come from experience curve effects
that give incumbents a cost advantage because they have learned how to do things more
efficiently than an inexperienced new entrant could possibly do (see Section 7.3.1). Until the
new entrant has built up equivalent experience over time, it will tend to produce at higher
cost. In addition to these supply-side economies of scale there are ‘demand or buyer side’
economies of scale, or so called network effects in some industries, as buyers value beingin a
‘network’ of a large number of other customers (see Section 3.2.3 below for further details).

Access to supply or distribution channels. In many industries incumbents have had control
over supply and/or distribution channels. Sometimes this has been through direct owner-
ship (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 (e.g. Dell Computers
and Amazon). Similarly, incumbents may have cost or quality advantages not available to
entrants, including access to proprietary technology (e.g. patents), geographical locations
or brand identity (e.g. Coca Cola).

Capital requirements. The level of financial resources needed to enter an industry can
prevent entry. To enter the pharmaceutical industry, for example, huge research and
development investments over many years are needed. While large corporations may
have access to the capital needed it may limit the number of likely entrants.

Legislation or government action. Legal restraints on new entry vary from patent protec-
tion (e.g. pharmaceuticals), to regulation of markets (e.g. pension selling), through to
direct government action (e.g. tariffs). Of course, organisations are vulnerable to new
entrants if governments remove such protection, as has happened with deregulation of
the airline industry over the last couple of decades.

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.
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lllustration 3.1 Busted banking barriers?

The barriers to entry into the retail banking industry have traditionally been very
high, but there are signs they could possibly be tumbling.

The high barriers to entry in financial services include structural
barriers due to basicindustry conditions such as economies of
scale, network effects and regulation. The latter is significant
in this particular industry; to protect the safety and stability
of the financial system there are high regulatory walls. While
incumbents may complain as authorities introduce new regu-
lations, they often promote them once they adapted to them
as regulations raise barriers for new entrants. Hence, they tend
to exploit and lobby for structural regulation barriers to their
own advantage to keep competitors out.

In the UK regulative and other barriers have resulted in
the 'Big Five’ domination: HSBC, Barclays, Royal Bank of Scot-
land, Lloyds and Santander. Other markets are very similar
with a ‘Big Five' in Canada, ‘Big Threes’ in Spain and the
Netherlands and a ‘Big Four’ in Sweden. In the aftermath of
the 2008 financial crisis regulations have increased further.
The dilemma for regulators is that they have two partly
conflicting objectives. First, to secure the stability of the
financial system they need to have capital requirements and
otherstrict regulations for banks. The second aim is to deliver
more efficiency and more services for customers through
increased competition. To act on this second objective regu-
lators have started to encourage more entrants and assist
them to find cracks in the barriers without totally breaking
them. For example, Managing Director of Britain's Payment
Systems Regulator, Hannah Nixon, proposes:

‘There needs to be a fundamental change in the industry
to encourage new entrants to compete on service, price
and innovation in an open and transparent way.’

UK's financial regulators have even launched a start-up
unit to help new players to enter, as Andrew Bailey, former
CEO of the Prudential Regulation Authority, explained:

‘The New Bank Start-Up Unit builds on the work we
have already done to reduce the barriers to entry for

prospective banks, which has led to twelve new banks
now authorised since April 2013.”

It remains to be seen if competition will increase, but
adding to the regulators’ efforts is a new breed of potent
rivals that may prove more powerful. Helped by new IT
technologies, software and mobile banking there are over
a hundred so-called ‘fintech’ (finance and technology)
start-ups, as confirmed in a Deloitte report:

‘New, agile and hitherto unregulated players are
emerging and are disintermediating the traditional
incumbents [reducing the use of intermediaries between
banks and consumers].’

Even if incumbent banks also try to jump on this fintech
bandwagon they may not be able to dominate it. In contrast
to the flourishing fintech start-ups they are often bound by
current regulations as the report continued:

‘Regulation is making it harder to innovate and grow,
whilst legacy strategy, infrastructure and thinking, are
preventing the existing players from responding aggres-
sively from this threat'.

Sources: E. Robinson, BloombergBusiness, 16 February 2016; H. Jones,
Reuters, 25 February 2016; Financial Conduct Authority, 20 January
2016; J. Cumbo, Financial Times, 6 December 2015.

Questions

1 Evaluate the strengths of the banking industry’s entry
barriers according to Porter’s criteria.

2 How would you evaluate the behaviour of banks
trying to keep competition out from an ethical point
of view?

68



3.2 Industry analysis

The threat of substitutes

Substitutes are products or services that offer the same or a similar function and benefit to an
industry’s own products or services, but have a different nature. For example, aluminium is a
substitute for steel; a tablet computer is a substitute for a laptop; charities can be substitutes
for public services. Managers often focus on their competitors in their own industry, and
neglect the threat posed by substitutes. Substitutes can reduce demand for a particular type
of product as customers switch to alternatives — even to the extent that this type of product
or service becomes obsolete. However, there does not have to be much actual switching for
the substitute 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 trains 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:

* 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. If the
buyers’ switching costs for the substitute are low the threat increases. The higher the
threat, the less attractive the industry is likely to be.

* 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 advantage in some automobile manu-
facturing applications. It is the ratio of price to performance that matters, rather than
simple price.

The power of buyers

Buyers are the organisation’s immediate customers, not necessarily the ultimate consumers.
If buyers are powerful, then they can demand low prices or costly product or service
improvements.

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

* Concentrated buyers. Where a few large customers account for the majority of sales, buyer
power is increased. This is the case for items such as milk in the grocery sector in many
European countries, where just a few retailers dominate the market. If a product or service
accounts for a high percentage of total purchases of the buyer their power is also likely
to increase as they are more likely to ‘'shop around’ to get the best price and therefore
‘squeeze’ suppliers more than they would for more trivial purchases.

* Low switching costs. Where buyers can easily switch between one supplier and another,
they have a strong negotiating position and can squeeze suppliers who are desperate
for their business. Switching costs are typically low for standardized and undifferentiated
products commodities such as steel. They are also likely to be low when the buyers are
fully informed about prices and product performance.

* Buyer competition threat. If the buyer has the capability to supply itself, or if it has the
possibility of acquiring such a capability, it tends to be powerful. In negotiation with its
suppliers, it can raise the threat of doing the suppliers’ job themselves. This is called back-
ward vertical integration (see Section 8.5), moving back to sources of supply, and might
occur if satisfactory prices or quality from suppliers cannot be obtained. For example, some
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steel companies have gained power over their iron ore suppliers as they have acquired
iron ore sources for themselves.

* Low buyer profits and impact on quality. For industrial or organisational buyers there are two
additional factors that can make them price sensitive and thus increase their threat: first, if
the buyer group is unprofitable and pressured to reduce purchasing costs and, second, if
the quality of the buyer’s product or services is little affected by the purchased product.

It is very important that buyers are distinguished from ultimate consumers. Thus for
companies like Procter & Gamble or Unilever (makers of shampoo, washing powders and
so on), their buyers are retailers such as Carrefour or Tesco, not ordinary consumers. Carre-
four and Tesco have much more negotiating power than an ordinary consumer would
have. The high buying power of such supermarkets is a strategic issue for the companies
supplying them. It is often useful therefore to distinguish ‘strategic customers’, powerful
buyers (such as the retailers) towards whom the strategy should be primarily orientated.
In the public sector, the strategic customer is typically the provider of funds, rather than
the consumer of services: for a pharmaceutical company, the strategic customer is the
hospital, not the patient.

The power of suppliers

Suppliers are those who supply the organisation with what it needs to produce the product
or service. As well as fuel, raw materials and equipment, this can include labour and sources
of finance. The factors increasing supplier power are the converse to those for buyer power.
Thus supplier power is likely to be high 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, still relatively fragmented, in a weak negotiating
position for this essential raw material.

* High switching costs. 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 Micro-
soft knows it.

* Supplier competition threat. Suppliers have increased power where they are able to enter
the industry themselves or 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.

* Differentiated products. When the products or services are highly differentiated, suppliers
will be more powerful. For example, although discount retailers like Walmart are extremely
powerful, suppliers with strong brands, like P&G with Gilette, still have high negotiating
power. Also, if there is no or few substitutes for the input the supplier group will be more
powerful, like pilots’ unions in the airline industry.

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, suppliers can capture all their
buyers’ own potential profits simply by raising their prices. Star football players have
succeeded in raising their rewards to astronomical levels, while even the leading football
clubs — their ‘buyers’ — struggle to make money. Similarly, pilots’ unions have significant
power over airlines.
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3.2.3 Complementors and network effects

Some industries may need the understanding of a sixth factor (or 'force’), organisations
or companies that are complementors rather than simple competitors. An organisation
is your complementor if it enhances your business attractiveness to customers or
suppliers.* On the demand side, if customers value a product or service more when they
also have the other organisation’s product there is a complementarity with respect to
customers. For example, app providers are complementors to Apple and other smart-
phone and tablet suppliers because customers value the iPhone and iPad more if there
are a wide variety of appealing apps to download. This suggests that Apple and other
actors in this industry need to take the app providers into consideration when forming
their strategies. On the supply side another organisation is a complementor with respect
to suppliers if it is more attractive for a supplier to deliver when it also supplies the
other organisation. This suggests that competing airline companies, for example, can
be complementary to each other in this respect because for a supplier like Boeing it
is more attractive to invest in particular improvements for two customers rather than
one. Complementarity implies a significant shift in perspective. While Porter’s Five Forces
sees organisations as battling against each other for share of industry value, comple-
mentors may cooperate to increase the total value available. Hence, this suggests that
both value-creating cooperation as well as competition need to be considered in an
industry analysis: this combination of competition and collaboration together is some-
times described as co-opetition.”

Customers may not only value a product more if they also have another product or
service as discussed above, but if other customers use the same product or service. When
this is the case the product or service shows network effects or network externalities.
There are network effects in an industry when one customer of a product or service
has a positive effect on the value of that product for other customers. This implies
that the more customers that use the product, the better for everyone in the customer
network.® For example, the value of the online auction site eBay increases for a customer
as the network of other sellers and buyers grows on the site. The more goods that are
offered on the site, the better for customers and this makes eBay'’s site and services more
attractive to users than smaller competitors. Network effects are very important for
Facebook too (see Illustration 3.2). Network effects can make an industry structurally
attractive with high barriers to entry, low intensity of rivalry and power over buyers as
entrants and rivals can’'t compete with other companies’ larger networks and buyers
become locked into them. If these effects are present in an industry they need to be
carefully analysed to understand the industry structure and strategic positioning.” For
hardware and software computer products the number of users in a network is often
referred to as an ‘installed base’.

In some industries complementors and network effects work in tandem. In the smart-
phone and tablet industries, for example, they operate in two steps. First, app providers
are complementors to Apple as customers are more attracted to the iPhone and iPad if
there are many apps. Second, when more customers are attracted to these products the
network of users grows, which increases the user value even further. For Apple then the
complementary app providers attract more users and this in turn provides for network
effects that attract even further users. Other industries where competitors need to
consider both complementors and network effects are video gaming (e.g. Nintendo) and
computer operation systems industries (e.g. Microsoft). These two latter industries are
sometimes considered to be ‘platform’ businesses and this is discussed in Chapter 7 (see
Section 7.4.2).
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lllustration 3.2 Facebook’s network fears

Considering Facebook’s dominance, they should have nothing to fear, but internet
history is littered with fast rising and fast falling social networks.

Mark Zuckerberg, Facebook CEO
Source: REUTERS/Alamy Stock Photo

With over 1.75bn users Facebook is not only the largest
social network globally, but it controls the second, third
and seventh largest networks: WhatsApp (1.5bn), Facebook
Messenger (1.3bn) and Instagram (1bn). It seems it is well
ahead of everyone else in network effects and has created
high switching costs for users to move to another social
network. When users have built up a set-up of perhaps
hundreds of friends and have archives of their whole
life including photos they don’t easily switch to another
company and network just because it's something fresh.
Nevertheless, despite Facebook’s clear lead, history
shows it’s far from obvious that any social network incum-
bent can stay relevant and dominate long term. Friendster
pioneered the online community in 2002, three years before
Facebook, and gained over three million users within a
year; attracting tens of millions of users at its height. It was,
however, soon overtaken by MySpace that appealed to even
more and younger users with their hip features including
music and music videos. By 2008 it was the leading US social
networking site with over 75m users and consistently ahead
of Facebook in traffic. However, soon Facebook started to
attract teenagers with its new features with corresponding
losses for MySpace. This illustrates that social networks
quickly can gain millions of users and huge valuations, but
can just as quickly face slowing growth, users leaving in

millions and final collapse. Further back in internet history
there are several other implosions of those with social
network ambitions: BBS, CompuServe, AOL, etc.

Founder and CEO Mark Zuckerberg has, however, seen
the threats and acted. Instagram was acquired in 2012
when it was becoming the biggest mobile photo-sharing
service with many younger users posting content there
rather than on Facebook’s own web-based photo service.
Next was the messaging service WhatsApp: it was bought
in 2014 as users started to move their activities to mobile
platforms. To fence off LinkedIn and Snapchat it launched
"Workplace’ and ‘Facebook Stories’ respectively. Not even
Google has managed to remove Facebook from the social
networking throne. Google’s first social networking effort
Buzz was based on its Gmail service, but it never managed
to attract enough users. Many Facebook users tried their
next and even bigger bet, Google Plus, but soon discovered
that not many of their friends followed so they returned to
Facebook.

Facebook remains unbeaten and has perhaps learned
from social networking history. With its current valuation it
can possibly continue to make defensive acquisitions when
users get attracted to competing platforms, content and
media. But how long will it last? Some question Facebook'’s
staying power and claim it’s quite possible it will be over-
taken. Mark Zuckerberg, however, only sees this as inspir-
ation to build Facebook even stronger:

‘This is a perverse thing, personally, but | would rather
be in the cycle where people are underestimating us. It
gives us latitude to go out and make big bets that excite
and amaze people.

Sources: Statista 2018; R. Waters, Financial Times, 29 January 2016; J.
Gapper, financial Times, 12 April 2015; P. Economy, Inc.com, 26 March
2015; A Liu, digitaltrends.com, 5 August 2014; R. Waters, Financial
Times, 21 February 2014; J. Gapper, Financial Times, 3 October 2013.

Questions

1 Why is Facebook so powerful? Would you switch to
another social network if it had better features even if it
was considerably smaller?

2 What other social media networks and apps do you use
that you think could beat Facebook? Why?
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3.2.4 Implications of the Competitive Five Forces

The Five Forces Framework provides several useful insights into the forces at work in the
industry or market environment of an organisation. The objective is more than simply listing
the strength of the forces and their underlying driving factors. It is rather to determine
whether the industry is a good one to compete in or not and to conclude whether there are
advantageous strategic positions where an organisation can defend itself against strong
competitive forces, can exploit weak ones or can influence the forces in its favour. The aim
of the five forces analysis is thus an assessment of the attractiveness of the industry and any
possibilities to manage strategies in relation to the forces to promote long-term survival
and competitive advantage. As lllustration 3.3 shows, these considerations make up the last
three steps in an industry analysis together with an assessment of industry change, which is
discussed in the next section. When each of the five forces has been evaluated, the next step
is thus to understand the implications of these:

* Which industries to enter (or leave)? One important purpose of the Five Forces Framework
is to identify the relative attractiveness of different industries: industries are attractive
when the forces are weak. In general, entrepreneurs and managers should invest in indus-
tries where the five forces work in their favour and avoid, or disinvest from, markets where
they are strongly unfavourable. Entrepreneurs sometimes choose markets because entry
barriers are low: unless barriers are likely to rise quickly, this is precisely the wrong reason to
enter. Here it is important to note that just one significantly adverse force can be enough
to undermine the attractiveness of the industry as a whole. For example, powerful buyers
can extract all the potential profits of an otherwise attractive industry structure by forcing
down prices. Chapter 8 further examines these strategic choices and corporate strategy and
what to consider when deciding whether to invest into or divest out of various industries.

® How can the five forces be managed? Industry structures are not necessarily fixed but can
be influenced by deliberate managerial strategies. Managers should identify strategic
positions where the organisation best can defend itself against strong competitive forces,
can exploit weak ones or can influence them. As a general rule, managers should try to
influence and exploit any weak forces to its advantage and neutralise any strong ones.
For example, if barriers to entry are low, an organisation can raise them by increasing
advertising spending to improve customer loyalty. Managers can buy up competitors to
reduce rivalry and to increase power over suppliers or buyers. If buyers are very strong,
an organisation can try to differentiate products or services for a specific customer group
and thus increase their loyalty and switching costs. One approach to finding differenti-
ated positions that include weaker forces is ‘Blue Ocean’ thinking, which is discussed in
Section 3.4.3 below. Managing and influencing industry structure involves many issues
relating to strategic choices and business strategy and will be a major concern of Chapter 7.

* How are competitors affected differently? Not all competitors will be affected equally by
changes in industry structure, deliberate or spontaneous. If barriers 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 3.4.1).

Although originating in the private sector, five forces analysis can have important implications
for organisations in the public and charity sectors too. For example, the forces can be used to
adjust the service offer or focus on key issues. Thus, it might be worth switching focus from
an arena with many crowded and overlapping services (e.g. 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.
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lllustration 3.3 Steps in an industry analysis

There are several important steps in an industry analysis before and after analysing

the five forces.

Emily wants to start a coffee shop and perhaps even try to
grow the business into several outlets. She needs to consider
the following steps and questions:

1 Define the industry clearly. Do the actors in the indus-
try face the same buyers, suppliers, entry barriers and
substitutes?

e Vertical scope: What stages of the industry value
chain/ system?

e Product or service scope: What products or services?
Which ones are actually parts of other, separate
industries? What segments?

* Geographic scope: Local, national, regional or global
competition?

Emily should consider that many diverse businesses serve cof-
fee. They include not only local cafés and coffee shop chains,
but fast food chains, kiosks and restaurants. The definition
also depends on whether Emily intends to start in an urban
or rural area.

2 Identify the actors of each of the five forces and, if rele-
vant, define different groups within them and the basis
for this. Which are the. ..

e competitors that face the same competitive forces?
(compare point 1 above)

e buyers and buyer groups (e.g. end customers vs.
intermediaries, individual vs. organisational)?

e suppliers and supplier groups (e.g. diverse supplier
categories)?

e potential entrants?

e substitutes?

Given a clear industry definition the identification of the actors
for each force should be rather straightforward for Emily, but
groups within them need to be considered. On the supplier
side, for example, they not only include inputs like coffee, but
also the landlord of the premises and labour supply.

3 Determine the underlying factors of and total strength
of each force.
e Which are the main underlying factors for each
force? Why?
e Which competitive forces are strong? Which are
weak? Why?

Not all underlying factors on the five force checklists will be
equally relevant for Emily. With respect to buyers, for exam-
ple, the products’ degree of standardisation and prices matter
most, while others are less important.

4 Assess the overall industry structure and attractiveness.
e How attractive is the industry? Why?
e Which are the most important competitive forces?
Which control profitability?
e Are more profitable competitors better positioned in
relation to the five forces?

For Emily several of the forces are quite strong, but some are
relatively more important for profitability. In addition, some
competitors, like large coffee chains, are better positioned
versus the five forces than others.

5 Assess recent and expected future changes for each force.
e What are the potential positive/negative changes?
How likely are they?
e Are new entrants and/or competitors changing the
industry structure in any way?

For example, Emily needs to consider the proliferation of cof-
fee chains during the last few years and that pubs and baker-
ies have improved their coffee offerings lately. Maybe she can
also spot possible changes in consumer trends and growth.

6 Determine how to position your business in relation to
the five forces. Can you:
e exploit any of the weak forces?
e neutralise any of the strong forces?
e exploit industry change in any way?
e influence and change the industry structure to your
advantage?

To cope with the forces Emily could possibly identify a concept
that would attract a certain group of customers even if buy-
ers have many choices in urban areas. This could neutralise
threats from competition and entry somewhat and perhaps
provide loyalty from some customers.

Sources: M.E. Porter, ‘'The five competitive forces that shape strategy’,
Harvard Business Review, vol. 86, no. 1,(2008), pp. 58-77; J. Magretta,

Understanding Michael Porter: The Essential Guide to Competition and
Strategy, Harvard Business Review Press, 2012.

Questions

1 Help Emily and go through each step above. Answer
the questions and make a complete analysis. What is
your assessment of the industry?

2 Based on your analysis: How should Emily handle the

different forces? What strategic options should she
consider?
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3.3 Industry types and dynamics

The Five Forces Framework is the most well-known strategy tool for industry analysis, but it
has to be used carefully. First, industry types and their underlying economic characteristics
should be considered as they have major implications on industry attractiveness and what
competitive strategies are available. Second, even though industry structures are typically
fairly stable they do change, and some can be in flux for considerable periods of time. This
suggests that basic industry types and industry dynamics in competitive forces need to be
considered. This section thus first examines fundamental industry types and then industry
change and dynamics.

3.3.1 Industry types

The Five Forces Framework builds on theories in economics® and it helps to identify the main
types of industry structure. They vary from consolidated industries with just one or a few
firms with high profitability to fragmented ones with many, sometimes thousands, firms
with lower profitability (see Table 3.1). In practice, particular industries are typically not pure
representatives of these types, but nonetheless it is helpful to have these broad categories
in mind in order to compare the attractiveness of industries and likely broad patterns of
competitive behaviour within them. Three basic types are:

* Monopoly. A monopoly is formally an industry with just one firm with a unique product or
service and therefore no competitive rivalry. Because of the lack of choice between rivals
and few entrants, there is potentially very great power over buyers and suppliers. This can
be very profitable. Firms can still have monopoly power where they are simply the dominant
competitor: for example, Google has at least 65% market share of the American search
engine market (some sources state 90%), which gives it price-setting power in the internet
advertising market. Some industries are monopolistic because of economies of scale: water
utility companies are often monopolies in a particular area because it is uneconomic for
smaller players to compete. For this reason the government sometimes gives one firm the
right to be the only supplier of a product or service. Other industries are monopolistic
because of 'network effects’, where a product is more valuable because of the number of
other people using it: Facebook and Microsoft Office are so powerful precisely because so
many are already users.? See lllustration 3.2 for a discussion of Facebook’s dominance.

* Oligopoly. An oligopoly is where just a few often large firms dominate an industry, with
the potential for limited rivalry and threat of entrants and great power over buyers and

Table 3.1 Industry types

Industry structure

Monopoly

Oligopoly

Perfect competition

Characteristics Competitive five forces threats

- One firm Very low
- Often unique product or service
- Very high entry barriers

- Few competitors Varies
- Product and service differences varies
- High entry barriers

- Many competitors Very high
- Very similar products or services
- Low entry barriers
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suppliers. With only a few competitors the actions of any one firm are likely highly influ-
ential on the others: therefore all firms must carefully consider the actions of all others.
The iron ore market is an oligopoly, dominated by Vale, Rio Tinto and BHP Billiton. In
theory, oligopoly can be highly profitable, but much depends on the extent of rivalrous
behaviour, the threat of entry and substitutes and the growth of final demand in key
markets. Oligopolistic firms have a strong interest in minimising rivalry between each
other so as to maintain a common front against buyers and suppliers.'® Where there are
just two oligopolistic rivals, as for Airbus and Boeing in the civil airline industry, the situ-
ation is a duopoly.

* Perfect competition. Perfect competition exists where barriers to entry are low, there are
countless equal rivals each with close to identical products or services, and information
about prices, products and competitors is perfectly available. Competition focuses heavily
on price, because products are so similar and competitors typically cannot fund major
innovations or marketing initiatives to make them dissimilar. Under these conditions,
firms are unable to earn more profit than the bare minimum required to survive. Agri-
culture often comes close to perfect competition (e.g. potatoes, apples, onions, etc.) and
so do street food vendors in major cities. Few markets, however, are absolutely perfectly
competitive. Markets are more commonly slightly imperfect so that products can be differ-
entiated to a certain degree and with information not completely available for everyone.
A number of small firm service industries rather have this character, such as restaurants,
pubs, hairdressers, shoe repairs, but also the shampoo, cereal and toothpaste markets."

It has also been argued that there are 'hypercompetitive industries’. Hypercompetition
occurs where the frequency, boldness and aggression of competitor interactions accelerate
to create a condition of constant disequilibrium and change.'? Under hypercompetition,
rivals tend to invest heavily in destabilising innovation, expensive marketing initiatives and
aggressive price cuts, with negative impacts on profits. Hypercompetition often breaks out in
otherwise oligopolistic industries. Competitive moves under conditions of hypercompetition
are discussed in Section 7.4.2.

Industry structures change over time and industries can evolve from one type to another,
depending on the macro-environment, the degree of industry maturity and competitive
strategies in the industry with consequences for competitive force strengths. These industry
dynamics are discussed next.

3.3.2 Industry structure dynamics

Industry structure analysis can easily become too static: after all, structure implies stability.'3
However, industries are not always stable. To begin with industry borders can change over
time and this needs to be considered when first defining an industry. For example, many
industries, especially in high-tech arenas, are converging. Convergence is where previously
separate industries begin to overlap or merge in terms of activities, technologies, products
and customers.'® Technological change has brought convergence between the telephone,
photographic and the PC industries, for example, as mobile phones have become smart-
phones and include camera and video, e-mailing and document editing functions. Hence,
companies that once were in separate industries, such as Samsung in mobile phones, Sony
in cameras and Apple in computers, are now in the same smartphone industry.

As discussed in the previous chapter the broader macro environment also tends to influ-
ence the more specific industry environment through changes in the industry structure.
These key drivers for change are likely to alter the industry and scenario analyses can be
used to understand possible impacts (see Section 2.4). An illustration of changing industry
structure, and the competitive implications of this, is provided by lllustration 3.4 on the UK
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charity and public sector. This sub-section examines two additional approaches to under-
standing change in industry structure: the industry life-cycle concept and comparative five
forces analyses.

The industry life cycle

The industry life-cycle concept proposes that industries start small in their development or
introduction stage, then go through a period of rapid growth (the equivalent to ‘adoles-
cence’ 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’), and then the final stage of decline
('old age’). The power of the five forces typically varies with the stages of the industry life
cycle (see Figure 3.3).7°

The development stage is an experimental one, typically with few players, 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. Low rivalry and keen buyers of the new product favour profits at this stage,
but these are not certain. Barriers to entry may still be low in the growth stage, as existing
competitors have not built up much scale, experience or customer loyalty. Suppliers can be
powerful too if there is a shortage of components or materials that fast-growing businesses
need for expansion. The shake-out stage begins as the market becomes increasingly satur-
ated and cluttered with competitors (see Illustration 3.4). Profits are variable, as increased
rivalry forces the weakest competitors 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 services tend to standardise, with
relative price becoming key. Buyers may become more powerful as they become less avid
for the industry’s products and more confident in switching between suppliers. Profitability
at the maturity stage relies on high market share, providing leverage against buyers and
competitive advantage in terms of cost. The decline stage can be a period of extreme rivalry,

Figure 3.3 The industry life cycle
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especially where there are high exit barriers, as falling sales force remaining competitors into
dog-eat-dog competition. However, survivors in the decline stage may still be profitable if
competitor exit leaves them in a monopolistic position. Figure 3.3 summarises some of the
conditions that can be expected at different stages in the life cycle.

Itis important to avoid putting too much faith in the inevitability of life-cycle stages. One
stage does not follow predictably after another. First, industries vary widely in the length
of their growth stages. Many internet-based industries have matured quickly and moved
through the stages in less than a decade, for example online travel and dating services.
Second, some industries can rapidly ‘de-mature’ through radical innovation. Thus, the tele-
phony industry, based for nearly a century on fixed-line telephones, rejuvenated rapidly with
the introduction of mobile and internet telephony. Likewise, since the mobile telephony
handset industry matured it has later been revived by the introduction of smartphones
and smartwatches. Anita McGahan of Toronto University warns of the ‘maturity mindset’,
which can leave many managers complacent and slow to respond to new competition.'®
Managing in mature industries is thus not necessarily just about waiting for decline, but
making efforts to reinvent products, services and strategies over time in a potential rejuvena-
tion into a new life cycle. For example, Netflix was active in the DVD rental services industry,
but did not wait for it to decline and die and instead rejuvenated itself as an online movie
and TV show company. It thus now finds itself in a reinvented streaming-content industry
together with Amazon and others. However, even if the various stages are not inevitable,
the life-cycle concept does remind managers that conditions are likely to change over time.
Especially in fast-moving industries, five forces analyses need to be reviewed quite regularly.

Comparative industry structure analyses

The previous section raised the issue of how competitive forces may change over time. The
industry life cycle thus underlines the need to make industry structure analysis dynamic.
This implies that we not only need to understand the current strength of the competitive
forces, but how it may change over time. One effective means of doing this is to compare
the competitive five forces over time in a simple ‘radar plot’.

Figure 3.4 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 Figure 3.4, the industry at Time 0 (represented by the red 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.
Figure 3.4 represents five years forward by the green lines. 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 green lines
is large, suggesting a relatively attractive industry. For a firm confident of becoming 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 anal-
ysis a dynamic aspect. Similar plots can be made to aid diversification decisions (see Chapter 8),
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
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Illustration 3.4 cConsolidation across the UK charity and public

sectors

Consolidating the structure of the UK charity sector and of public sector organisations

may help improve efficiency and services.

The UK charity sector is fragmented with over 180,000 char-
ities including multiple charities for similar causes; 700 char-
ities for blindness, 900 for the armed forces, 500 for animal
welfare, etc. These charities compete for the same fund-
raising and resources and some argue that fragmentation
has resulted in questionable fund-raising techniques, poor
governance and outdated business processes. It has there-
fore been proposed that restructuring and consolidation of
the sectoris needed to help improve efficiency and services.
As stated in a report of the Charity Commission, the regu-
lator for charities in England and Wales:

‘Some people believe that there are too many char-
ities competing for too few funds and that a signif-
icant amount of charitable resource could be saved
if more charities pooled their resources and worked
together... "’

Consolidation of charities has started and according to one
report? there were 129 charities that carried out mergers with
a transfer of £110m to form new organisations in 2014/15.
While many of the mergers or takeovers are smaller — an
average of £2.4m income — there have been larger strategic
deals. For example, Addaction (focused on drug and alcohol
problems) took mental health provider KCA and Breast
Cancer Campaign and Breakthrough Breast Cancer joined
forces. Many small charities are forced into takeovers due to
financial distress because of the overcrowded sector. Leisure
trusts have been very active consolidators with three of the
top ten deals, representing 5 per cent of all leisure trusts in
England and Wales. Despite this, consolidation activity is still
at an early stage, as reported in The Good Merger Index:

‘The emerging picture is one of a small number of large
transformative mergers, and comparatively long-tail of
local small mergers.'

‘This shows that trustees aren’t proactively exploring
merger and giving their charities space to think strategic-
ally about the future. Boards should look objectively at

their charity’s position in an increasingly volatile sector,
and plan in the best interest of beneficiaries — could we
maximise our reach and impact by joining forces, and
indeed are our services better housed elsewhere?’?

The public sector is also changing to increase efficien-
cies and improve services. One significant merger was the
creation of the Scottish Fire and Rescue Service with a total
budgeted expenditure of £277m. This new national service
for Scotland involved the merger of the eight former local
fire authorities. The NHS has also experienced considerable
consolidation activities. For example, 25 mental health trusts
in London have been consolidated into ten that also work in
a network of partnerships with each other.

Charity and public sector consolidations are not without
problems, however, and as with private sector mergers inte-
gration difficulties can be severe. Nevertheless, there are
also other forms of collaborations that offer opportunities
to find efficiencies and improved services across charities
and public sector organisations, for example joint procure-
ment, sharing facilities, equipment and administration and
combining different service deliveries to clients.

Sources: 1) ‘RS 4a — Collaborative working and mergers: Summary’,
www.charitycommission.-gov.uk/publications/rs4a.asp; 2) The Good
Merger Index, Eastside Primetimers, 2014/15/ and 2013/14; 3) R. Litch-
field, Charity Times, 'Trustees need more help looking at mergers’, 13
November 2015; 4) Fire and rescue collaboration, Grant Thornton, 26
March 2014.

Questions

1 How would you describe the current charity industry
structure? How could it change if consolidation
increases and what would be the benefits and
disadvantages?

2 Which of Porter’s five forces are creating problems for
the UK'’s charity sector?
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Figure 3.4 Comparative industry structure analysis
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power might still be unattractive if powerful buyers were able to demand highly discounted
prices. With these warnings in mind, such radar plots can nonetheless be both a useful device
for initial analysis and an effective summary of a final, more refined and dynamic analysis.

3.4 Competitors and markets
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An industry or sector may be too high a level to provide for a detailed understanding of
competition. The five forces can impact differently on different kinds of players, requiring a
more fine-grained understanding. For example, Hyundai and Porsche may be in the same
broad industry (automobiles), but they are positioned differently: they are protected by
different barriers to entry and competitive moves by one are unlikely to affect the other.
It is often useful to disaggregate. Many industries contain a range of companies, each of
which have different capabilities and compete on different bases. Some of these competitor
differences are captured by the concept of strategic groups. Customers too can differ signifi-
cantly, and these can be captured by distinguishing between different market segments.
Thinking in terms of different strategic groups and market segments provides opportunities
for organisations to develop highly distinctive positionings within broader industries. Besides
disaggregating the analysis of industry competition these approaches may help in under-
standing how value is created differently by different competitors. Competitor differences,
both actual and potential, including the identification of entirely new market spaces can also
be analysed using the strategy canvas and 'Blue Ocean’ thinking, the last topic in this section.

3.4.1 Strategic groups

Strategic groups are organisations within the same industry or sector with similar stra-
tegic characteristics, following similar strategies or competing on similar bases.'” These
characteristics are different from those in other strategic groups in the same industry or
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Figure 3.5 Characteristics for identifying strategic groups

Strategic dimensions are based on the extent to which
organisations differ in terms of characteristics such as:

Scope of activities

e Extent of product (or service) range

e Extent of geographical coverage (e.g. national, regional, global)
e Number of market segments served

e Distribution channels used

Resource commitment

e Extent (number) of branding

e Marketing effort (e.g. advertising spread, size of salesforce)

e Extent of vertical integration

e Product or service quality

e R&D spending and technological leadership (leader vs. follower)
e Size of organisation

sector. For example, in the grocery retailing industry, supermarkets, convenience stores and
corner shops each form different strategic groups. There are many different characteristics
that distinguish between strategic groups and these can be grouped into two major catego-
ries of strategic dimensions (see Figure 3.5)."8 First, the scope of an organisation’s activities
(such as product range, geographical coverage and range of distribution channels used).
Second, the resource commitment (such as brands, marketing spend and extent of vertical
integration). Which characteristics are relevant differs from industry to industry, but typically
important are those characteristics that separate high performers from low performers. It
helps to make a competitive force analysis first as it identifies different types of rivals.

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 choosing 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 profit-
able 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 dimensions 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."®

Figure 3.6 shows strategic groups among Indian pharmaceutical companies, with research
and development intensity (R&D spend as a percentage of sales) and overseas focus (exports
and patents registered overseas) defining the axes of the map. These two axes do explain
a good deal of the variation in profitability between groups. The most profitable group is
the Emergent globals (11.3 per cent average return on sales), those with high R&D intensity
and high overseas focus. On the other hand, the Exploiter group spends little on R&D and is
focused on domestic markets, and only enjoys 2.0 per cent average return on sales.
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Figure 3.6 Strategic groups in the Indian pharmaceutical industry
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Source: Developed from R. Chittoor and S. Ray, ‘Internationalisation paths of Indian pharmaceutical firms: a strategic
group analysis’, Journal of International Management, vol. 13 (2009), pp. 338-55.

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 as rivalry often is strongest
between these. In general, strategic groups are influenced differently by the competitive
forces and this focus thus allows for a more specific industry structure analysis. They can
also establish the dimensions that distinguish them most from other groups, and which
might be the basis for relative success or failure. This suggests that there may be profit-
ability differences between different strategic groups and the differing 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 Indian pharmaceutical industry, the white space is high
R&D investment combined with focus on domestic markets. 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 be tested carefully.

* Analysis of mobility barriers. Of course, moving across the strategic group 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 the equivalent to barriers
to entry in five forces analysis, but between different strategic groups within the same
industry.
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Although movement from the Exploiter group in Indian pharmaceuticals to the Emer-
gent global group might seem very attractive in terms of profits, it is likely to demand very
substantial financial investment and strong managerial skills. Mobility into the Emergent
global group will not be easy. As with barriers to entry, it is good to be in a successful strategic
group protected by strong mobility barriers, to impede imitation.

3.4.2 Market segments

The concept of strategic groups discussed above helps with understanding the similarities
and differences in terms of competitor characteristics. Industries can also be disaggregated
into smaller and specific market sections known as segments. The concept of market segment
focuses 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.
Where these customer groups are relatively small, such market segments are often called
‘niches’. Dominance of a market segment or niche can be very valuable, for the same reasons
that dominance of an industry can be valuable following five forces reasoning.

Segmentation should reflect an organisation’s strategy?’ and strategies based on market
segments must keep customer needs firmly in mind. Therefore, two issues are particularly
important in market segment analysis:

* \Variation in customer needs. Focusing on customer needs that are highly distinctive
from those typical in the market is one means of building a long-term segment strategy.
Customer needs vary for a whole variety of reasons — some of which are identified in
Table 3.1. Theoretically, any of these factors could be used to identify distinct market
segments. However, the crucial bases of segmentation vary according to market. In
industrial markets, segmentation is often thought of in terms of industrial classifi-
cation of buyers: steel producers might segment by automobile industry, packaging
industry and construction industry, for example. On the other hand, segmentation by
buyer behaviour (e.g. direct buying versus those users who buy through third parties

Table 3.2 Some bases of market segmentation

Type of factor Consumer markets Industrial/organisational markets
Characteristics of people/ Age, gender, ethnicity Industry
organisations Income Location
Family size Size
Life-cycle stage Technology
Location Profitability
Lifestyle Management
Purchase/use situation Size of purchase Application

Users’ needs and preferences for
product characteristics

Brand loyalty

Purpose of use
Purchasing behaviour
Importance of purchase
Choice criteria

Product similarity
Price preference
Brand preferences
Desired features
Quiality

Importance of purchase
Volume

Frequency of purchase
Purchasing procedure
Choice criteria
Distribution channel

Performance requirements
Assistance from suppliers
Brand preferences

Desired features

Quiality

Service requirements
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such as contractors) or purchase value (e.g. high-value bulk purchasers versus frequent
low-value purchasers) might be more appropriate. Being able to serve a highly distinc-
tive segment that other organisations find difficult to serve is often the basis for a secure
long-term strategy.

* Specialisation within a market segment can also be an important basis for a successful
segmentation strategy. This is sometimes called a 'niche strategy’. 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. Experience and relationships are likely to protect a dominant position
in a particular segment. However, precisely because customers value different things in
different segments, specialised producers 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 ability to satisfy distinctive local tastes is unlikely to find it easy to serve other segments
where tastes are different, scale requirements are larger and distribution channels are
more complex.

3.4.3 Critical success factors and ‘Blue Oceans’

Industry or sector analysis should also include an understanding of competitors and the
different ways they offer value to customers. As Michael Porter’s Five Forces Framework
underlines, reducing industry rivalry involves competitors finding differentiated positions in
the marketplace. W. Chan Kim and Renée Mauborgne at INSEAD propose two concepts that
help think creatively about the relative positioning of competitors in the environment and
finding uncontested market spaces: the strategy canvas and ‘Blue Oceans’.??

A strategy canvas compares competitors according to their performance on key success
factors in order to establish the extent of differentiation. It captures the current factors of
competition of the industry, but also offers ways of challenging these and creatively trying
to identify new competitive offerings. Figure 3.7 shows a strategy canvas for three electrical
components companies. The canvas highlights the following three features:

® Critical success factors (CSFs) are those factors that either are particularly valued by
customers (i.e. strategic customers) or provide a significant advantage in terms of cost.
Critical success factors are therefore likely to be an important source of competitive advan-
tage or disadvantage. Figure 3.7 identifies five established critical success factors in this
electrical components market (cost, after-sales service, delivery reliability, technical quality
and testing facilities). Note there is also a new sixth critical success factor, design advisory
services, which will be discussed under the third subhead, value innovation.

* Value curves are a graphic depiction of how customers perceive competitors’ relative
performance across the critical success factors. In Figure 3.7, companies A and B perform
well on cost, service, reliability and quality, but less well on testing. They do not offer any
design advice. They are poorly differentiated and occupy a space in the market where
profits may be hard to get because of excessive rivalry between the two. Company C, on
the other hand, has a radically different value curve, characteristic of a ‘value innovator’.

* Value innovation is the creation of new market space by excelling on established critical
success factors on which competitors are performing badly and/or by creating new critical
success factors representing previously unrecognised customer wants. Thus in Figure 3.7,
company Cis a value innovator in both senses. First, it excels on the established customer
need of offering testing facilities for customers’ products using its components. Second,
it offers a new and valued design service advising customers on how to integrate their
components in order for them to create better products.
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Figure 3.7 Strategy canvas for electrical component companies
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Avalue innovator is a company that competes in ‘Blue Oceans’. Blue Oceans are new market
spaces where competition is minimised.?3 Blue Oceans contrast with ‘Red Oceans’, where
industries are already well defined and rivalry is intense. Blue Oceans evoke wide empty seas.
Red Oceans are associated with bloody competition and ‘red ink’, in other words financial
losses. The Blue Ocean concept is thus useful for identifying potential spaces in the environ-
ment with little competition. These Blue Oceans are strategic gaps in the marketplace.

In Figure 3.7, company C's strategy exemplifies two critical principles of Blue Ocean
thinking: focus and divergence. First, company C focuses its efforts on just two factors,
testing and design services, while maintaining only adequate performance on the other
critical success factors where its competitors are already high performers. Second, it has
created a value curve that significantly diverges from its competitors’ value curves, creating
a substantial strategic gap, or Blue Ocean, in the areas of testing and design services. This is
shrewd. For company C, beating companies A and B in the areas where they are performing
well anyway would require major investment and likely provide little advantage given that
customers are already highly satisfied. Challenging A and B on cost, after-sales service,
delivery or quality would be a Red Ocean strategy, increasing industry rivalry. Far better
is to concentrate on where a large gap can be created between competitors. Company C
faces little competition for those customers who really value testing and design services,
and consequently can charge good prices for them. The task for companies A and B now is
to find strategic gaps of their own.

3.5 Opportunities and threats

The concepts and frameworks discussed above and in Chapter 2 should be helpful in
understanding the factors in the macro-, industry and competitor/market environments
of an organisation. 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
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thinking about strategic choices for the future (the subject of Chapters 7 to 11). Opportun-
ities and threats form one half of the Strengths, Weaknesses, Opportunities and Threats
(SWOT) analyses that shape many companies’ strategy formulation (see Section 4.4.4). In
responding strategically to the environment, the goal is to reduce identified threats and take
advantage of the best opportunities.

The techniques and concepts in this and the previous chapter should help in identifying
environmental threats and opportunities, for instance:

® PESTEL analysis of the macro-environment might reveal threats and opportunities
presented by technological change, or shifts in market demographics or such like factors
(see Chapter 2).

* |dentification of key drivers for change can help generate different scenarios for managerial
discussion, some more threatening and others more favourable.

® Porter’s five forces analysis might, for example, identify a rise or fall in barriers to entry, or
opportunities to reduce industry rivalry, perhaps by acquisition of competitors.

® Blue Ocean thinking might reveal where companies can create new market spaces; alter-
natively, it could help identify success factors which new entrants might attack in order
to turn ‘Blue Oceans’ into ‘Red Oceans'.

While all these techniques and concepts are important tools for understanding environments,
it is important to recognise that any analysis is likely to be somewhat subjective. Entrepren-
eurs and managers often have particular blinkers with regard to what they see and prioritise.
Techniques and concepts can be helpful in challenging existing assumptions and encour-
aging broader perspectives, but they are unlikely to overcome human subjectivity and biases

completely.

Thinking differently From five forces to one

A new view focuses on how value is created and captured.

A new ‘value network model’ based on cooperative
game theory aspires to replace Porter’'s competitive
forces framework.2* The power of his five competitive
forces defines the opportunities of a firm. The new model
rather emphasises how the firm’s opportunities depend
on how a firm, suppliers and buyers create value together
in a network. They then compete for a share of that value
based on a single competition force that each player has.

Compared to Porter’s framework the emphasis in this
model is more on how value is created between parties.
The firm and its suppliers and buyers comprise a value
network of transactions that create value to be shared
among them. All players in the network compete for
what player to make transactions and create value with:
suppliers compete for firms, and vice versa; firms compete
for buyers and vice versa. A firm, for example, wants to
make transactions with certain suppliers and customers to
create value, but also to make sure to capture as much of

that value as possible. Each player thus has a competition
force and the strength of it depends on how many others
the player could create value with. For example, if a firm
has many alternative suppliers and buyers to create value
with the strength of its competition force would go up as
it can threaten to make transactions with someone else
and thus bargain up its share of the value pie this way. How
much value each player captures thus depends on the level
of interestin each player from others and how well a given
player persuades others in its network to part with value.

Question

1 How would you compare the ‘value network model’
including one single force with Porter’s five forces when
making an industry analysis? What is the benefit of foc-
using on value creation compared to Porter’s approach?
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Work assignments

Summary

e The environment influence closest to an organisation includes the industry or sector
(middle layer in Figure 2.1).

e Industries and sectors can be analysed in terms of Porter’s five forces — barriers to entry,
substitutes, buyer power, supplier power and rivalry. Together with complementors these
determine industry or sector attractiveness and possible ways of managing strategy.

e Industries and sectors are dynamic, and their changes can be analysed in terms of the
industry life cycle and comparative five forces radar plots.

e Within industries strategic group analysis and market segment analysis can help identify
strategic gaps or opportunities (the inner layers in Figure 2.1).

e Blue Ocean strategies are a means of neutralising strong competitive forces and thus
avoiding Red Oceans with many similar rivals and low profitability and can be analysed
with a strategy canvas.

Work assignments

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

3.1 Drawing on Section 3.2, carry out a five forces analysis of the pharmaceutical
industry* or SAB Miller’s position in the brewing industry (Megabrew?*). What do you
conclude about that industry’s attractiveness?

3.2  Drawing on Section 3.2.3, identify an industry with network effects. Consider what
those might involve; why customers prefer certain services, products and companies
over others and why they may not easily switch to other services and companies.

3.3% Drawing on Section 3.3, and particularly using the radar plot technique of
Figure 3.4, 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’ strengths. Which industry or sector
would you invest in?

3.4  With regard to Section 3.4.1 and Figure 3.6, identify an industry (e.g. the car 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?

3.5% Drawing on Section 3.4.3, and particularly on Figure 3.7, identify critical success
factors for an industry with which you and your peers are familiar (e.g. 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 Figure 3.7.
What implications does your strategy canvas have for the strategies of these
competitors?

Integrative assignment

3.6% Carry out a full analysis of an industry or sector of your choice (using for example five
forces and strategic groups). Consider explicitly how the industry or sector is affected
by globalisation (see Chapter 9, particularly Figure 9.2 on drivers) and innovation
(see Chapter 10, particularly Figure 10.5 on product and process innovation).
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Recommended key readings

The classic book on the analysis of industries is M.E.
Porter, Competitive Strategy, Free Press, 1980. An
update is available in M.E. Porter, ‘'The five competitive
forces that shape strategy’, Harvard Business Review,
vol. 86, no. 1 (2008), pp. 58-77. For an in-depth
discussion of how to apply Porter's Competitive

Force Frameworks, see J. Magretta, Understanding
Michael Porter: The Essential Guide to Competition and
Strategy, Harvard Business Review Press, 2012.
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Case example

Game-changing forces and the global advertising industry

Peter Cardwell

This case is centred on the global advertising industry which
faces significant strategic game-changing forces driven by
technological innovation, the rise of consumer spending
in developing economies, changes in consumer media
consumption and pressures from major advertisers for
results-based compensation.

In the second decade of the new millennium, advertising
agencies faced a number of unanticipated challenges.
Traditional markets and industry operating methods,
developed largely in North America and Western Europe
following the rise of consumer spending power in the
twentieth century, were being radically reappraised.
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The industry was subject to game-changing forces
from the so-called ‘digital revolution” with the entry of
search companies like Google, Facebook and Amazon as
rivals for advertising budgets on mobile devices. Changing
patterns in global consumer markets impacted on both
industry dynamics and structure. Budgets being spent
through traditional advertising agencies were being
squeezed as industry rivalry intensified with the entry of
specialist consultancies.

Overview

Traditionally, the business objective of advertising agen-
cies is to target a specific audience on behalf of clients
with a message that encourages them to try a product
or service and ultimately purchase it. This is done largely

through the concept of a brand being communicated
via media channels. Brands allow consumers to differen-
tiate between products and services and it is the job of
the advertising agency to position the brand so that it is
associated with functions and attributes which are valued
by target consumers. These brands may be consumer
brands (e.g. Procter & Gamble, Samsung, Nestle) or
business-to-business (B2B) brands (e.g. IBM, Airbus Indus-
trie and UPS). Some brands target both consumers and
businesses (e.g. Microsoft and Apple).

As well as private-sector brand companies, govern-
ments spend heavily to advertise public-sector services
such as healthcare and education or to influence indi-
vidual behaviour (such as ‘Don’t drink and drive’). For
example, the UK government had an advertising budget
of £300m (€335m) in the late-2010s. Charities, political
groups, religious groups and other not-for-profit organ-
isations also use the advertising industry to attract funds
into their organisation or to raise awareness of issues.
Together these account for approximately 3 per cent of
advertising spend.

Advertisements are usually placed in selected media
(TV, press, radio, mobile and desktop internet, etc.) by an
advertising agency acting on behalf of the client brand
company; thus they are acting as ‘agents’. The client
company employs the advertising agency to use its know-
ledge, skills, creativity and experience to create advert-
ising and marketing to drive consumption of the client’s
brands. Clients traditionally have been charged according
to the time spent on creating the advertisements plus a
commission based on the media and services bought on
behalf of clients. However, in recent years, larger advert-
isers such as Coca-Cola, Procter & Gamble and Unilever
have been moving away from this compensation model
to a 'value’ or results-based model based on a number of
metrics, including growth in sales and market share.

Ad industry growth

Money spent on advertising has increased dramatic-
ally over the past two decades and in 2018 was over
$205billion (€176bn, £158bn) in the USA and $583 billion
worldwide. While there might be a decline in recessionary
years, it is predicted that spending on advertising will
exceed $787 billion globally by 2022.

The industry is shifting its focus as emerging markets
drive revenues from geographic sectors that would not
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Table 1 Global advertising expenditure by region (US$ million, at 2017 average rates)

2014 2015
N America 169,277 175,024
W Europe 111,300 114,712
Asia Pacific 122,000 130,711
C & E Europe 32,284 35,514
Latin America 34,082 36,836
Africa/ME/ROW 25,941 28,044
World 494,884 520,841

Source: ZenithMedia, Statista, December 2018.

have been significant 5 to 10 years ago, such as the BRICS
countries and the Middle East and North Africa. This shift
has seen the emergence of agencies specialising in Islamic
marketing, characterised by a strong ethical responsibility
to consumers. Future trends indicate the strong emer-
gence of consumer brands in areas of the world where
sophisticated consumers with brand awareness are
currently in the minority (see Table 1).

In terms of industry sectors, three of the top 10 global
advertisers are car manufacturers. However, the two major
fmcg (fast-moving consumer goods) producers Procter &
Gamble and Nestlé are in the three top spots for global
advertising spend. Healthcare and beauty (L'Oréal),
consumer electronics (Samsung), fast food, beverage and
confectionery manufacturers are all featured in the top
20 global advertisers. The top 100 advertisers account

2016 2017 2018
(estimate)
183,075 191,130 196,099
119,531 124,790 128,035
137,639 145,695 149,483
36,691 37,305 38,275
38,530 39,226 42,315
29,334 28,608 29,352
544,800 566,754 583,599

for nearly 50 per cent of the measured global advertising
economy.

Despite the increase in worldwide advertising revenues,
the holding companies that own the world'’s largest adver-
tising groups: WPP, Publicis, Omnicom and Interpublic
Group (see Table 2) are under intense pressure in a changing
business environment to deliver shareholder value.

Intensifying competition

Advertising agencies come in all sizes and include every-
thing from one- or two-person ‘boutique’ operations
(which rely mostly on freelance outsourced talent to
perform most functions), small- to medium-sized agen-
cies, large independents to multinational, multi-agency
conglomerates employing over 200,000 people. The

Table 2 Top five multi-agency conglomerates: 2017, by revenue, profit before interest and tax, number of

employees and agency brands

Group name Revenue PBIT

1. WPP (UK) £15.2bn £2.16bn

2. Omnicom (US) $15.4bn $2.059bn

3. Publicis Groupe €10.8bn €1.51bn
(France)

4. IPG (US) $7.88bn $973m

5. Dentsu (Japan) $7.2bn $938m

Sources: WPP, Omnicom, Publicis Groupe, IPG, Dentsu.

Employees  Advertising agency brands
200,000 GroupM, JWT, Grey, Ogilvy, Y&R
76,000 BBDO, DDB, TBWA
79,000 Leo Burnett, Saatchi & Saatchi, Publicis, BBH
49,700 McCann Erickson, FCB, MullenLowe Group
47,324 Aegis, Carat, Denstu Media, iProspect, Isobar
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industry has gone through a period of increasing concen-
tration through acquisitions, thereby creating multi-
agency conglomerates such as those listed in Table 2.
While these conglomerates are headquartered in London,
New York, Paris and Tokyo, they operate globally.

Large multi-agency conglomerates compete on the
basis of the quality of their creative output (as indicated
by industry awards), the ability to buy media more cost-
effectively, market knowledge, global reach and increas-
ingly range of digital services. Some agency groups
have integrated vertically into higher-margin marketing
services. Omnicom, through its Diversified Agency
Services, has acquired printing services and telemar-
keting/customer care companies. Other agency groups
have vertically integrated to lesser or greater degrees.

Mid-sized and smaller boutique advertising agen-
cies compete by delivering value-added services through
in-depth knowledge of specific market sectors, special-
ised services such as digital and by building a reputation
for innovative and ground-breaking creative advertising/
marketing campaigns. However, they might be more reliant
on outsourced creative suppliers than larger agencies.

Many small specialist agencies are founded by former
employees of large agencies. In turn, smaller specialist
agencies are often acquired by the large multi-agency
conglomerates in order to acquire specific capabilities
to target new sectors or markets or provide additional
services to existing clients.

With the development of the Internet and online
search advertising, a new breed of interactive digital
media agencies established themselves. These agencies

differentiate themselves by offering a mix of web design/
development, search engine marketing, internet advert-
ising/marketing, or e-business/e-commerce consulting.
They are classified as ‘agencies’ because they create digital
media campaigns and implement media purchases of ads
on behalf of clients on social networking and community
sites such as YouTube, Facebook, Instagram, Flickr and
other digital media.

The rise of mobile and the digital
duopoly

Search companies, such as Google, Bing and Yahoo and
social network Facebook, exploit their ability to interact with
and gain information about millions of potential consumers
of branded products. Facebook and Google have effectively
become a‘digital duopoly’ to the extent that they represent
almost 60 per cent of the global digital mobile ad market,
according to eMarketer, the research group.

Digital search and mobile advertising budgets are
increasing faster than other traditional advertising media
as search companies like Google and Facebook generate
revenues from paid search as advertisers discover that
targeted ads on mobile and desktop are highly effective
(see Table 3). By 2017, Google had a 66 per cent market
share of the $81.6bn spent on online search advertising
globally, with Facebook also increasing its share.

Sir Martin Sorrell, the former CEO of WPP the world's
largest multi-service agency group, pointed out that
Google is a rival for the service relationships with WPP's
clients. WPP group spent more than $6bn of its clients’

Table 3 Global advertising expenditure by medium (US$ million, at 2016 average rates)

2013 2014

Newspapers 93,019 92,300
Magazines 42,644 42,372
Television 191,198 202,380
Radio 32,580 33,815
Cinema 2,393 2,538
Outdoor 30,945 32,821
Internet — Mobile and 70,518 80,672
Desktop

Total 463,387 486,908

2015 2016 2017
91,908 90,070 88,268
42,300 40,185 39,391
213,878 210,670 210,459
35,054 34,457 34,130
2,681 2,767 2,850
34,554 36,143 36,324
91,516 130,019 156,543
511,891 544,401 567,965

Note: The totals in Table 3 are lower than in Table 1, since that table includes advertising expenditure for a few countries where it is not

itemised by advertising medium.
Sources: ZenithMedia, e-Marketer, Statista, February 2018.
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Table 4 US mobile ad spending 2015-2019

2015
Mobile ad spending (US$bn) 28.72
% change 50.00%
% of digital ad spending 49.00%
% of total media ad spending 15.30%

Source: eMarketer.com

ad budgets with Google in 2017 and $2.1bn with Face-
book. Sorrell called Google a ‘frenemy’ — the combin-
ation of ‘friend’ and ‘enemy’. Google is a ‘friend’ where
it allows WPP to place targeted advertising based on
Google analytics and an ‘enemy’ where it does not share
these analytics with the agency and becomes a potential
competitor for the customer insight and advertising trad-
itionally created by WPP.

Mobile ad spending on sites such as YouTube,
Pinterest and Twitter continues to increase at the
expense of desktop, taking a bigger share of marketers’
budgets. The shift to mobile ad spending is being driven
mainly by consumer demand and is predicted to be over
28 per cent of total media ad spending in the US which
is why Google has made acquisitions in this sector (see
Table 4).

Entry of ‘big data’ technology
consultancies

The analysis of 'big data’ is playing an increasingly
important role in helping to create targeted and person-
alised advertising campaigns for the world’s major
marketers. Consultancies, such as Accenture Interactive
and IBMiX, as well as the large accountancy firms PwC
Digital Services and Deloitte Digital, all with global reach,
are now competing for a share of the advertising market
by acquiring creative agencies to add to their ‘big data’
digital services and have now entered the top 10 agencies
ranked on the basis of turnover.

Their services include programmatic advertising and
the use of artificial intelligence algorithms that analyse
consumer behaviour allowing for real-time campaign
optimisations towards an audience more likely to
convert to the advertiser’'s product or service, which is
a major innovation, the impact of which is still being
assessed.

This has led some industry experts to observe that
‘Madmen’ now need to become ‘Mathsmen’, as data

2016 2017 2018 2019
(estimate) (estimate)
40.50 49.81 57.78 65.87
41.00% 23.00% 16.00% 14.00%
60.40% 66.60% 67.70% 72.20%
20.40% 23.90% 26.30% 28.60%

analytics and artificial intelligence are seen to be
becoming more important than creativity which trad-
itional advertising agencies have relied upon as a differ-
entiator. This is enabling them to offer a range of services
to the major marketing companies that compete directly
with traditional advertising agencies.

The disruptive change in the advertising industry at
the beginning of the twenty-first century started with the
Internet. The convergence of Internet, TV, smartphones,
tablets and laptop computers has had a major impact on
the advertising industry.

Factors that have driven competitive advantage to date
may not be relevant in the future. Traditionally the advert-
ising industry has embodied the idea of creativity as the
vital differentiator between the best and the mediocre —
and individuals have often been at the heart of this
creativity. The emergence of data analytics, programmatic
advertising and the use of artificial intelligence algorithms
are disruptive to ‘business as usual’ in the industry. A key
question is whether creativity will be important in the
future, in relation to breadth of services, global reach and
data analysis.

Sources: ZenithMedia, Advertising Age, Statista, eMarketer, February
2018.

Questions

1 Carry out a five forces analysis of the advertising
industry. What are the strengths of the five forces
and what underlying factors drive them? What is the
industry attractiveness?

2 What strategic group dimensions and strategic
groups can you identify? What are the differences
between them?

3 Which PESTEL factors are driving changes in the
industry? Which factors are becoming more negative
or positive for the major advertising agencies?
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After reading this chapter you should be able to:
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4.1 Introduction

4.1 Introduction

Chapters 2 and 3 emphasised the importance of the external environment of an organisation
and how it can create both strategic opportunities and threats. However, it is not only the
external environment that matters for strategy; there are also differences between organisa-
tions that need to be considered. For example, manufacturers of saloon cars compete within
the same industry and within the same technological environment, but with markedly different
success. BMW has been consistently successful based on its engineering capabilities and brand.
Chrysler has found it more difficult to maintain its competitive position and others, like SAAB
cars in Sweden, have gone out of business. It is not so much the characteristics of the environ-
ment which explain these differences in performance, but differences in organisation-specific
resources and capabilities. This puts the focus on variations between companies within the same
environment and how they vary in their resources and capabilities arrangements.” Itis the stra-
tegic importance of organisations’ resources and capabilities that is the focus of this chapter.

Two key notions underlie the analysis of resources and capabilities. The first is that organisa-
tions are not identical but have different resources and capabilities; they are 'heterogeneous’ in
this respect. The second is that it can be difficult for one organisation to obtain or imitate the
resources and capabilities of another. The implication for managers is that they need to under-
stand how their organisations are different from their rivals in ways that may form the basis of
sustainable competitive advantage and superior performance. These concepts underlie what
has become known as the resource-based view (RBV) of strategy pioneered by Jay Barney
at the University of Utah: that the competitive advantage and superior performance of an
organisation are explained by the distinctiveness of its resources and capabilities.’

The chapter has four further sections and the key issues posed by the chapter are
summarised in Figure 4.1. Section 4.2 discusses the foundations of what resources and
capabilities are. It also draws a distinction between threshold resources and capabilities
required to compete in a market and distinctive resources and capabilities that may be a
basis for achieving competitive advantage and superior performance.

* Section 4.3 explains the ways in which distinctive resources and capabilities can contribute
to sustained competitive advantage (in a public-sector context the equivalent concern
might be how some organisations sustain relative superior performance over time). In
particular, the importance of the Value, Rarity, Inimitability and Organisational support
(VRIO) of resources and capabilities is explained.

* Section 4.4 moves on to consider different ways resources and capabilities might be ana-
lysed. These include VRIO analysis, value chain and value system analysis, activity systems

Figure 4.1 Resources and capabilities: the key issues

[ What are resources and capabilities? J

204

What type of resources and capabilities can contribute to
competitive advantage and superior performance?

O

( How can resources and capabilities be evaluated? )

(How can resources and capabilities be developed and managed?)
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mapping 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 3) and of resources and capabilities in this chapter.

* Finally, Section 4.5 discusses some of the key issues of dynamic capabilities and how
resources and capabilities can be created, developed and managed.

4.2 Foundations of resources and capabilities

96

Given that different writers, managers and consultants use different terms and concepts,
it is important to understand how concepts relating to resources and capabilities are
used in this book. The resources and capabilities of an organisation contribute to its
long-term survival and potentially to competitive advantage. However, to understand and
to manage resources and capabilities it is necessary to explain their components.?

4.2.1 Resources and capabilities

Resources are the assets that organisations have or can call upon and capabilities are the ways in
which those assets are deployed. A shorthand way of thinking of this distinction is that resources
are 'what we have’ (nouns) and capabilities are ‘what we do’ (verbs).* Other terms are sometimes
used, for example ‘capabilities’ and ‘competences’ are often used interchangeably (earlier editions
of this text used the term ‘competences’ for capabilities).> Other writers use the term intangible
assets as an umbrella term to include capabilities as well as intangible resources such as brands.
Resources and capabilities are typically related, as Table 4.1 shows. Resources are certainly
important, but how an organisation employs and deploys its resources in the form of capabil-
ities matters at least as much for long-term survival. There would be no point in having
state-of-the-art equipment if it were not used effectively. The efficiency and effectiveness of
physical or financial resources, or the people in an organisation, depend not just on their exist-
ence, but on the systems and processes by which they are managed. These can, for example,
involve the relationships and cooperation between people, their adaptability, their innova-
tive capacity, the relationship with customers and suppliers, and the experience and learning
about what works well and what does not. lllustration 4.1 shows examples of how executives
explain the importance of the resources and capabilities of their different organisations.

4.2.2 Threshold and distinctive resources and capabilities

A distinction needs to be made between resources and capabilities that are at a threshold
level and those that might help the organisation achieve competitive advantage and
superior performance. Threshold resources and capabilities are those needed for an

Table 4.1 Resources and capabilities

Resources: what we have (houns), e.g. Capabilities: what we do (verbs), e.g.
Machines, buildings, raw materials, Physical Ways of achieving utilisation of plant,
patents, databases, computer systems efficiency, productivity, flexibility, marketing
Balance sheet, cash flow, suppliers of Financial Ability to raise funds and manage cash
funds flows, debtors, creditors, etc.

Managers, employees, partners, Human How people gain and use experience,
suppliers, customers skills, knowledge, build relationships,

motivate others and innovate
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Illustration 4.1 Resources and capabilities

Executives emphasise the importance of resources and capabilities in different

organisations.

The Australian Red Cross

To achieve the vision of improving the lives of vulnerable
people the Australian Red Cross emphasises the crucial role
of capabilities in its strategic plan. ‘Capabilities are integral
to our overriding strategy to create one Red Cross,” writes
CEO Robert Tickner. The Australian Red Cross distinguishes
between technical competency and behavioural capability.
The former refers to specialist skills and may include such
competencies as project management, financial manage-
ment, community development, social work, administrative
or in information technology. Capabilities at the Red Cross
refer to the behaviours they expect its people to demon-
strate in order to be successful in achieving objectives. The
organisation aims to increasingly invest in the capabilities
and skills of Red Cross people and supporters including
members, branches and units, volunteers, aid workers, staff
and donors. For example, this involves investing in a diverse
workforce and supporter base, with strong engagement of
'young people, Aboriginal and Torres Strait Islander people,
and other culturally and linguistically diverse people’. The
emphasis is on people who are engaged, dynamic, innova-
tive, entrepreneurial and motivated to realise the vision and
goals.!

AstraZeneca

For AstraZeneca, a leading global pharmaceutical company,
both resources and capabilities feature prominently when
they describe their strategy: ‘R&D resources: We have
approximately 8,400 employees in our R&D organisation,
working in various sites around the world. We have three
strategic R&D centres: Gaithersburg, MD, US; Gothen-
burg, Sweden; and Cambridge, UK’; "We are using our
distinctive scientific capabilities, as well as investing in key
programmes and focused business development, to deliver
life-changing medicines’; ‘[Our] Distinctive R&D capabilities:
Small molecules, oligonucleotides and other emerging drug
platforms, as well as biologic medicines, including immu-
notherapies, and innovative delivery devices’; ‘Co-location
near bioscience clusters at three strategic centres . . . helps
to leverage our capabilities and foster collaboration with
leading scientists and research organisations’; ‘Operations
2020 was launched in 2015 to enhance supply capabilities in
order to respond better to patient and market needs’; "We
will also harness our internal capabilities to develop robust
strategies on data and analytics, software engineering and

cloud technology —all of which will support the business and
its various transformation programmes.'2

Infosys

The Indian company Infosys is a global leader in information
technology, outsourcing, system integration services and IT
consulting. It is listed as one of the world’s most reputable
companies with close to 150,000 employees worldwide.
The company'’s ‘Infosys 3.0 strategy’ is taking a further step
to provide more advanced IT products and services, which
requires investments in new resources and capabilities.
Infosys CEO S.D. Shibulal: “We continue to make focused
investments in our organisational capabilities.’

The strategy emphasises innovation and focuses on
higher-value software. Innovation abilities are central for
this, as stated on the website: ‘The foundation of our innova-
tion capability is our core lab network — Infosys Labs —and the
new thinking that our team of over 600 researchers brings
to the table." The strategy thus requires human resource and
training capabilities including the ability to attract, employ,
educate and retain new high-quality engineers. As Srikantan
Moorthy, Senior Vice President and Group Head explains:
‘We are currently hiring and developing talent in the areas
of cloud, mobility, sustainability, and product development.
In addition, a key focus is consultative skills. All of these are
in line with our Infosys 3.0 strategy. We place significant
value on continuous learning and knowledge sharing.”

Sources: (1) Australian Red Cross Capability Framework, www.
redcross.org.au/files/Red_Cross_Capabiity_Framework_2015; (2)
AstraZeneca Annual Report 2017, pp. 4-32; (3) Financial Times, 13
August 2012; Financial Times, 11 September 2012; www.infosys.com
© Infosys; www.skillingindia.com/

Questions

1 Categorise the range of resources and capabilities high-
lighted by the executives above in terms of Section 4.2
and Table 4.1.

2 To what extent and why might these resources and
capabilities be the basis of sustained competitive
advantage?

3 Imagine you are the general manager of an organisa-
tion of your choice and undertake the same exercise as
in questions 1 and 2 above.
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organisation to meet the necessary requirements to compete at all in a given market
and achieve parity with competitors in that market. Without these the organisation could
not survive over time. For example, start-up businesses may simply not have or cannot obtain
the resources or capabilities needed to compete with established competitors. Identifying
threshold requirements is, however, also important for established businesses. There could
be changing threshold resources required to meet minimum customer requirements: for
example, the increasing demands by modern multiple retailers of their suppliers mean that
those suppliers must possess a quite sophisticated IT and digital infrastructure simply to
stand a chance of meeting retailer requirements. Or there could be threshold capabilities
required to deploy resources to meet customers’ requirements and support particular strat-
egies. Retailers do not simply expect suppliers to have the required digital infrastructure, but
to be able to use it effectively so as to guarantee the required level of service.

Identifying and managing threshold resources and capabilities raises a significant challenge
because threshold levels will change as critical success factors change (see Section 3.4.3) or
through the activities of competitors and new entrants. To continue the example above, suppliers
to major retailers did not require the same level of IT, digital 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 digital and logistics resource and capability base just to stay in business.

While threshold resources and capabilities are important, they do not of themselves create
competitive advantage or the basis of superior performance. They can be thought of as
‘qualifiers’ to be able to compete at all with competitors while distinctive resources and
capabilities are ‘winners’ required to triumph over competitors. Distinctive resources and
capabilities are required to achieve competitive advantage. These are dependent on an
organisation having a distinctiveness or uniqueness that is of value to customers and which
competitors find difficult to imitate. This could be because the organisation has distinctive
resources that critically underpin competitive advantage and that others cannot imitate or
obtain —a long-established brand, for example. Or it could be that an organisation achieves
competitive advantage because it has distinctive capabilities — ways of doing things that are
unique to that organisation and effectively utilised so as to be valuable to customers and
difficult for competitors to obtain or imitate. For example, Apple has distinctive resources in
smartphone technologies and in its powerful brand, together with distinctive capabilities in
design and in understanding consumer behaviour.

Gary Hamel and CK. Prahalad argue that distinctive capabilities or competences typically
remain unique because they comprise a bundle of constituent skills and technologies rather
than a single, discrete skill or technology. They refer to this as core competences and the
emphasis is thus on the linked set of resources, capabilities, skills and activities.® In the Apple
example above it is thus the combination of all the resources and capabilities that make them
distinctive, qualifying them as core competences in Hamel's and Prahalad’s words. Section 4.3
that follows discusses in more depth the role played by distinctive resources and capabilities in
contributing to long-term, sustainable competitive advantage. Section 4.3.3 explores further
the importance of linkages.

4.3 Distinctive resources and capabilities as a basis of
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As explained above, distinctive resources and capabilities are necessary for sustainable compet-
itive advantage and superior economic performance. In the public sector and not-for-profit
context the equivalent concern is how to sustain relative superior performance and set the
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organisation apart from others that have a similar purpose. This section considers four key
criteria by which resources and capabilities can be assessed in terms of them providing a basis for
achieving such competitive advantage: Value, Rarity, Inimitability and Organisational support—
or VRIO.” Figure 4.2 illustrates these four fundamental criteria and the questions they address.

4.3.1 V - value of resources and capabilities

Resources and capabilities are valuable when they create a product or a service that is of
value to customers and enables the organisation to respond to environmental opportun-
ities or threats. There are three components to consider here:

* Value to customers. It may seem an obvious point to make that resources and capabilities
need to be of value to customers, but in practice it is often ignored or poorly understood.
For example, managers may seek to build on resources and capabilities that they may see
as valuable, but which do not meet customers’ critical success factors (see Section 3.4.3).
Or they may see a distinctive capability as of value simply because it is unique, although
it may not be valued by customers. Having resources and capabilities that are different
from other organisations is not, of itself, a basis of competitive advantage. Or a resource
and capability may historically have been of value to customers but may no longer be.

* Taking advantage of opportunities and neutralising threats. The most fundamental point
is that to be valuable resources and capabilities need to address opportunities and threats
that arise in an organisation’s environment. This points to an important complementarity
with the external environment of an organisation (Chapter 2 and 3). An external oppor-
tunity is addressed when a resource or capability increases the value for customers either
through lowering the price or by increasing the attractiveness of a product or service. For
example, IKEA has valuable resources in its cost-conscious culture and size and related
capabilities that lower its costs compared to competitors and this addresses opportunities
of low-priced designed furniture for customers that competitors do not attend to. Using
a resource and capability that fails to exploit opportunities or neutralise threats risks not
creating value and even decreasing revenues and increasing costs.

® Cost. The product or service needs to be provided at a cost that still allows the organisation
to make the returns expected of it. The danger is that the cost of developing or acquiring
the resources and/or capabilities to deliver what customers especially value is such that
products or services are not profitable.

Managers should therefore consider carefully which of their organisation’s activities are
especially important in providing such value and which are of less value. Value chain analysis
and activity systems mapping explained in Sections 4.4.2 and 4.4.3 can be of help here.

Figure 4.2 VRIO

Value: Do resources and capabilities exist that are valued by customers and
enable the organisation to respond to environmental opportunities or threats?

Rarity: Do resources and capabilities exist that no (or few) competitors possess?

Inimitability: Are resources and capabilities difficult and costly for competitors
to obtain and imitate?

Organisational support: Is the organisation appropriately organised to exploit the
resources and capabilities?

El R EE
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4.3.2 R -rarity

Resources and capabilities that are valuable but common among competitors are unlikely to
be a source of competitive advantage. If competitors have the same or similar resources and
capabilities, they can respond quickly to the strategic initiative of a rival. This has happened
in competition between car manufacturers as they have sought to add more accessories and
gadgets to cars. As soon as it becomes evident that these are valued by customers, they are intro-
duced widely by competitors that typically have access to the same technology. Rare resources
and capabilities, on the other hand, are those possessed uniquely by one organisation or by
a few others. Here competitive advantage is longer-lasting. For example, a company can have
patented products or services that give it advantage. Some libraries have unique collections of
books unavailable elsewhere; a company can have a powerful brand; or retail stores can have
prime locations. In terms of capabilities, organisations can have unique skills or business processes
developed over time or make use of special relationships with customers or suppliers not widely
possessed by competitors. However, it can be dangerous to assume that rarity will simply endure.
It may therefore be necessary to consider other bases of sustainability in competitive advantage.

4.3.3 | - inimitability

It should be clear by now that the search for resources and capabilities that provide sustain-
able competitive advantage is not straightforward. Having resources and capabilities that are
valuable to customers and relatively rare is important, but this may not be enough. Sustainable
competitive advantage also involves identifying inimitable resources and capabilities — those
that competitors find difficult and costly to imitate or obtain or substitute. If an organisa-
tion has a competitive advantage because of its particular marketing and sales skills it can only
sustain this if competitors cannot imitate, obtain or substitute for them or if the costs to do so
would eliminate any gains made. Often the barriers to imitation lie deeply in the organisation
in linkages between activities, skills and people.

At the risk of over-generalisation, it is unusual for competitive advantage to be explain-
able by differences in the tangible resources of organisations, since over time these can
usually be acquired or imitated (key geographic locations, certain raw material resources
and intangible resources like brands, etc., can, however, be exceptions). Advantage is more
likely to be determined by the way in which resources are deployed and managed in terms
of an organisation’s activities; in other words, on the basis of capabili'cies.8 For example, as
indicated above, it is unlikely that an IT system will improve an organisation’s competitive
standing in itself, not least because competitors can probably buy something very similar
on the open market. On the other hand, the capabilities to manage, develop and deploy
such a system to the benefit of customers may be much more difficult and costly to imitate.
Compared to physical assets, capabilities tend to involve more intangible imitation barriers.
In particular, they often include linkages that integrate activities, skills, knowledge and
people both inside and outside the organisation in distinct and mutually compatible ways.
These linkages can make capabilities particularly difficult for competitors to imitate and there
are three primary reasons why this may be so. These are summarised in Figure 4.3 and are
now briefly reviewed.

Complexity

The resources and capabilities of an organisation can be difficult to imitate because they are
complex and involve interlinkages. This may be for two main reasons:

* Internal linkages. There may be linked activities and processes that, together, deliver customer
value. The discussion of activity systems in Section 4.4.3 below explains this in more detail
and shows how such linked sets of activities might be mapped so that they can be better
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understood. However, even if a competitor possessed such a map, itis unlikely that it would
be able to replicate the sort of complexity it represents because of the numerous interactions
between tightly knit activities and decisions.? This is not only because of the complexity itself
but because, very likely, it has developed on the basis of custom and practice built up over
years and is specific to the organisation concerned. For example, companies like IKEA (see
case at the end of the chapter) and Ryanair'? still enjoy competitive advantages despite the
availability of countless case studies, articles and reports on their successes.

External interconnectedness. Organisations can make it difficult for others to imitate
or obtain their bases of competitive advantage by developing activities together with
customers or partners such that they become dependent on them. Apple, for example,
has many intricate linkages with various app developers, partners and music labels that
others may find difficult to imitate.

Causal ambiguity'’

Another reason why resources and capabilities might be difficult and costly to imitate is that
competitors find it difficult to discern the causes and effects underpinning an organisation’s

advantage. This is called causal ambiguity and it may exist in two different forms:

12

Characteristicambiguity. Where the significance of the characteristic itself is difficult to discern
or comprehend, perhaps because it is rooted in the organisation’s culture or based on tacit
knowledge. For example, the know-how of the buyers in a successful fashion retailer may
be evident in the sales achieved for the ranges they buy year after year. But this may involve
subtleties like spotting new trends and picking up feedback from pioneering customers that
may be very difficult for competitors to comprehend so they will find it difficult to imitate.

Linkage ambiguity. Where competitors cannot discern which activities and processes are
dependent on which others to form linkages that create distinctiveness. The expertise of
the fashion buyers is unlikely to be lodged in one individual or even one function. It is likely
that there will be multiple and complex links to a network of suppliers, fashion experts,
style bloggers and designers to understand the market. Indeed, in some organisations the
managers themselves admit that they do not fully comprehend the linkages throughout the

Figure 4.3 Criteria for the inimitability of resources and capabilities

Complexity Causal ambiguity
e internal linkages e characteristic ambiguity
e external linkages e linkage ambiguity

Inimitability of

resources and
capabilities

Culture and history
e taken-for-granted activities
e path dependency
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organisation that deliver customer value. If this is so it would certainly be difficult for compet-
itors to understand them.

Culture and history

Resources and capabilities that involve complex social interactions and interpersonal relations
within an organisation can be difficult and costly for competitors to imitate. For example,
capabilities can become embedded in an organisation’s culture. 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. We see this in high-performing
sports teams and in groups of people that work together to combine specialist skills as in
hospital operating theatres. Linked to this cultural embeddedness is the likelihood that such
capabilities have developed over time and in a particular way. The origins and history by which
capabilities and resources have developed over time are referred to as path dependency.'? This
history is specific to the organisation and cannot be imitated (see Section 6.2.1).

Tacit organisational knowledge is often part of inimitability as discussed above. It is personal,
context-specific knowledge and therefore hard to formalise and communicate. For example,
it could be the knowledge of a highly experienced sales force or research and development
team; or the experience of a top management team in making many successful acquisitions.
It is therefore not only distinctive to the organisation, but likely to be difficult to imitate or
obtain. In contrast, explicit knowledge is knowledge that can be articulated and transmitted
in formal systematic ways. It can take the form of a codified information resource such as a
systems manual or files of market research and intelligence.”® Many organisations that have
tried to improve the sharing of knowledge by relying on IT-based systems have come to realise
that, while some knowledge can usefully be codified and built into computer-based systems,
it can be very difficult to codify the knowledge that truly bestows competitive advantage.

4.3.4 O - organisational support

Providing value to customers and possessing capabilities that are rare and difficult to imitate
provide a potential for competitive advantage. However, the organisation must also be suit-
ably organised to support these capabilities including appropriate organisational processes
and systems. This implies that to fully take advantage of the resources and capabilities an
organisation’s structure and formal and informal management control systems need to
support and facilitate their exploitation (see Sections 14.1 and 14.2 for further discussions
of organisational structure and systems). The question of organisational support works as an
adjustment factor. Some of the potential competitive advantage can be lost if the organisa-
tion is not organised in a way that it can fully take advantage of valuable, rare and inimitable
resources and capabilities. For example, if an organisation has a unique patent underlying a
product that customers value it may still not be able to convert this into a competitive advan-
tage if it does not have the appropriate sales force to sell the product. Supporting capabilities
have been labelled complementary capabilities as, by themselves, they are often not enough
to provide for competitive advantage, but they are useful in the exploitation of other capabil-
ities that can provide for competitive advantage.’” In brief, even though an organisation has
valuable, rare and inimitable capabilities some of its potential competitive advantage may not
be realised if it lacks the organisational arrangements to fully exploit these.

In summary, and from a resource-based view of organisations, managers need to consider
whether their organisation has resources and 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; (ii) rare; (iii) inimitable; and (iv) supported by the organisation. Illustration 4.2
gives an example of the tough challenges in meeting these criteria in the context of the
fastest-growing internet business ever, Groupon.
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Illustration 4.2 Groupon and the sincerest form of flattery

When a firm identifies a new market niche it must also make sure its resources and
capabilities are valuable, rare, inimitable and supported by the organisation.

Chicago-based Groupon was launched in 2008 by Andrew
Mason with the idea to email subscribers daily deals of
heavily discounted coupons for local restaurants, theatres,
spas, etc. Via the emails or by visiting the Groupon website
customers purchase these substantially discounted deals
in the form of electronic coupons which can be redeemed
at the local merchant. Groupon brings exposure and more
customers to the merchants and charges them commissions
for the same. The venture rapidly grew into a daily deal
giant and became the fastest-growing internet business
ever to reach a $1bn valuation milestone and, thus, became
a ‘unicorn’ (name for start-ups with valuations over $1bn).
In 2010 Groupon rejected a $6bn (€4.5bn) takeover bid by
Google and instead went public at $10bn in 2011.

While Groupon's daily deals were valued by customers — the
company quickly spread to over 40 countries — they also
attracted thousands of copycats worldwide. Investors
questioned Groupon'’s business and to what extent it had
rare and inimitable resources and capabilities. CEO Andrew
Mason denied in the Wall Street Journal (WSJ) that the
model was too easy to replicate:

‘There’s proof. There are over 2000 direct clones of the
Groupon business model. However, there’s an equal amount
of proof that the barriers to success are enormous. In spite
of all those competitors, only a handful is remotely relevant.’

This, however, did not calm investors and Groupon shares
fell by 80 per cent at its all-time low in 2012. One rare asset
Groupon had was its customer base of more than 50 million
customers, which could possibly be difficult to imitate. The
more customers, the better deals and this would make
customers come to Groupon rather than the competitors
and the cost for competitors to acquire customers would
go up. Further defending Groupon’s competitiveness, the
CEO emphasised in WSJ that it is not as simple as providing
daily deals, but that a whole series of things have to work
together, and competitors would have to replicate every-
thing in its ‘operational complexity:

'People overlook the operational complexity. We have
10,000 employees across 46 countries. We have thou-
sands of salespeople talking to tens of thousands of
merchants every single day. It's not an easy thing to build.’

Mason also emphasised Groupon'’s advanced technology
platform that allowed the company to ‘provide better
targeting to customers and give them deals that are more
relevant to them'. Part of this platform, however, was built
via acquisitions — a route competitors possibly also could
take.

If imitation is the highest form of flattery Groupon has
been highly complimented, but investors have not been flat-
tered. Consequently, Andrew Mason was forced outin 2013,
succeeded by the chairman Eric Lefkofsky. Even though
Amazon and other copycats left the daily-deals business he
struggled to explain how Groupon would fight off imita-
tors. The company was forced to exit over 30 international
markets. Lefkofsky later returned to his chairman role and
was followed by Rich Williams in 2015. He managed to turn
Groupon profitable for the first time ever in 2017, but still
did not regain investors’' confidence with the share price still
below $4, far from the $20 IPO price. Williams, however, was
optimistic:

‘[Groupon] is one of the first unicorns. It got a lot of praise
and attention it didn't deserve at the beginning. We've
not recovered from that. Over time, the numbers will
speak for themselves.’

Sources: Crains Chicago Business, 9 March 2018 (John Pletz: ‘What's
this? Groupon is now profitable’); ‘Groupon Shares Crumble After
Company Names New CEQ’, 3 November 2015, Forbes; ‘Groupon
Names Rich Williams CEQ’, 3 November 2015, Wall Street Journal; 'All
Things Digital’, 2 November 2012, Wall Street Journal; Financial Times,
2 March 2013; Wall Street Journal, 31 January 2012.

Questions

1 Assess the bases of Groupon'’s resources and capabilities
using the VRIO criteria (Figure 3.2 and Table 3.2).

2 Andrew Mason admits that Groupon has thousands of
copycats, yet his assessment is that imitating Groupon is
difficult. Why do you think that investors disagreed?

3 If you were the new Groupon CEO what resources and
capabilities would you build on to give the company a
sustainable competitive advantage?
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4.4 Analysing resources and capabilities

So far, this chapter has been concerned with explaining concepts associated with the stra-
tegic significance of organisations’ resources and capabilities. This section now provides
some ways in which they can be understood and diagnosed. It can be quite difficult to
discern where the basis of competitive advantage lies. Hence, if managers are to manage
the resources and capabilities of their organisation, the sort of analysis explained here,
the VRIO analysis tool, the value chain and system, activity systems, benchmarking, and
SWOT, are centrally important. If resources and capabilities are not understood at these
levels, there are dangers that managers can take the wrong course of action.

4.4.1 VRIO analysis

One lesson that emerges from an understanding of the strategic importance of resources and
capabilities is that it can be difficult to discern where the basis of competitive advantage lies.
The strict criteria of the VRIO framework discussed above (see Section 4.3) can conveniently
be used as a strategic tool to analyse whether an organisation has resources and capabilities
to achieve and sustain competitive advantage. A VRIO analysis thus helps to evaluate if,
how and to what extent an organisation or company has resources and capabilities that
are (i) valuable, (ii) rare, (iii) inimitable and (iv) supported by the organisation. Table 4.2
summarises the VRIO analysis of capabilities and shows that there is an additive effect.
Resources and capabilities provide sustainable bases of competitive advantage the more
they meet all four criteria. This analysis can be done for different functions in an organisation
(technology, manufacturing, purchasing, marketing and sales, etc.) or more fine-grained for
individual resources and capabilities (see Table 4.1). Another approach is to evaluate different
sections of the value chain or system with this tool (see Section 4.4.2 below).

Sometimes it may be challenging to establish the exact competitive implication, for
example when a resource or capability is on the border between sustained or temporary
competitive advantage (Illustration 4.2 demonstrates this). However, for managers it is
most important to distinguish between sustained or temporary competitive advantage vs.
competitive parity or competitive disadvantage (see Table 4.2). If it is difficult to discern
whether a function or resource or capability provides for sustained competitive advantage, it
may help to divide itinto subparts. For example, manufacturing in itself may not provide for
competitive advantage, but perhaps product engineering or design do. And even if machines
and equipment generally do not provide for competitive advantage there may be a partic-
ular type of equipment that does.

Table 4.2 The VRIO framework

Is the capability. . .

supported by the
valuable? rare?  inimitable? organisation? Competitive implications
No — — No Competitive disadvantage
Yes No - Competitive parity
Yes Yes No Temporary competitive advantage
Yes Yes Yes Yes Sustained competitive advantage

Source: Adapted with the permission of J.B. Barney and W.S. Hesterly, Strategic Management and Competitive
Advantage, Pearson, 2012.
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4.4.2 The value chain and value system

The value chain describes the categories of activities within an organisation which,
together, create a product or service. Most organisations are also part of a wider value
system, the set of inter-organisational links and relationships that are necessary to create
a product or service. Both are useful in understanding the strategic position of an organisa-
tion and where valuable resources and capabilities reside.

The value chain

If organisations are to achieve competitive advantage by delivering value to customers,
managers need to understand which activities their organisation undertakes that are espe-
cially important in creating that value and which are not. This can then be used to model the
value generation of an organisation. The important point is that the concept of the value
chain invites the strategist to think of an organisation in terms of sets of activities. There are
different frameworks for considering these categories: Figure 4.4 is a representation of a value
chain as developed by Michael Porter.'®

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 distributing inputs
to the product or service including materials handling, stock control, transport, etc.

* OQOperations transform these inputs into the final product or service: machining, packaging,
assembly, testing, etc.

* OQutbound logistics collect, store and distribute the product or service to customers; for
example, warehousing, materials handling, distribution, etc.

* Marketing and sales provide the means whereby consumers or 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 product or service,
such as installation, repair, training and spares.

Figure 4.4 The value chain within an organisation

Firm infrastructure
Support Human resource management 4%
activities Technology development 2
Procurement
. .Q
Inb.oulnd Operations Out.bo.und Marketing Service &
logistics logistics and sales $

Primary activities
Source: Adapted with the permission of The Free Press, a Division of Simon & Schuster, Inc., from Competitive Advan-

tage: 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 which help to improve
the effectiveness or efficiency of primary activities:

Procurement. Processes that occur in many parts of the organisation for acquiring
the various resource inputs to the primary activities. These can be vitally important in
achieving scale advantages. So, for example, many large consumer goods companies with
multiple businesses nonetheless procure advertising centrally.

Technology development. All value activities have a 'technology’, even if it is just
know-how. Technologies may be concerned directly with a product (e.g. R&D, product
design) or with processes (e.g. process development) or with a particular resource (e.g.
raw materials improvements).

Human resource management. This transcends all primary activities and is concerned with
recruiting, managing, training, developing and rewarding people within the organisation.

Infrastructure. The formal systems of planning, finance, quality control, information
management and the structure of an organisation.

The value chain can be used to understand the strategic position of an organisation and
analyse resources and capabilities in three ways:

As a generic description of activities. Figure 4.4 might be appropriate as a general frame-
work here or a value chain more specific to an organisation can be developed. The
important thing is to ask: (i) which separate categories of activities best describe the oper-
ations of the organisation; and (ii) which of these are most significant in delivering the
strategy and achieving advantage over competitors? For example, the value chain can
help managers understand if there is a cluster of activities providing benefit to customers
located within particular areas of it. 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.

In analysing the competitive position of the organisation by using the VRIO analysis for
individual value chain activities and functions (see Section 4.4.1 above).

To analyse the value and cost of activities of an organisation. This could involve the
following two steps:

* [dentifying sets of value activities. Which activities add most value to the final product or
service (and in turn to the customer) and which do not? For example, it is likely thatin a
branded pharmaceutical company research and development and marketing activities
will be crucially important. It can also be important to establish which sets of activities
are linked to or are dependent on others and which, in effect, are self-standing.

® Relative importance of activity costs internally. In which activities and how can costs be
reduced? Does the significance of costs align with the significance of activities? Can costs
be reduced in some areas without affecting the value created for customers? For example,
organisations that have undertaken such analyses often find that central services have
grown to the extent that they are a disproportionate cost and do not add value to other
sets of activities or to the customer. Can some activities be outsourced (see Section 8.5.2), for
example those that are relatively free-standing and do not add value significantly? Can cost
savings be made by increasing economies of scale or scope; for example, through central
procurement or consolidating currently fragmented activities (e.g. manufacturing units)?

The value system

A single organisation rarely undertakes in-house all of the value activities from design
through to the delivery of the final product or service to the final consumer. There is usually
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specialisation of activities so, as Figure 4.5 shows, any one organisation is part of a wider
value system of different interacting organisations. There are questions that arise here that
build on an understanding of the value chain and value system:

* The ‘make or buy’ or outsourcing decision for a particular activity is critical: which activities
most need to be part of the internal value chain because they are central to achieving
competitive advantage? There may also be activities that do not generate competitive
advantage in themselves, but which the organisation needs to control as they enable the
exploitation of competitive advantage in other parts of the value chain, as indicated in
Section 4.3.4. Illustration 4.3 shows this in relation to the Nepalese poultry industry. Value
system analysis was used by the Valley Group as a way of identifying what they should
focus on in securing a steady supply of chicken and developing a more profitable struc-
ture. While their analysis resulted in integration along the value system it is increasingly
common to outsource activities as a means of lowering costs (see Chapter 8.5). Just as
costs can be analysed across the internal value chain, they can also be analysed across the
value system. If activities are less costly when performed by others without any adverse
effects, it may make more sense to leave these to others along the value system.

* What are the activities and cost/price structures of the value system? It's essential to understand
the entire value system and its relationship to an organisation’s value chain as changes in the
environment may require outsourcing or integration of activities depending on changing
cost/price structures. The more an organisation outsources, the more its ability to evaluate
and influence the performance of other organisations in the value system may become a crit-
ically important capability in itself and even a source of competitive advantage. For example,
the quality of a cooker or a 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.

* Where are the profit pools?'’ Profit pools refer to the different levels of profit avail-
able at different parts of the value system. Some parts of a value system can be inher-
ently more profitable than others because of the differences in competitive intensity (see
Section 3.3.1). For example, in the computer industry microprocessors and software have
historically been more profitable than hardware manufacture. The strategic question

Figure 4.5 The value system

Supplier Distribution channel Customer
value chains value chains value chains

Organisation’s

value chain

Source: Adapted with the permission of The Free Press, a Division of Simon & Schuster, Inc., from Competitive Advan-
tage: Creating and Sustaining Superior Performance by Michael E. Porter. Copyright © 1985, 1998 by Michael E. Porter.
All rights reserved.
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Illustration 4.3 An integrated value system in the Nepalese

poultry industry

Integrating the value system under complex conditions.

The Valley Group has moved from backyard farming and
selling 13 kilograms of broilers’ meat in 1981 to becoming
the Nepal poultry market leader despite a contextincluding
decades of political insurgency, economic turmoil and social
unrest. They have managed the value system and supply
chain problems of the Nepal decentralised and scattered
poultry-keeping activities. Gradually they have integrated
various elements of the value system while leaving supple-
mentary elements to other organisations.

The complex context, including an absence of law
and order, frequent general strikes, shortage of supplies
and energy and poor transport infrastructure, resulted in
irregularities in the supply of commercial chicks, their feeds
and medicines. The Valley Group managers recognised
that various industrial customers, such as hotels and food
processing firms preferred those suppliers that could meet
their steady demand of poultry products. Supply regu-
larity thus emerged as a primary determinant of business
success. The managers then vertically and horizontally inte-
grated various parts of the value system. They developed a
sustained network of reciprocal interdependence in order
to ensure the quality and regularity of poultry products and
services thereof, even under the difficult circumstances.

The poultry value system begins from genetic engin-
eering that passes through the foundation stock, primary
breeder (known as grandparents that produce the parent
stock- the breeders), parent stock, hatcheries, farmhouses,
slaughter/processing houses, and finally the selling outlets
(see table). The primary breeder produces breeder eggs
that hatch into breeder chicks, whose eggs further hatch
into day-old commercial chicks. These chicks (baby chicken
hatched from the breeder eggs) are raised into live broilers
(aged chicken reaching slaughter-weight at between five to

seven weeks) in farm houses. The live broilers are then trans-
ported to slaughter/processing houses in order to portion,
pack and prepare them for sales outlets.

The Valley Group integrated itself into various parts of
the value system to secure a regular supply of live broilers
to meet the steady demand of poultry products from the
market. First, the difficult circumstances made it problem-
atic for farmers to receive live broilers and feed consistently,
which resulted in the irregular supply of broilers. This led the
Valley Group to establish Valley Poultry and Valley Feed in
order to ensure a steady supply of chicks and feeds respect-
ively to the farmers, which could then grow the chicks to live
broilers on aregular basis. A second element that prevented
the regular supply from the farmers was that they were not
confident that there would be a steady market demand for
their live broilers. This resulted in the Valley Mart that buys
live broilers directly from the farmers. The broilers are then
slaughtered and processed and, finally, high-quality chicken,
chicken sections, processed and packed items are steadily
made available in Valley Cold Store.

Questions

1 Draw up a value system and value chains for another
business and organisation in terms of the activities
conducted within each part (see Figure 4.5).

2 Would it make sense to integrate or outsource some of
the various value chain activities in this value system in
relation to the focal organisation?

3 What are the strategic implications of your analysis —
what would you do?

Major actors in the poultry value system

Breeding Farm Valley Poultry Farmers Valley Feed Valley Mart Valley Cold Store
Input Primary breeder: Breeder chickens:  Chickens: —Food grainsand  Live broiler  Live broilers
— Feed — Feed — Feed remains feed
— Medicine — Medicine and — Medicine — Other items
and vaccine vaccine and vaccine
Output - Breeder eggs - Eggs — Live broilers - Feed for poultry - Live — Poultry: whole
— Breeder — Chicks/chickens - Food grains and cattle broilers chicken, parts,
chickens —Remains and processed

items

Source: Prepared by Raj Kumar Bhattarai, Nepal Commerce Campus, Tribhuvan University.
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becomes whether it is possible to focus on the areas of greatest profit potential. Care has
to be exercised here. Itis one thing to identify such potential; it is another to be successful
in it given the capabilities an organisation has. For example, engineering firms may recog-
nise the greater profit potential in providing engineering consulting services in addition
to orinstead of manufacturing. Nonetheless many have found it difficult to develop such
services successfully either because their staff do not have consultancy capabilities or
because their clients do not recognise the firms as having them.

* Partnering. Who might be the best partners in the various parts of the value system? And what
kinds 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 11.4)?

4.4.3 Activity systems

The discussion so far highlights the fact that all organisations comprise sets of resources and
capabilities, but that these are likely to be configured differently across organisations. It is
this variable configuration that makes an organisation and its strategy more or less unique.
So for the strategist, understanding this matters a good deal.

VRIO and value chain analysis can help with this, but so too can understanding the more
fine-grained activity systems of an organisation. As the discussion above in Section 4.3 has
made clear, the way in which resources are deployed through the organisation actually takes
form in the activities pursued by that organisation; so it is important to identify what these
activities are, why they are valuable to customers, how the various activities fit together and
how they are different from competitors.

Some scholars,'® including Michael Porter, have written about the importance of mapping
activity systems and shown how this might be done. The starting point is to identify what
Porter refers to as ‘higher order strategic themes'. In effect, these are the ways in which the
organisation meets the critical success factors determining them in the industry. The next step
is to identify the clusters of activities that underpin each of these themes and how these do or
do not fit together. The result is a picture of the organisation represented in terms of activity
systems such as that shown in Figure 4.6. It shows an activity systems map for the Scandinavian
strategic communications consultancy, Geelmuyden.Kiese.'® The core higher-order theme at
the heart of its success is its knowledge, built over the years, of how effective communications
caninfluence ‘the power dynamics of decision-making processes’. However, as Figure 4.6 shows
this central theme is related to other higher-order strategic themes (rectangles) as listed below
(each of which is underpinned by clusters of supporting activities; see ovals in Figure 4.6):

* Working at a strategic level based on its own in-house methodology, prioritising those
clients where such work is especially valued.

* A clear stance on integrity of communication and always advises openness of communi-
cation rather than suppression of information and only deals with clients that will accept
such principles.

e Staff are given high degrees of freedom but with some absolute criteria of responsibility
including strict rules for handling clients’ confidential information and strict sanctions if
such rules are broken.

* Recruitment is based on ensuring this responsibility and largely on the basis of values of
openness and integrity but also humour. The emphasis is on recruiting junior personnel
and developing them based on a mentoring system and, thus, the company believes it
offers the best learning opportunities in Scandinavia for young consultants.

* Strong financial incentives for top performance including rewards for the development of
junior personnel and based on the internal evaluation of leadership qualities and performance.
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Figure 4.6 Activity systems at Geelmuyden.Kiese
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When mapping activity systems four points need to be emphasised:

* Relationship to the value chain. The various activities represented in an activity map can also

be seen as parts of a value chain. The in-house methodology is, in effect, part of Geelmuyden.
Kiese's operations; its recruitment practices are a component of its human resource manage-
ment; its stance on integrity and insistence on openness rather than suppression of the infor-
mation part of its service offering; and so on. However, activity systems mapping encourages
a greater understanding of the complexity of resources and capabilities —important if bases
of competitive advantage are to be identified and managed.

The importance of linkages and fit. An activity systems map emphasises the importance
of different activities that create value to customers pulling in the same direction and
supporting rather than opposing each other. So the need is to understand (i) the fit
between the various activities and how these reinforce each other and (ii) the fit exter-
nally with the needs of clients. There are two implications:

* The danger of piecemeal change or tinkering with such systems which may damage
the positive benefits of the linkages that exist (see Chapter 15).

* The consequent challenge of managing change. When change is needed the implica-
tion is that change to one part of the system will almost inevitably affect another; or,
put another way, change probably has to be managed to the whole system.
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* Relationship to VRIO. It is these linkages and this fit that can be the bases of sustainable
competitive advantage. In combination they may be valuable to clients, truly distinctive
and therefore rare. Moreover, while individual components of an activity system might
be relatively easy to imitate, in combination they may well constitute the complexity and
causal ambiguity rooted in culture and history that makes them inimitable. Finally, there
can be activities in the system that in themselves do not provide for competitive advan-
tage, but that provide organisational support for other activities that do.

* Superfluous activities. It should also be asked if there are activities that are not required
in order to pursue a particular strategy or if some activities do not contribute to value
creation. If activities do not do this, why are they being pursued by the organisation?
Whether Ryanair used activity mapping or not, it has systematically identified and
done away with many activities that other airlines commonly have (adjustable seats,
pre-boarding assigned seats, in-flight drinks and meals, etc.).

4.4.4 Benchmarking

Benchmarking is used as a means of understanding how an organisation compares with
others.? It may be organisations that compete in the same industry or sectors, typically
competitors, or other organisations that perform the same or similar functions. Many bench-
marking exercises focus on outputs such as standards of product or service, but others do
attempt to take account of organisational capabilities.

Broadly, there are two approaches to benchmarking:

* Industry/sector benchmarking. Insights about performance standards can be gleaned by
comparing performance against other organisations in the same industry sector or between
similar service providers against a set of performance indicators. Some public-sector organ-
isations have, in effect, acknowledged the existence of strategic groups (see Section 3.4.1)
by benchmarking against similar organisations rather than against everybody: for example,
local government services and police treat ‘urban’ differently from ‘rural’ in their bench-
marking and league tables. However, an overriding danger of industry norm comparisons
(whether in the private or the public sector) is that the whole industry can be performing
badly and losing out competitively to other industries that can satisfy customers’ needs in
different ways.

® Best-in-class benchmarking. Best-in-class benchmarking compares an organisation’s
performance or capabilities against ‘best-in-class’ performance — from whichever industry —
and therefore seeks to overcome some of the above limitations. It may also help challenge
managers’ mindsets that acceptable improvements in performance will result from incre-
mental changes in resources or capabilities. For example, Southwest Airlines improved
refuelling time by studying the processes surrounding Formula One Grand Prix motor
racing pit stops.?"

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 reviewing resources
and capabilities underlying performance. But benchmarking has two potential limitations:

* Surface comparisons. If benchmarking is limited to comparing outputs, it does not directly
identify the reasons for relative performance in terms of underlying resources and
capabilities. For example, it may demonstrate that one organisation is poorer at customer
service than another, but not show the underlying reasons. The benchmarking exercise
should therefore be treated as the start of a deeper investigation into the explanation of
differences.
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* Simply achieving competitive parity. Benchmarking can help an organisation to
develop capabilities and create value in the same way as its competitors and those
best-in-class. However, the best performance that can be expected out of this exercise
is to achieve a threshold level and competitive parity. For organisations with competi-
tive disadvantage this can be highly rewarding, but to achieve competitive advantage
an organisation needs to move further and develop its own distinctive resources and
capabilities.

4.4.5 SWOT?22

It can be helpful to summarise the key issues arising from an analysis of resources and
capabilities discussed in this chapter and the analysis of the business environment discussed
in Chapter 3 to gain an overall picture of an organisation’s strategic position. SWOT provides
a general summary of the Strengths and Weaknesses explored in an analysis of resources
and capabilities (Chapter 4) and the Opportunities and Threats explored in an analysis of
the environment (Chapters 2 and 3). This analysis can also be useful as a basis for generating
strategic options and assessing future courses of action.

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. lllustration 4.4
takes the example of a pharmaceuticals firm (Pharmcare).?? It assumes that key environ-
mental impacts have been identified from analyses explained in Chapters 2 and 3 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 problem 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 has been declining because investors were concerned 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 busi-
ness, driven by new technology, the quest to provide medicines at lower cost and politicians
seeking ways to cope with soaring healthcare costs and an ever more informed patient. But
was Pharmcare keeping pace? The strategic review of the firm’s position (lllustration 4.4a)
confirmed its strengths of a flexible sales force, well-known brand name and new healthcare
department. However, there were major weaknesses, 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.

However, in the context of this chapter, if this analysis is to be useful, it must be remem-
bered that the exercise is not absolute but relative to its competitors. So SWOT analysis is
most useful when itis comparative —if it examines strengths, weaknesses, opportunities and
threats in relation to competitors. When the impact of environmental forces on competitors
was analysed (lllustration 4.4b), it showed that Pharmcare was still outperforming its trad-
itional competitor (Company W), but potentially vulnerable to changing dynamics in the
general industry structure courtesy of niche players (X and Y).
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There are two main dangers in a SWOT exercise:

e Listing. 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. So prioritisation of issues matters. Three
brief rules can be helpful here. First, as indicated above, focus on strengths and weak-
nesses that differ in relative terms compared to competitors or comparable organisa-
tions and leave out areas where the organisation is at par with others. Second, focus
on opportunities and threats that are directly relevant for the specific organisation
and industry and leave out general and broad factors. Third, summarise the results
and draw concrete conclusions based on the analysis (the TOWS matrix below can be
of help here).

* Asummary, not a substitute. SWOT analysis is an engaging and fairly simple tool. Itis also
useful in summarising and consolidating other analysis that has been explained in Chap-
ters 2, 3 and 4. It is not, however, a substitute for that analysis. There are two dangers if it
is used on its own. The first is that, in the absence of more thorough analysis, managers
rely on preconceived, often inherited and biased views. The second is again the danger
of a lack of specificity. Identifying very general strengths, for example, does not explain
the underlying reasons for those strengths.

SWOT can also help focus discussion on future choices and the extent to which an organ-
isation is capable of supporting these strategies. A useful way of doing this is to use a TOWS
matrix,%* as shown in Figure 4.7. This builds directly on the information in a SWOT exercise.
Each box of the TOWS matrix can be used to identify options that address a different combin-
ation of the internal factors (strengths and weaknesses) and the external factors (opportun-
ities 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 for Pharmcare might be the re-training of the sales force to deal
with changes in pharmaceuticals buying. The bottom right-hand box prompts options that
minimise weaknesses and also avoid threats; for Pharmcare this might include the need to

Figure 4.7 The TOWS matrix

Internal factors

Opportunities (0)

External
factors

Threats (T)

Strengths (S)

SO Strategic options

Generate options here that use
strengths to take advantage

of opportunities

ST Strategic options
Generate options here that use
strengths to avoid threats

Weaknesses (W)

WO Strategic options

Generate options here that
take advantage of opportunities
by overcoming weaknesses

WT Strategic options
Generate options here that
minimise weaknesses and
avoid threats
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lllustration 4.4 swoT analysis of Pharmcare

A SWOT analysis explores the relationship between the environmental influences and
the resources and capabilities of an organisation compared with its competitors.

(a) SWOT analysis for Pharmcare

Environmental change (opportunities and threats)

Complex and

changing Increased

Healthcare  buying integration Informed

rationing structures of healthcare  patients  + -
Strengths
Flexible sales force +3 +5 +2 +2 12 0
Economies of scale 0 0 +3 +3 +6 0
Strong brand name +1 +3 0 -1 4 -1
Healthcare education department +3 +3 +4 +5 15 0
Weaknesses
Limited capabilities in biotechnology -1 0 -4 -3 0 -8
and genetics
Ever lower R&D productivity -3 -2 -1 -2 0 -8
Weak ICT capabilities -3 -2 -5 -5 0 -15
Over-reliance on leading product -2 -1 -3 -1 0 -7
Environmental impact scores +7 +11 +9 +10

-9 -5 -13 -12

(b) Competitor SWOT analyses

Environmental change (opportunities and threats)

Complex and Informed and

Healthcare changing buying Increased integration passionate Overall

rationing structures of healthcare patients impact
Pharmcare -2 +6 -4 -2 -2
Big global player Struggling Well-known brand, Weak ICT and lack Have yet to get Declining
suffering fall to prove a flexible sales force  of integration into the groove performance
in share price, cost-effectiveness ~ combined with a following mergers of patient power  over time
low research of new drugs to new healthcare means sales, research  fuelled by the worsened
productivity and new regulators education and admin. are all internet after merger
post-mega-merger of healthcare department creates underperforming
bureaucracy rationing positive synergy
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(b) Competitor SWOT analyses (continued)

Company W

Big pharma with
patchy response
to change,
losing ground

in new areas of
competition

Organisation X

Partnership
between a
charity managed
by people with

Healthcare
rationing

-4

Focus is on
old-style
promotional
selling rather than
helping doctors
control costs
through drugs

+3

Potentially able
to deliver rapid
advances in

genetics-based

Environmental change (opportunities and threats)

Complex and
changing buying
structures

-4

Traditional sales
force not helped
by marketing
which can be
unaccommodating
of national
differences

+2

Able possibly to
bypass these
with innovative
cost-effective

Increased integration
of healthcare

+0

Alliances with
equipment
manufacturers but
little work done across
alliance to show dual
use of drugs and new
surgical techniques

+2

Innovative drugs
can help integrate
healthcare through
enabling patients to

Informed and
passionate
patients

+4

New recruits in the
ICT department
have worked
cross-functionally
to involve patients
like never before

+3

Patients will fight
for advances in
treatment areas
where little recent

Overall
impact

-4

Needs to
modernise
across the
whole
company

+10

Could be the
basis of a
new business
model

venture capital ilinesses drug(s) stay at home progress has been  for drug
experience and made discovery —
top hospital but all to
geneticists prove as yet
Company Y +3 0 +2 +1 +6
Only develops Partnering with Focus on Innovative use Freephone Novel
drugs for big pharma small market of web to show call centres for approach can
less common allows the segments so not why products sufferers of less be considered
diseases development of as vulnerable to still worthwhile common illnesses either risky or

drugs discovered overall market developing even Company, like a winner, or

by big pharma but  structure, but for less common patients, is both!

not economical for innovative illnesses passionate about

them to develop approach might its mission

be risky
Questions

1 What does the SWOT analysis tell us about the competitive position of Pharmcare within the industry as a whole?

2 How readily do you think executives of Pharmcare 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.

Source: Prepared by Jill Shepherd, Segal Graduate School of Business, Simon Fraser University, Vancouver, Canada.
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develop its ICT systems to better service more informed patients. Quite likely this would also
help take advantage of opportunities arising from changes in the buying structure of the
industry (top right). The bottom left box suggests the need to use strengths to avoid threats,
perhaps by building on the success of the healthcare education department to also better
service informed patients.

4.5 Dynamic capabilities
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The previous section was concerned with analysing resources and capabilities. This section
considers what managers can do to manage and improve resources and capabilities. If
resources and capabilities for competitive advantage do not exist, then managers need to
consider if they can be developed. Also, if they are to provide a basis for long-term success,
resources and capabilities cannot be static; they need to change. University of Berkeley
economist David Teece has introduced the concept of dynamic capabilities, by which he
means an organisation’s ability to renew and recreate its resources and capabilities to
meet the needs of changing environments.?> He argues that the resources and capabilities
that are necessary for efficient operations, like owning certain tangible assets, controlling
costs, maintaining quality, optimising inventories, etc., are unlikely to be sufficient for
sustaining superior performance long term.?® These ‘ordinary capabilities’ allow companies
to be successful and earn a living now by producing and selling a similar product or service
to similar customers, but are not likely to provide for long-term survival and competitive
advantage in the future.?’

In other words, there is a danger that capabilities and resources that were the basis
of competitive success can over time be imitated by competitors, become common prac-
tice in an industry or become redundant as its environment changes. So, the important
lesson is that if resources and capabilities are to be effective over time they need to
change; they cannot be static. Dynamic capabilities are directed towards that strategic
change. They are dynamic in the sense that they can create, extend or modify an organ-
isation’s existing ordinary capabilities. New product development is a typical example
of a dynamic capability and strategic analysis is another. Outlet expansion by chain
retailers such as Starbucks or Zara is yet another example as it extends ordinary capabil-
ities. Dynamic capabilities may also take the form of relatively formal organisational
systems, such as reorganisation, recruitment and management development processes
and cooperating with others through alliances or acquisitions, by which new skills are
learned and developed.?® Illustration 4.5 provides an example of dynamic capabilities in
the context of mobile and smartphones, but also shows that they are not necessarily a
guarantee for future success.

In brief, dynamic capabilities can change ordinary capabilities in case the environment
changes. However, as they are focused on finding solutions beyond and outside current
ordinary capabilities there is a trade-off and tension between the two that can make it diffi-
cult to achieve an optimal balance between them. It is sometimes referred to as exploration/
exploitation trade-offs and they are further discussed in Chapter 15.

Teece suggests the following three generic types of dynamic capabilities:

* Sensing. Sensing implies that organisations must constantly scan, search and explore
opportunities across various markets and technologies. Research and development and
investigating customer needs are typical sensing activities. For example, companies in the
PC operating systems industry, like Microsoft, sensed the threats from and opportunities
in tablets and cloud computing services and applications.
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® Seizing. Once an opportunity is sensed it must be seized and addressed through new
products or services, processes, activities etc. Microsoft, for example, seized opportunities
by launching their own tablet devices and cloud computing services.

* Reconfiguring. To seize an opportunity may require renewal and reconfiguration of organ-
isational capabilities and investments in new technologies, manufacturing, markets, etc.
For example, Microsoft's inroad into tablets and cloud computing and related software
and apps required major changes in its existing PC and game console resources and
capabilities. The company needed to discard some of its old capabilities, acquire and build
new ones and recombine them.

This view of dynamic capabilities relates directly to the framework for this book: strategic
position, strategic choices and strategy in action (see Figure 1.3). Sensing capabilities are to
do with understanding an organisation’s strategic position; seizing opportunities relate to
making strategic choices; and reconfiguration is to do with enacting strategies.

As Teece acknowledges, dynamic capabilities are likely to have 'micro-foundations’
in people’s behaviour within organisations, such as the way in which decisions get taken,
personal relationships, and entrepreneurial and intuitive skills. This puts the focus on
behaviour and the significance of beliefs, social relationships and organisational processes
in capability management, which is discussed in ‘Thinking Differently’ at the end of this
chapter.3°

As suggested, above dynamic capabilities may take different forms and there are thus
many ways in which managers might create, extend or upgrade resources and capabilities
including more experimental ones. Several approaches to manage resources and capabilities
are discussed in other parts of this book:3'

29

* Internal capability development. Could resources and capabilities be added or upgraded
so that they become more reinforcing of outcomes that deliver against critical success
factors? This might be done, for example, by:

* Building and recombining capabilities. Creating entirely new capabilities that provide
for competitive advantage requires entrepreneurship and intrapreneurship skills.
Managers can build managerial systems and a culture that promote capability innova-
tion or form new venture units outside the rules of ordinary R&D and product devel-
opment (see Chapter 10).32

* leveraging capabilities. Managers might identify resources and capabilities in one area
of their organisation, perhaps customer service in one geographic business unit of a
multinational, which are not present in other business units. They might then seek
to extend this throughout all the business units, but capabilities might not be easily
transferred because of the problems of managing change (see Chapter 15).

® Stretching capabilities. Managers may see the opportunity to build new products or
services out of existing capabilities. Indeed, building new businesses in this way is the
basis of related diversification, as explained in Chapter 8.

® External capability development. Similarly, there may be ways of developing resources and
capabilities by looking externally. For example, they could be attained or developed by
acquisition or entering into alliances and joint ventures (see Chapter 11).

* Ceasing activities. Could current activities, not central to the delivery of value to customers,
be done away with, outsourced or reduced in cost? If managers are aware of the resources
and capabilities central to bases of competitive advantage, they can retain these and focus
on areas of cost reduction that are less significant (see Chapter 7).
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Illustration 4.5 Dynamic capabilities (and rigidities) in mobile

telephone companies

Dynamic capabilities can help firms sense and seize opportunities and reconfigure
ordinary capabilities in changing environments.

Companies in the mobile telephone industry have built
on their dynamic capabilities in their effort to adapt to
environmental changes. They have identified and evalu-
ated new opportunities (sensing); addressed these with new
products (seizing) and renewed and redeployed their capa-
bilities accordingly (reconfiguring), asillustrated in the table.

The pioneers in mobile telephony, Ericsson and Motorola,
managed to sense and explore an entirely new mobile tele-
phony market. They satisfied and captured value in that
market by recombining and redeploying telecommunication

Apple, with along legacy in consumer electronics prod-
ucts, explored additional opportunities. They realised that
most phones, even the improved ‘smartphones’, still main-
tained a complex and unintuitive interface with limited
multimedia functionalities. Apple addressed this by intro-
ducing an upgraded multimedia platform smartphone
with an intuitive and simple interface combined with
complementary services like the App Store and iTunes.
They built on a recombination of its prior design, interface
and consumer behaviour capabilities and (for them) new
mobile phone capabilities. They, in turn, were followed by
Samsung, which used their digital electronics capabilities
and the open innovation model of Google's Android oper-
ating system (OS). Samsung transformed their capabilities

and radio capabilities. However, they remained stuck in
these early mobile telephone capabilities and were followed
by Nokia. Nokia sensed new opportunities as it realised
that mobile phones’ awkward design and functionality
were not suited to what had become a mass consumer and
fashion market. The company seized these new opportun-
ities, offering improved designs and functionality. However,
they later suffered as they were unable to reconfigure their
product design and mobile operating system capabilities
further.

Source: RayArt Graphics/Alamy Stock Photo

further to capture value in the premium priced segment
via their Galaxy phones and successfully established
market leadership position in a new more productivi-
ty-oriented phablets smartphone category (combining
the size format of phones and tablets). They have become
number one in smartphone sales with Huawei and Apple
as two and third.

While dynamic capabilities helped mobile phone
companies to adapt, they are no guarantee for keeping
ahead as the ordinary capabilities they develop risk becoming
rigidities when markets and technologies move fast. Compa-
nies need to detect and alleviate rigidities quickly; otherwise
competitors may emerge with more appropriate capabilities
in a constantly changing environment.
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Companies

Ericsson
(primarily
Europe)
Motorola
(primarily
the US)

Nokia

Apple
(iPhone)

Samsung

Approximate
time period

Mid-1980s-late
1990s

Late 1990s—early
2000s

Late 2000s—

ca.2010 -

Product

Mobile phones

Mobile phones
with improved
design and
functionality

Smartphones
with perfected
design,
functionality and
interface

Smartphones
based on
Google's
Android OS

with broader
interconnectivity,
more apps and
bigger displays

Sensing

Need for mobile
telephones: Fixed
telephony not
offering mobility

Need for
well-designed and
fashionable mobile
phones: Existing
ones were close

to their car-phone
origins and
maintained their

awkward design and

functionality

Need for phones
with multimedia
functionality:
Existing ones
maintained a
complex and

unintuitive interface

with limited
functionalities

Need for open
connectivity
between devices
and co creation

of apps compared
to Apple’s (early)
closed connectivity

Dynamic
capabilities
seizing

Creating the first
mobile telephone
systems and
telephones

Upgrading the
mobile phone to
provide a richer
experience in
design, fashion
and functionality

Upgrading the
mobile phone

to include an
intuitive interface
and multimedia
functionalities
containing the
App store, iTunes

Upgrading
smartphones with
Android and new
chip hardware
features including
larger displays
and pen pointers,
iris scanners and
foldable displays

Reconfiguring

Opening the mobile
telephone market
Acquiring and building
mobile telephone
capabilities

Entering mobile
telephones

Acquiring and building
mobile telephony
capabilities

Building design and
marketing capabilities

Entering mobile
telephones

Acquiring mobile
telephony capabilities
and recombining
them with existing
design and interface
capabilities Integrating
with capabilities from
music and phone app
developers

Using Android

OS capabilities in
combination with
existing product design
and marketing phone
capabilities

Creating new
chipmaking technology
capabilities

Source: Prepared by Patrick Regnér, Stockholm School of Economics and Muhammad Amjad, Salford Business School, University of Salford.

Questions

1 What type of dynamic capabilities could help smartphone companies avoid becoming stuck in their old resources and

capabilities?

2 Why is it difficult for some firms to successfully seize opportunities and reconfigure their capabilities?

3 a

Can you sense any possible future opportunities in smartphones?

b  How could they possibly be seized and developed (reconfigured) by the smartphone companies?
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Thinking differently Mmicro-foundations of capabilities

A new view emphasises the individuals behind capabilities.

In the discussion of dynamic capabilities above
(Section 4.5) it was noted that ‘micro-foundations’ of
people’s behaviour underlie them, which suggests that
strategy is rooted in individual action. From this perspec-
tive then the focus is not so much on organisations’
resources and capabilities as on the individuals behind
them. The emphasis is on how managers’ decisions and
actions aggregate up to the organisational level and
shape resources and capabilities.>3

The emphasis of this alternative ‘micro-foundations’
approach is thus on individuals and their social interac-
tions and how they form organisational resources and
capabilities. Instead of taking resources and capabilities
as the point of departure micro-foundations starts with
individuals’ beliefs, preferences, interests and activities.
The focus is on the role of key individuals, often those
at the top, and their ambitions, competences and social
networks. It is these individuals’ decisions and choices
that determine capabilities, strategy and performance.

The focus on micro-foundations suggests that
managers should carefully consider how their own skills,

activities and choices can develop and change resources
and capabilities. For strategy then the focus is primarily
onindividual managers’ capabilities rather than those of
the whole organisation. However, it needs to be empha-
sised that there may be limits to how managers can influ-
ence resources and capabilities. First, they are often built
over extended periods of time (see Chapter 13), even over
decades, which often go beyond the tenure of individual
CEOs or managers. Second, cognitive and psychological
biases often put a limit to managerial judgements and
achievements (see Chapter 16).

Question

Pick an organisation mentioned in this chapter (e.g. Apple,
IKEA, Microsoft, Ryanair, Starbucks, Zara) or one you ad-
mire and would like to work for: What micro-foundations
(e.g. individuals and their competences, skills, networks,
choices, activities) do you think underlie their resources
and capabilities?

Summary

¢ To be able to compete at all in a market an organisation needs threshold resources and
capabilities, but to achieve sustained competitive advantage it also needs to be unique

and distinctive.

e To be distinctive and provide for sustainable competitive advantage resources and capabil-
ities need to fulfil the VRIO criteria of being Valuable, Rare, Inimitable and supported by

the Organisation.

e Ways of diagnosing organisational resources and capabilities include:

e VRIO analysis of resources and capabilities as a tool to evaluate if they contribute to

competitive advantage.

e Analysing an organisation’s value chain and value system as a basis for understanding
how value to a customer is created and can be developed.

e Activity systems mapping as a means of identifying more detailed activities which
underpin resources and capabilities.

e Benchmarking as a means of understanding the relative performance of organisations.

e SWOT analysis as a way of drawing together an understanding of the strengths, weak-
nesses, opportunities and threats an organisation faces.

e Managers need to adapt and change resources and capabilities if the environment changes
and/or competitors catch up and this can be done based on dynamic capabilities: sensing,
seizing and reconfiguring new or modified resources and capabilities.
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Work assignments

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

4.1

4.2

Using Table 4.1 identify the resources and capabilities of an organisation with which
you are familiar; your university or school, for example. Alternatively, you can answer
this in relation to, H&M* or Formula One* if you wish.

Undertake a VRIO analysis of the resources and capabilities of an organisation with
which you are familiar in order to identify which resources and capabilities meet the

criteria of: (a) value, (b) rarity, (c) inimitability and (d) organisational support (see
Section 4.3; Figure 4.2 and Table 4.2). You can answer this in relation to H&M* or
Formula One* or the end of chapter case, Rocket Internet, if you so wish.

4.3  Undertake a value chain or system analysis for an organisation of your choice (refer-
ring to lllustration 4.3 could be helpful). You can answer this in relation to a case
study in the book such as Ryanair* or the end case, Rocket Internet, if you wish.

4.4  For a benchmarking exercise to which you have access, make a critical assessment of
the benefits and dangers of the approach that was taken.

4.5  For an industry or public service of your choice consider how the resources and
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? Did dynamic capabilities play any role? Which?

Integrative assignment

4.6  Prepare a SWOT analysis for an organisation of your choice (see lllustration 4.4).
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 and how would these
inform an evaluation of strategy (see Chapter 12)?

Recommended key readings

e For an understanding of the resource-based view
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. For a critical discussion of the
resource-based view, see J. Kraaijenbrink, J.-C.
Spender and A.J. Groen, ‘The resource-based view:
a review and assessment of its critiques’, Journal of
Management, vol. 36, no. 1 (2010), pp. 349-72, 19.

e For a discussion of ordinary and dynamic capabil-
ities, see D.J. Teece, 'The foundations of enterprise
performance: dynamic and ordinary capabilities in an

(economic) theory of firms’, The Academy of Manage-
ment Perspectives, vol. 28, no. 4, 2014, pp. 328-52.
For a partly new take on dynamic capabilities, see
N.M. Kay, S. Leih and D.J. Teece, ‘'The role of emer-
gence in dynamic capabilities: a restatement of the
framework and some possibilities for future research’,
Industrial and Corporate Change, vol. 27, no. 4, 2018,
pp. 623-38. A comprehensive book on dynamic
capabilities is written by C. Helfat, S. Finkelstein, W.
Mitchell, M. Peteraf, H. Singh, D. Teece and S. Winter,
Dynamic Capabilities: Understanding Strategic Change
in Organisations, Blackwell Publishing, 2007.
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talization or decline?’ Journal of Management, vol. 37,
no. 5, 2011, pp. 1299-315 and J. Barney and D. Clark,
Resource-Based Theory: Creating and Sustaining
Competitive Advantage, Oxford University Press, 2007.
The literature most commonly differentiates between
‘resources’ and ‘capabilities’. See, for example, an early
article by R. Amit and P.J.H. Schoemaker, 'Strategic
assets and organizational rent’, Strategic Management
Journal, vol. 14 (1993), pp. 33-46 and Jay Barney's
book: J.B. Barney Gaining and Sustaining Competitive
Advantage, Pearson, 2014.

In earlier editions of this book capabilities were
specified as ‘'what we do well’, but an organisation’s
capabilities need not necessarily be carried out well or
in a superior way compared to others. Instead, ‘'what
we do’ can be categorised into ‘threshold’ or ‘distinc-
tive capabilities’ where the latter signify those capabil-
ities that we perform particularly well in comparison
to others. This is discussed in the next section.

We use the terms ‘resources’ and ‘capabilities’ as
most contemporary strategy texts do, and the latter
corresponds to what we in earlier editions referred
to as ‘competences’ (earlier we also, somewhat
idiosyncratically, used the umbrella term 'strategic
capabilities’ to refer to resources and capabilities).
‘Capabilities’ is commonly used in both research
and in practice-oriented writings and in discussions
within organisations. As lllustration 1 shows, organ-
isations frequently refer to their capabilities when
describing their strategies. Nevertheless, the term
‘competences’ is still used by some organisations
and managers.
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Gary Hamel and C.K. Prahalad were the academics
who promoted the idea of core competences in
the early 1990s to refer to an organisation’s unique
competences; ‘The core competence of the corpor-
ation’, Harvard Business Review, vol. 68, no. 3 (1990),
pp. 79-91. This idea of driving strategy development
from the resources and capabilities or competences of
an organisation is also discussed in G. Hamel and C.K.
Prahalad, ‘Strategic intent’, Harvard Business Review,
vol. 67, no. 3 (1989), pp. 63-76; and G. Hamel and C.K.
Prahalad, ‘Strategy as stretch and leverage’, Harvard
Business Review, vol. 71, no. 2 (1993), pp. 75-84.

The VRIO criteria were introduced by Jay Barney in J.B.
Barney, Gaining and Sustaining Competitive Advan-
tage, Addison-Wesley, 1997. Originally the acronym
VRIN was used to also emphasise ‘non-substitut-
ability’ as a separate component and how compet-
itors must not be able to substitute a valuable, rare
and inimitable capability for another. However, this
is now encompassed by the ‘Imitation’ factor. Hence,
in the VRIO framework ‘Imitation” encompasses both
direct replication of a resource and capability and
substitution for it. Direct replication refers to the
difficulty or impossibility to replicate resources and
capabilities. Substitution rather refers to the difficulty
to substitute resources and capabilities for another.
For example, if it is impossible to replicate a specific
marketing expertise of a leading firm a competitor
may instead try to substitute this by cooperating with
a marketing consultancy. If neither direct replication
of this expertise nor substituting it by the consultancy,
is possible then this capability is inimitable.

This is borne out in a meta-study of research on RBV by
S.L. Newbert, 'Empirical research on the resource based
view of the firm: an assessment and suggestions for
future research’, Strategic Management Journal, vol.
28 (2007), pp. 121-46. Other studies have also found
support for the RBV, for example S.K. McEvily and B.
Chakravarthy, ‘The persistence of knowledge-based
advantage: an empirical test for product performance
and technological knowledge’, Strategic Management
Journal, 23(4), (2002), pp. 285-305.

For an explanation of how complex capabilities and
strategies contribute to inimitability, see J.W. Rivkin,
‘Imitation of complex strategies’, Management
Science, vol. 46, no. 6 (2000), pp. 824-44.

For example, see the Ryanair case in the case study
section of this book (Text and Cases version only).
The seminal paper on causal ambiguity is S. Lippman
and R. Rumelt, ‘Uncertain imitability: an analysis of
interfirm differences in efficiency under competition’,
Bell Journal of Economics , vol. 13 (1982), pp. 418-38.
For a summary and review of research on causal ambi-
guity see AW. King, ‘Disentangling interfirm and
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intrafirm causal ambiguity: a conceptual model of
causal ambiguity and sustainable competitive advan-
tage’, Academy of Management Review, vol. 32, no. 1
(2007), pp. 156-78.

The distinction between and importance of character-
istic and linkage ambiguity is explained by AW. King
and C.P. Zeithaml, ‘Competencies and firm perform-
ance: examining the causal ambiguity paradox’, Stra-
tegic Management Journal, vol. 22, no. 1 (2001), pp.
75-99.

For a fuller discussion of path dependency in the
context of resources and capabilities, see D. Holbrook,
W. Cohen, D. Hounshell and S. Klepper, ‘'The nature,
sources and consequences of firm differences in the
early history of the semiconductor industry’, Strategic
Management Journal, vol. 21, nos. 10/11, 2000, pp.
1017-42.

The importance of analysing and understanding
knowledge and the distinction between tacit and
explicit knowledge is discussed in I. Nonaka and H.
Takeuchi, The Knowledge-creating Company, Oxford
University Press, 1995. The significance of organ-
isational knowledge for the firm was pioneered by
B. Kogut and U. Zander, ‘Knowledge of the firm,
combinative capabilities, and the replication of tech-
nology’, Organization Science, vol. 3, no. 3 (1992),
pp. 383-97. Mark Easterby-Smith and Isabel Prieto
have explored the relationships in: ‘Dynamic capabil-
ities and knowledge management: an integrative role
for learning’, British Journal of Management, vol. 19
(2008), pp. 235-49.

For an extensive discussion about complementary
assets and capabilities, see D. Teece, 'Profiting from
technological innovation’, Research Policy, vol. 15, no.
6 (1986), pp. 285-305.

An extensive discussion of the value chain conceptand
its application can be found in M.E. Porter, Competitive
Advantage, Free Press, 1985.

The importance of profit pools is discussed by
0. Gadiesh and J.L. Gilbert, 'Profit pools: a fresh look
at strategy’, Harvard Business Review, vol. 76, no. 3
(1998), pp. 139-47.

See M. Porter, '"What is strategy?’ Harvard Business
Review, November-December (1996), pp. 61-78; N.
Siggelkow, ‘Evolution towards fit’, Administrative
Science Quarterly, vol. 47, no. 1 (2002), pp. 125-59
and M. Porter and N. Siggelkow, ‘Contextuality within
activity systems and sustainability of competitive
advantage’, Academy of Management Perspectives,
vol. 22, no. 2 (2008), pp. 34-56.

We are grateful for this example based on the doctoral
dissertation of Bjorn Haugstad, Strategy as the Inten-
tional Structuration of Practice: Translation of Formal
Strategies into Strategies in Practice, submitted to the
Said Business School, University of Oxford, 2009.

See R. Camp, Benchmarking: the Search for Industry
Best Practices that Lead to Superior Performance,
Quiality Press, 2006.
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Case example

Rocket Internet — will the copycat be imitated?

Patrick Regnér

Introduction

Rocket Internet is a Berlin-based start-up incubator and
venture capital firm. It starts, develops, funds and operates
e-commerce and other online consumer businesses. The
company was founded in 2007 and stock listed in 2014
valued at $8.2bn (€6.5bn). It has over 700 employees and
over 30,000 across its network of portfolio companies. It
has helped create and launch over 150 start-ups and is
currently active in more than 100 companies across more
than 100 countries on six continents.

The company was founded by the Samwer brothers,
Alexander, Oliver and Marc. After going to Silicon Valley
in the late 1990s they became inspired by the Califor-
nian entrepreneurial culture and especially eBay. The
brothers offered to eBay to create a German version
of the online auction house, but they received no reply
from eBay. Instead they launched their own eBay clone,
Alando. A month later they were acquired by eBay for
$50m. This was to be their first great online success, but
far from the last.

The Samwer brothers

Next the brothers created Jamba, a mobile phone
content platform. It was sold to VeriSign, a network infra-
structure company, for $273m in 2004. Since then they
have become experts in spotting promising business
models, especially in the USA, and imitating and scaling
them internationally quicker than the originals. Several of
their ventures have been acquired by the company with the
original idea, like two of their most high-profile ventures:
CityDeal, which was sold off to American Groupon, and
eDarling sold to American eHarmony.

The company has frequently been criticised for simply
being a copycat machine without any original ideas and

some have even claimed it is a scam that rips off the orig-
inals. The brothers, through Oliver Samwer, defended
their model ahead of their IPO in the Financial Times (Sally
Davies, 15 July 2014):

‘There is a romantic concept of what tech inno-
vation is. . . There’s always an Einstein, a pioneer
who defines the first category. But take the first
car - it looked horrible, you would never want to
use it, and you would never make a market for it. It
took someone like Toyota to work harder, make it
cheaper and bring it faster around the world.’

Finance and expert teams

To structure the financial solutions, Rocket Internet has a
large team of finance experts at the Berlin headquarters
and extensive cooperation externally with high-profile
investors globally, such as J.P. Morgan. Besides financial
skills Rocket Internet also develops the concepts of new
ventures, provides the technology platforms and combines
various skills necessary for setting up new ventures. It has
about 250 specialists working at the Berlin head office.
These specialists are part of diverse expert teams. Engin-
eering including IT software, programming and web design
skills are essential for product development and there
are around 200 engineers with access to state-of-the art
technologies.

The expert team in marketing includes experts in
customer management, customer relationship marketing
and online marketing. Other teams include Operations,
Business Intelligence and HR. Apart from this there is a
Global Venture Development programme including a
global mobile task force of entrepreneurial talents that
can bring further know-how to all international markets.
This task force includes venture developers with func-
tional skills in product development, supply manage-
ment, operations and online marketing. They rotate
every 4-6 months to a new venture in another part of
the world.

Human resource management and
culture

The HR team recruit regular staff support for Rocket
Internet and specialists for the expert teams and Global
Venture Development programme and, not least, the
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founders of the ventures. Based on their entrepreneurial
spirit they emphasise personal drive rather than good
school grades. Head of HR, Vera Termuhlen, explains to
VentureVillage.com:

‘All in all, it doesn’t matter if an applicant is from
an elite university. For the area of global venture
development, we look for applicants that are
hands-on, first-class, have analytical skills, describe
themselves as entrepreneurs, have a passion for the
online start-up scene along and a willingness to
work internationally, often in exotic locations like
the Philippines or Nigeria.’

The co-founders and managing directors of the individual
ventures establish all operations, build the team around
a venture, and develop the business; acting as entre-
preneurs and holding personal stakes in the venture's
equity. Recruiting them is central and Rocket Internet
normally recruits extraordinary, ambitious MBA-level
graduates with high analytic skills from within the local
regions where the venture is set up. As Alexander Kudlich,
Managing Director of Rocket Internet, says:

‘We are looking for those who from an analytical
point of view understand the beauty of the busi-
ness model, understand the rationale and under-
stand what a huge opportunity is. Sometimes we
say we are looking for analytical entrepreneurs
rather than accidental billionaires.’

The company emphasises not only strong expertise, but
‘a close cultural connection to Rocket Internet’. Rocket
Internet has an intense entrepreneurial working culture
that is highly performance driven including high pressure,
long working hours, often from 09.00 to 23.00, and little
job security. While this is attractive to some, the culture
has also been criticised for being too tough and aggres-
sive. Rocket Internet’'s Managing Director Alexander
Kudlich comments on the culture:

‘I would describe our culture as very focused, we
have young teams - the average age is below 30.
There is no place where you get more freedom and
where you can take as much responsibility as you
want. The only thing we want back is accountability.’

Identif_ication of business models and
execution

Rocket Internet is more of an international venture builder
and operator compared to many others. Expertise is shared
throughout the portfolio of ventures globally and its best

practice can be applied across diverse business models
(ranging from online fashion to payments to deals to social
networking). Compared to many other incubators, the func-
tion of the headquarters is central. While entrepreneurs
are hired to oversee individual ventures, overall strategy
for Rocket Internet is largely shaped at the head office. The
managing directors at head office lead the scanning for
and identification of novel and proven online and mobile
transaction-based business models that are internationally
scalable. They have a team of about 25 staff looking for new
opportunities, scanning a couple of hundred companies a
month. Former Managing Director Florian Heinemann
explains in Wired:'We take a pretty systematic look at busi-
ness models that are already out there and we basically try
to define whether a model suits our competence and is
large enough that it's worth it for us to go in there.’

Another significant aspect of Rocket Internet’s
centralised model is the speed at which it can launch
novel business models internationally. This is different
compared to many US and European counterparts. Rocket
Internet has an international infrastructure and distribu-
tion network with the capacity to build ventures on an
international scale in just a few months. As Managing
Director Kudlich explains in Wall Street Journal:

‘When we identify a business model we can, within
a few weeks, build a platform out of our central
teams. In the meantime the local Rocket offices
will have hired or allocated the people who will
execute on the ground. . . That gives us the speed.
The combination of access to the best talent in each
country combined with highly standardised or
modular approach in terms of platform and systems
which are rolled out by our headquarters.’

In brief, Rocket Internet specialises in execution rather
than innovation. This is also how the management
defend their model when they are blamed for simply
being a clone machine. Oliver Samwer says that they are
‘execution entrepreneurs’ rather than ‘pioneering entre-
preneurs’. Managing Director Kudlich explains to /nc.
Magazine: "Which is harder: to have the idea of selling
shoes online or to build a supply chain and warehouse
in Indonesia? Ideas are important. But other things are
more important.’

Paradoxically, even though Rocket Internet often
builds on others’ ideas it prefers to keep its own ideas for
itself, as explained by Marc Samwer in the New York Times:
‘We really don't like to speak about our investments since
our track record encourages people to set up competing
sites. . . Ideas travel much faster these days.’
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The future

Rocket Internet has continued to produce successful
start-ups. Zalando, which initially mimicked the online
shoe retailing business in the USA by Zappos, now part of
Amazon, has expanded into clothing and jewellery. They
are now the biggest online fashion retailer in Europe with
rapidly growing sales (€4.5bn for 2017) and the company
was stock listed in Germany 2014 at €5.3 billion. Other
fashion brands have also been launched in the umbrella
Global Fashion Group: Dafiti (Latin America), Jabong
(India), Lamoda (Russia), Namshi (Middle East) and Zalora
(South East Asia and Australia). Two high profile IPOs
in 2017 from Rocket Internet were Delivery Hero, an
online takeaway food delivery company and HelloFresh,
a meal-kit delivery company. In 2018 the online retailer
Daraz was sold to Alibaba.

However, Rocket Internet’s stock price has fallen close
to 50 per cent since its listing and some investors have
complained that the company is too complex to analyse
and understand and questioned its ability to become
profitable and find enough successful exits for its many
start-ups.

Rocket Internet has also started to attract imitators
of its own. Wimdu is a copy of the Airbnb, which allows
individual home and apartment owners to list their prop-
erties as holiday accommodation, but they quickly formed
a partnership with another Berlin incubator for expansion
into Europe. Similarly, the original company responded
swiftly when Rocket Internet imitated Fab.com, a designer
deal site, with its Bamarang. Fab acquired Casacanda, a
parallel European site, and quickly re-launched it as Fab
internationally and Bamarang was closed down.

Rocket Internet is even facing imitators from within.
Four of the original managing directors who contrib-
uted to the initial success have left the company. They
have all become active as venture capitalists and support
companies in direct competition with Rocket Internet.
Two, together with other former employees, left to set
up the Berlin incubator ‘Project A Ventures'. Multiple
venture capitalist firms and incubators from other parts of
Europe have also emerged, such as The Hut Group in the
UK. There are thus signs that Rocket Internet may even-
tually be imitated itself. In addition, many of these new

competitors are pioneering entirely new online ventures
and business models rather than imitating existing ones.
‘The day and age of copying seems over’ according to
Ciaran O’Leary, general partner at BlueYard Capital, a
Berlin-based venture capital firm. However, these devel-
opments did not worry Rocket Internet CEO Oliver
Samwer, who stated in an interview with Reuters: ‘\We are
planting new seedlings so we can harvest them in 2020
and beyond. . . Small seedlings can suddenly grow big.”

Sources: J. Kaczmarek, ‘An inside look at Rocket Internet’, VentureVillage.
com, 18 November 2012; M. Chafkin, ‘Lessons from the world’s most
ruthless competitor’, Inc. Magazine , 29 May 2012; B. Rooney, ‘Rocket
Internet leads the clone war’, The Wall Street Journal, 14 May 2012;
G. Wiesmann, 'Zalando to set foot in seven new countries’, Financial
Times, 26 March 2012; T. Bradshaw, ‘Facebook backers to take stake
in Zalando’, Financial Times, 2 February 2012; M. Cowan, ‘Inside the
clone factory’, Wired UK, 2 March 2012; R. Levine, ‘'The copy cat kids’,
Cnnmoney.com, 2 October 2007; New York Times, 3 December 2006;
The Economist, 'Attack of the clones’, 6 August 2011 and ‘Launching
into the unknown’, 4 October 2014; S. Gordon and D. McCrum, ‘Rocket
Internet: waiting for the lift-off’, Financial Times, 10 October 2015;
J. Kahn, S. Nicola, A. Ricadela and A. Satariano, ‘Inside Rocket Inter-
net's ailing startup factory’, Bloomberg Business Week, 7 October 2016;
E. Thomasson and N. Schimroszik, Reuters, Business News, 11 January 2018.

Questions

1 Based on the data from the case (and any other
sources available) use the frameworks from the
chapter and analyse the resources and capabilities of
Rocket Internet:

a What are its resources and capabilities?

b What are its threshold, distinctive and dynamic
resources and capabilities?

2 Based on your initial analysis and answers to ques-
tion 1, carry out a VRIO analysis for Rocket Internet.
What do you conclude? To what extent does Rocket
Internet have resources and capabilities with
sustained competitive advantage?

3 Whatis the importance of the Samwers brothers?
What would happen if they left or sold the company?

Suggested video clip

www.youtube.com/watch?v=Tq7WnzY89KE
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5.1 Introduction

5.1 Introduction

Facebook’s scandals during 2018 raised major questions regarding the company'’s social
responsibilities, its corporate governance, and even its basic strategy. Facebook’s strategy
relies heavily on harvesting private data from its users for selling on to diverse advertisers.
But these data are liable to leakage or abuse. In 2018 it was revealed that Cambridge
Analytica, a political consulting company, had used Facebook data from 87 million users to
secretly influence both the 2016 American Presidential election and the 2016 Brexit refer-
endum in the United Kingdom. Later in 2018, Facebook admitted to a data breach involving
50 million users. Over the year, Facebook’s stock price trailed the financial markets by about
a fifth. Politicians and regulators increasingly challenged Facebook’s data policies. Many
doubted whether the 34-year-old company founder and chief executive, Mark Zuckerberg,
was fit to govern a company with two billion users, 30,000 employees and a market value
of around $600bn. Zuckerberg's shares have enhanced voting rights, so he controls nearly
70 per cent of shareholder votes even while holding only 18 per cent of the shares.

Facebook’s troubles highlight the problem of balancing the interests of diverse stake-
holders — in Facebook’s case, advertisers interested in sales, shareholders concerned for
profits, users needing privacy and society anxious about the abuse of power. They also under-
line the importance of corporate governance, with Facebook led by a young founder who
dominates despite having only a minority ownership stake. In question too are the ethics of
a strategy that relies on selling the data of poorly informed users. These three issues are all
strategic: strategies to maximise advertisers’ interests might be at the cost of users’ privacy;
a domineering founder may choose bolder strategies than would professional managers; a
strategic commitment to high ethical standards might constrain both advertisers and users.

It is these stakeholder, governance and ethical issues that this chapter deals with. First,
it introduces the importance of different organisational stakeholders — including owners,
employees, customers, suppliers, communities and society. Next it addresses the role of
formal governance mechanisms — in Facebook’s case, concentrating power in the hands of
asingle founder. Finally, the chapter concludes with a discussion of corporate social respon-
sibility, significant for all organisations but especially for social media companies where user
data is a saleable product.

The three issues of stakeholders, governance and ethics recall Chapter 1's discussion of
purpose, as reflected in organisational missions, visions, values and objectives. The wishes of key
stakeholders should define the purpose of an organisation; formal governance mechanisms
and ethical considerations should then guide the translation of that purpose into strategy.
Figure 5.1 depicts the flow: strategy originates from stakeholders, whose wishes are processed
through governance and social responsibility screens before finally being put into action.

The chapter continues therefore as follows:

* Section 5.2 introduces the various types of stakeholder who may be involved in strategy,
and shows how to map their power and attention using stakeholder analysis. The section
then focuses on one crucial set of stakeholders, that is owners (shareholders), and their
roles under different ownership models.

® Section 5.3 addresses the formal corporate governance mechanisms within which organ-
isations operate. Governance is concerned with the way in which legally constituted
bodies such as boards of directors influence strategy through formalised processes for
supervising executive decisions and actions.

® Section 5.4 is concerned with issues of corporate social responsibility. How should
managers respond strategically to the expectations society has of their organisations,
particularly with regard to environmental, social and governance issues?
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Figure 5.1 The position of stakeholders, governance and ethics
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Strategic decisions are influenced by the expectations of stakeholders. Stakeholders are
those who have some kind of stake in the future of the business. More formally, stakeholders
are those individuals or groups that depend on an organisation to fulfil their own goals
and on whom, in turn, the organisation depends. These stakeholders can be very diverse,
including owners, customers, suppliers, employees and local communities. Facebook's stake-
holders include the shareholders who have invested their wealth in its future, the advertisers
who depend on it to access their markets, the employees who are building careers in the
company and the users who rely on it for their social lives. To the extent their organisations
depend on them, managers must take all stakeholders into account. However, stakeholder
demands can diverge widely, especially in the short term: for instance, in many companies
profit maximisation on the part of shareholders may come at the expense of customers who
want quality products, employees who want good jobs and groups in the wider society who
want a clean environment. It is important therefore that managers understand who their
stakeholders are, what they want and which have most influence upon their strategies. This
section describes stakeholders in general, then introduces the power/attention matrix for
assessing their influence and finally focuses on owners, typically one of the most important
stakeholders.

5.2.1 Stakeholder groups

External stakeholders can be usefully divided into five (potentially overlapping) types,
categorised according to the nature of their relationship with the organisation and how
they might affect strategic direction (see Figure 5.2):

® Economic stakeholders, including suppliers, customers, distributors, banks and owners
(shareholders).

* Social/political stakeholders, such as policy-makers, local councils, regulators and govern-

ment agencies that may influence the strategy directly or via the context in which strategy
is developed.
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Figure 5.2 Stakeholders of a large organisation
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Source: Adapted from R.E. Freeman, Strategic Management: A Stakeholder Approach, Pitman, 1984. Copyright 1984 by
R. Edward Freeman.

® Technological stakeholders, such as key adopters, standards agencies and ecosystem
members supplying complementary products or services (e.g. applications for particular
mobile phones).

* Community and society stakeholders, who are affected by what an organisation does: for
example, those who live close to a factory or, indeed, groups in the wider society. These
stakeholders typically lack the formal powers of social/political stakeholders such as local
councils, but may form activist groups to influence the organisation.

* Internal stakeholders, who may be specialised departments, local offices and factories or
employees at 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. The influence of different types of
stakeholders is likely to vary in different situations. For example, technological stakeholders
will be crucial for strategies of new product development, while the social/political stake-
holders are usually particularly influential in the public-sector context or for multinational
companies operating in countries with demanding political and legal systems.

Since the expectations of stakeholder groups will differ, it is normal for conflict to exist
regarding the importance or desirability of aspects of strategy. In most situations, a compro-
mise will need to be reached. Table 5.1 shows some typical situations which give rise to
conflicting stakeholder expectations.
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lllustration 5.1 oxfam’s infamy

Oxfam reveals governance problems as it disappoints stakeholders over Haiti.

Oxfam International is a confederation of 19 national char-
ities — stretching from Australia to the USA - dedicated to
fighting poverty and injustice around the world. It started
in 1942 as a group of British volunteers called the Oxford
Committee for Famine Relief. Ironically, it would be staff
at Oxfam GB (Great Britain) that nearly brought down the
whole organisation in 2018. That year, The Times newspaper
revealed that seven senior staff working in Haiti after the
2011 earthquake had been using local prostitutes, some
allegedly under-age, and using Oxfam GB accommodation
to do so.

Within two weeks of the revelations in 2018, Oxfam GB
had seen the cancellation of over 7,000 regular donations.
After criticisms from senior politicians, Oxfam GB announced
it would suspend its bids for government contracts, the
source of about 40 per cent of its funding. The Haitian
government banned Oxfam GB from its territory. Two celeb-
rity ambassadors for the charity, Bishop Desmond Tutu and
actress Minnie Driver, resigned from their roles in protest.
Soon after, Oxfam GB’s chief executive, Mark Goldring,
announced his early retirement.

Oxfam International is based in the Netherlands. It is a
strong believer that good governance is essential to poverty
relief, publishing 577 reports on the subject by early 2018. Its
own governance has two tiers: a board of supervisors made
up of its own chair, its executive director and the chair of
each of the 19 affiliates; and an executive board made up of
the executive directors of all the affiliates. There are about
80 Oxfam International staff, with an operating budget
of around €10m (recent figures are unavailable). Affiliates
typically have their own boards of trustees overseeing local
executives: for example, Oxfam GB has 11 trustees, with a
Chair who had previously been chief operating officer at the
British Broadcasting Corporation (BBC). Many affiliates are
large: Oxfam GB has over 5,000 employees and an annual
income above €500m.

Oxfam GB investigated the Haitian operation back in
2011, and dismissed four members of staff, allowing three
more to resign early. However, while the charity had reported
problems to its regulator, the UK's Charity Commission,

it had concealed their exact nature. One of the departed
staff members had since been temporarily hired by Oxfam
America. When the scandal broke in 2018, chief executive
Mark Goldring explained to The Guardian newspaper why
the charity had not fully disclosed the Haitian problems: ‘It
was done in good faith to try to balance being transparent
and protecting Oxfam’s work. | don’t think [Oxfam] wanted
to promote a sensation and damage the delivery of [the
Haiti] programme.” Goldring suggested some of the attacks
on Oxfam GB were political, aimed at undermining the aid
sector in general and Oxfam'’s anti-poverty campaigns in
particular: ‘The intensity and ferocity of the attack makes
you wonder, what did we do? We murdered babies in
their cots?’

The increased scrutiny following the revelations brought
out new issues. For example, Oxfam GB had suffered 123
cases of alleged sexual harassment and carried out no crim-
inal record checks for its 23,000 volunteers. The BBC also
reported widespread allegations about the use of prosti-
tutes in Africa by staff at another prominent international
charity, Medecins sans Frontieres. During 2018, Oxfam
GB introduced stringent new safeguarding policies and
declared: ‘However difficult it is to meet the demands of
transparency, and however hard it is to confront mistakes
of the past, we believe that ultimately, this will help us take
meaningful action and become more effective in our mission
to tackle poverty and help people hit by disaster".

Sources: www.oxfam.org; The Times, 9 February 2018; The Guardian,
16 February 2018; The Lancet, 23 February 2018.

Questions

1 Identify Oxfam GB's various stakeholders along the lines
of Figure 5.2 and assess their engagement in terms of
the power/attention matrix in Figure 5.3.

2 Adapt the corporate governance chain described in
Figure 5.5 to Oxfam GB. What were the weaknesses in
this chain?
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Table 5.1 Some common conflicts of stakeholder interests and expectations

e Pursuit of short-term profits may suit shareholders and managerial bonuses but come at the
expense of investment in long-term competitive advantage.

e Family business owners may want business growth, but also fear the loss of family control if they
need to appoint professional managers to cope with larger-scale operations.

e Low-cost strategies may benefit shareholders but adversely affect employee or environmental
stakeholders.

¢ In public services, excellence in specialised services might divert resources from standard services
used by the majority (e.g. heart transplants come at the cost of preventative dentistry).

¢ Inlarge multinational organisations, conflict can result because of a local division's responsibil-
ities simultaneously to the company head office and to its host country.

The stakeholder concept, and its sensitivity to different wants, helps to understand the
organisational politics of strategic decision-making. Taking stakeholder expectations and
influence into accountis an important aspect of strategic choice, as will be seen in Chapter 12.
Stakeholder mapping also helps in managing the organisational politics of strategy.

5.2.2 Stakeholder mapping?

Given that there are often so many stakeholders, it is useful to categorise them according to
their likely influence on strategic decisions. Stakeholder mapping identifies stakeholder
power and attention in order to understand strategic priorities. The underlying view is
that organisations involve political coalitions of stakeholders, each of which has different
kinds of power and each of which pays different amounts of attention to strategic issues.>
Building coalitions of supportive stakeholders is therefore crucial to strategy.

It is therefore important to understand the power different stakeholders have and their
likely attention to issues. These two dimensions form the basis of the power/attention matrix
shown as Figure 5.3. The matrix classifies stakeholders in relation to the power they hold and

Figure 5.3 Stakeholder mapping: the power/attention matrix

Level of attention

Low High
High
B A
Sleeping Giants Key Players
Keep satisfied Actively cultivate
Power
D ©
Irrevelants Gadflies
Minimal effort Keep informed
Low

Adapted from R. Newcombe, ‘From client to project stakeholders: a stakeholder mapping approach’, Construction
Management and Economics, vol. 21, no. 8 (2003), pp. 841-48.
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the extent to which they are likely to attend actively to a particular strategic issue. The matrix
allows different stakeholders to be plotted either according to the simple dichotomy of low
or high, or more subtly according to their relative positions along continuous axes from low
to high. The positions of different stakeholders on the matrix are likely to vary according to
each issue: stakeholders may have more power in some domains than others, and will care
more about some issues than others. Power and attention can be assessed as follows.

Power?

In designing strategy, it is important to understand which stakeholders are most powerful. For
the purposes of this discussion, power is the ability of individuals or groups to persuade,
induce or coerce others into following particular strategies. As Table 5.2 shows, there are
different sources of power. Power not only derives from people’s hierarchical position within
an organisation or from formal corporate governance arrangements. It could be a function
of the resources or know-how they control or the networks they have built up: see Table 5.2.
For example, the walk-outs by Google engineers during 2018 were effective in changing the
company'’s approach to sexual harassment because the company depended so much on their
expertise and support.

The wide range of power sources underlines the importance of recognising different indi-
cators of power. The powerful are not just those sitting at the top of the formal hierarchy:
some people may be influential because of their informal status within the organisation,
for instance as significant innovators in the past or as trusted advisers to top management.”

Attention

Attention matters as well as power.? Stakeholders vary in the attention they pay to the
organisation and particular issues within it. Even powerful stakeholders may not attend
closely to everything. For example, many companies have institutional shareholders (e.g.
pension funds) as major shareholders, but because these shareholders hold shares in many
different companies, they may not care greatly about the detailed strategy of any single
company.

In assessing the attention that stakeholders are likely to pay, three factors are particularly
important:

* (riticality: stakeholders will pay more attention to issues that are critical for them. For example,
shareholders might not see health and safety at work as critical, but employees very likely will.

® Channels: stakeholders will pay more attention where there are good channels of infor-
mation and communication. For example, it is increasingly common nowadays for chief

Table 5.2 Sources of power
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Sources of power

Within organisations For external stakeholders
Hierarchy (formal power), e.g. autocratic decision e Control of strategic resources, e.g. materials, labour,
making money
Influence (informal power), e.g. charismatic leadership ¢ Involvement in strategy implementation, e.g. distribu-
Control of strategic resources, e.g. involvement in key tion outlets, suppliers
products e Possession of knowledge or skills, e.g. subcontractors,
Possession of knowledge and skills, e.g. computer partners
specialists e Through internal links, e.g. informal relationships

Control of the human environment, e.g. negotiating

skills
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executives to invite their shareholders to ‘strategy days’ or ‘strategy reviews’, providing
a channel thereby for a detailed discussion of strategy that might not otherwise be
possible.” Where channels are poor, stakeholders may be unable to pay sufficient atten-
tion even to issues they regard as critical: for example, many ethical investors (such as
Church and political groups) care passionately about employment conditions for overseas
workers, but lack the channels effectively to find out about them.

* Cognitive capacity: sometimes stakeholders simply do not have the cognitive capacity to
process all the information they have. Channels can even be so good that they overwhelm
organisations’ ability to attend to the flood of information that flows through them. Thus
institutional investors may have access to a host of information about the strategies of all
the various companies they invest in, but be obliged to reduce complexity by focusing on
simple measures such as forecast financial earnings, rather than the details of company
strategy.

The power/attention matrix indicates the type of relationship that managers might typic-
ally establish with stakeholders in the different quadrants. Generally, relationships are more
intense as they progress from quadrant D up to quadrant A. Thus cultivating the support
of key players (quadrant A) is of greatest importance: these might be major investors, for
example. However, it is also important to satisfy the sleeping giants in quadrant B: these
might be government regulators. Although sleeping giants might generally be relatively
passive, difficulties can arise when dissatisfaction awakens their attention and they reposition
to segment A: here they may challenge the strategy. The gadflies in quadrant C, for example
community campaign groups, can usually be managed largely by information provision.
Although not powerful themselves, it isimportant not to alienate such stakeholders because
they can influence more powerful stakeholders: for example, community campaigners might
awaken the giants in quadrant B.

The power/attention matrix is a useful tool for analysing potential coalitions of stake-
holders for or against particular decisions. Aligning potential supporters for strategic initia-
tives, and appeasing opponents, are often crucial moves in the process of strategic change
(see Chapter 15). Building stakeholder coalitions is at the core of strategy, therefore. Stake-
holder mapping can help in three aspects of the coalition-building process:

* Analysing who the key blockers and facilitators of a strategy are likely to be.

* Repositioning certain stakeholders, for instance diverting the attention of powerful
potential blockers so that they transition to quadrant B, while mobilising the attention of
powerful potential facilitators so that they move to quadrant A. For example, a regulator
might be made alert to the dangers of an aggressive competitor seeking to abuse its
market power.

* Maintaining the appropriate level of attention or power of some stakeholders: this is what
is meant by keep satisfied in relation to stakeholders in quadrant B, and to a lesser extent
keep informed for those in quadrant C.

5.2.3 Owners

Owners are typically key stakeholders in strategic decisions. However, their power and atten-
tion can vary according to different ownership models.

There are many different ways firms are owned, and the boundaries between them often
blur.8 However, it is useful to distinguish four main ownership models, each with different
implications for strategy. Figure 5.4 ranges these four models along two axes. The horizontal
axis describes the dominant modes of management, ranging from wholly professional (with
managers employed for their professional expertise) to wholly personal (with managers
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Figure 5.4 Ownership, management and purpose
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employed because of their personal relationships with owners). The vertical axis describes
the extent to which organisational purpose (Chapter 1) is focused on profit as an exclusive
goal or on profit as just one of a mix of motives. In each case, there is a range along the axes:
organisations vary in their relative positioning. Also some organisations do not conform to
the typical behaviour of their ownership model: these are organisational hybrids, for instance
pursuing profit and social goals simultaneously.? Nonetheless organisations with particular
ownership models do tend to behave in distinctive ways.
The four main ownership models are as follows:

* Publicly-quoted companies (often called publicly traded companies or public limited
companies) are the most important ownership model in economies such as the USA,
Europe, Japan and many others. These companies’ shares are ‘quoted’ on public stock
exchanges. In other words, their shares can be bought and sold by the public, either in
the form of individual investors or, frequently, institutions such as pension funds, banks
or insurance companies.'® Usually owners do not manage publicly-quoted companies
themselves, but delegate that function to professional managers. In this sense, owners
of publicly-quoted companies sacrifice some power, and reduce their attention. However,
in principle, company managers work to make a financial return for their owners — that
is why the public usually buy the shares in the first place. In terms of Figure 5.4 therefore,
most publicly-quoted companies focus strongly on profit. However, profit maximisation
is rarely a simple goal for companies. There is often a delicate balance to be struck: short-
term profits might be improved by cutting research budgets or taking advantage of loyal
customers, but such action may well be at the expense of long run profitability. In relation
to the vertical axis in Figure 5.4, publicly-quoted companies may therefore vary in how
much they focus on profit objectives.

* State-owned enterprises are wholly or majority owned by national or sometimes regional
governments. They are very important in many economies: about 80 per cent of stock
market value is accounted for by state-owned companies in China, 60 per cent in Russia
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and 40 per cent in Brazil."" Privatisation has reduced the role of state-owned enterprises
in many economies, but quasi-privatised agencies (such as hospital trusts and school acad-
emies in the United Kingdom) operate in a similar way. In state-owned enterprises, poli-
ticians typically delegate day-to-day control to professional managers, though they may
attend more closely to major strategicissues. State-owned enterprises usually have to earn
some kind of profit or surplus in order to fund investment and build financial reserves,
but they are also likely to pursue a range of other objectives that are in keeping with
government policy. For Chinese state-owned enterprises, for example, securing access
to overseas resources such as minerals and energy is an important objective, worthwhile
sacrificing some profits for.

* Entrepreneurial businesses are businesses that are substantially owned and controlled
by their founders. Founders are typically very powerful, because of their ownership, the
respect they are held in and their deep knowledge of their businesses. Founders head
some major companies. For example, Lakshmi Mittal remains chairman and chief execu-
tive of his creation, Arcelor Mittal, the largest steel company in the world. Nonetheless,
as they grow, entrepreneurial businesses are likely both to rely more on professional
managers and to draw in external investors in order to fund new opportunities. Typically
entrepreneurial companies need to attend closely to profit in order to survive and grow.
However, entrepreneurs may attend to some issues more than others.'? For example, Jeff
Bezos as founder of Amazon for a long time has favoured growth strategies over short-
term profitability.

* Family businesses are typically businesses where ownership by the founding entrepreneur
has passed on to his or her family, on account of the founder’s death or retirement for
instance. Most family businesses are small- to medium-sized enterprises, but they can
be very big: Ford, Fiat, Samsung and Walmart, the largest retailer in the world, are all
under family ownership and retain significant family involvement in top management
roles. Quite often the family retains a majority of the voting shares, while releasing the
remainder to the public on the stock market: thus half of stock market-listed companiesin
the 10 largest Asian markets are effectively family-controlled.'® However, family members
may lack the skill and inclination to attend closely to strategy. Family businesses therefore
often bring in professional managers, even while retaining ultimate family control: thus
the Chief Executive of Ford is a non-family member, but the Executive Chairman is still
William Ford Jr. For family businesses, retaining control over the company, passing on
management to the next generation and ensuring the company’s long-term survival are
often very important objectives, and these might rule out profit-maximising strategies
that involve high risk or require external finance. Thus a family business might diversify
into lots of small businesses rather than engage in one large one, because that would
minimise risk and give a chance to younger family members to work in distinct areas of
activity.14

As well as these four main types of ownership model, there are several other variants that
play smaller but still significant roles in the economy.'® Private equity funds buy firms in order
to supply capital and managerial expertise, with the aim of boosting performance and selling
the firms on for a profit after several years. Private equity-owned firms usually pursue strat-
egies likely to show improved financial performance within a limited time period. Not-for-
profit organisations, such as Oxfam (lllustration 5.1), are typically owned by a charitable
foundation: they may need to make some kind of surplus to fund investment and protect
against hard times, but they fundamentally exist to pursue social missions. The partnership
model, in which the organisation is owned and controlled by senior employees (its part-
ners), is important in many professional services such as law and accounting. There are also
employee-owned firms, which spread ownership among employees as a whole. Prominent
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examples of employee-owned firms include W. L. Gore & Associates, famous for Gore-Tex, the
Spanish Mondragon Cooperative, with 75,000 employees, and John Lewis, one of the UK's
leading retailers. Typically these not-for-profits, partnerships and employee-owned firms are
restricted in their ability to raise external finance, making them more conservative in their
strategies. As the Thinking Differently illustration at the end of this chapter indicates, there
are also Benefit Corporations in the USA that formally tie themselves to social missions.

Clearly everybody should know how the ownership of their own organisation relates to
its strategy: as above, strategy for a state-owned business is likely to be very different to that
of a publicly-quoted company. However, it is also important for managers to understand
the ownership of other organisations with which they engage, for example competitors
and partners. Different ownership models will drive their strategic decisions in sometimes
unconventional directions. Without understanding the relationship between ownership and
strategies, it is easy to be surprised by competitors and partners with different priorities to
your own. For example, Western public mining companies have often found themselves
outbid for overseas mining opportunities by Chinese state-owned companies keen to secure
raw material supplies at almost any price.

5.3 Corporate governance
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The varying power and attention of owners, and their frequent reliance on professional
managers, raise issues of corporate governance.'® Corporate governance is concerned with
the structures and systems of control by which managers are held accountable to those
who have a legitimate stake in an organisation.’” Key stakeholders in corporate govern-
ance are typically the owners, but may include other groups such as employee representa-
tives. Connecting stakeholder interests with management action is a vital part of strategy.
Failures in corporate governance have contributed to calamitous strategic choices in many
leading companies, even resulting in their complete destruction: in 2014, Portugal’s second
largest bank, Banco Espirito Sanctu, disappeared after the discovery of financial irregular-
ities involving €5bn losses. With the survival of whole organisations at stake, governance is
increasingly recognised as a key strategic issue.

5.3.1 The governance chain

Managers and stakeholders are linked together via the governance chain. The gover-
nance chain shows the roles and relationships of different groups involved in the
governance of an organisation. In a small family business, the governance chain is simple:
there are family shareholders, a board with some family members and there are managers,
some of whom may be family too. Here there are just three layers in the chain. However,
large publicly-quoted corporations have more extended governance chains, potentially
diluting accountability for strategy. Figure 5.5 shows a governance chain for a typical large,
publicly-quoted corporation. Here the size of the organisation means there are extra layers
of management internally, while being publicly-quoted introduces more investor layers
too. Thus individual investors (the ultimate beneficiaries) often invest in public corporations
through investment funds, i.e. institutional investors such as unit trusts or pension funds.
Investment funds then invest in a range of companies on behalf of beneficiaries, providing
them with limited reports on portfolio performance. In turn, the investment funds receive
reports from the companies they invest in, in the form of briefings and annual accounts, the
responsibility of company boards. Boards are themselves at the top of an internal chain, in
which each layer reports on performance against budgets and target, both quantitatively
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lllustration 5.2 Too hot in the kitchen? Jamie’s family

management

British celebrity chef Jamie Oliver’s business has run into trouble. Is his brother-in-law

the right man to save it?

Cheery chef Jamie Oliver left school at 16 with barely any
qualifications at all. A quarter of a century later, after a
career as a TV chef and restauranteur, he is believed to be
worth £250m (about €300m or $300m). His cookbooks sell
so well that he is the biggest non-fiction author in the United
Kingdom. But by 2018, Oliver’'s empire looked as if it might
all be falling apart. Could Paul Hunt, Oliver's brother-in-law,
save the Jamie Oliver Group of businesses?

The mid-market restaurant segment occupied by many
of Oliver's restaurants — most notably, Jamie’s Italian — had
become very difficult by 2018. The rise of takeaway deliv-
eries via Deliveroo and Uber offered a convenient alternative
to going out to eat. The retail shopping areas where many
of these restaurants operated were declining in the face of
internet competition. Many restaurant chains were closing
branches, including the Italian mid-market Carluccio’s and
premium burger chain Byron.

During 2017-18, Jamie’'s Italian restaurants cut back
heavily, shedding 600 out of their 2,220 employees. The
Jamie Oliver Group lost £20m in the financial year. The
Group took on a loan of £37m. As Oliver himself put it: "We
had simply run out of cash.’

Although Oliver himself was a notorious workaholic —
often getting to work at 5.30 in the morning and returning
home at 9.00 in the evening — most of his energy was put
into the creative and public side of the business. He was
a chef and television star, not a business executive. Oliver
owned more than 75 per cent of the business, but he knew
he had to delegate its management.

Paul Hunt joined the Jamie Oliver Group as chief execu-
tive in 2014. Paul Hunt's own business background was
controversial. In the late 1990s, he was fined heavily for
misconduct at a City of London financial trading company.
Later a finance company he had been chairman of went
into administration with £5m debts and nearly 100 job
losses just a year after his departure. Two other companies
of which he had been director ran into financial and regu-
latory trouble.

By his account, Hunt found a chaotic group of businesses:
‘We had somewhere in the region of . . . 38 different busi-
nesses that we were involved in. Everything from talent
agencies to graphic design studios, to restaurants. We
needed to make the business about Jamie again." Hunt
closed or sold several businesses, with many senior manage-
ment departures. Notoriously he closed one business on
Christmas Eve. But Hunt worked hard, claiming to sleep over-
night in the office many times. The end result was a Group
reorganised around four main business areas: media and
publishing; licensing and endorsements; restaurants; and
philanthropy. Hunt brought in a new group of managers to
cut costs and bring down restaurant prices.

Hunt made enemies. One former senior employee
commented: ‘Paul Hunt is an arrogant, incompetent failure.
He knows virtually nothing about restaurants and even
less about publishing. He's running the business into the
ground.’ But Jamie Oliver himself is utterly loyal to his broth-
er-in-law. Hunt is married to Oliver’s sister, Anna-Marie,
who lives just five minutes from his weekend mansion in the
country. Oliver explained his support for Hunt to the Finan-
cial Times: ‘Do you know why | chose him?. .. He's honest,
and he's fair. | absolutely trust him. His job was to come in
and clean up. He has done the hardest and most fabulous
job. I'm not saying that because he's my brother-in-law. I'm
saying it becauseit’s afact... There are times when you need
family and you need the thorough trust that family brings.’

Sources: Financial Times, 1 September 2018; Daily Mail, 18 March 2018.

Questions

1 In which respects does the Jamie Oliver Group exem-
plify issues relevant to entrepreneurial businesses (see
Section 5.2.3)?

2 Explain the relevance of the principal-agent model
(Section 5.3.1) to Oliver’s trust in CEO Paul Hunt?
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and qualitatively (i.e. verbal reports). In sum, the managers at the bottom are accountable to
the ultimate beneficiaries at the top, but only through many layers of reporting. Beneficiaries
may not even know in which companies they have a financial stake and have little power to
influence companies’ strategies directly.

Economists analyse the relationships in such governance chains in terms of the principal-
agent model."® Here ‘principals’ employ ‘agents’ to act on their behalf, just as homeowners
pay estate agents to sell their homes. Classically, the principal is simply the owner and the
agent is the manager. However, the reality for large publicly-quoted corporations is usually
more complex, with principals and agents at every level. In Figure 5.5, the beneficiaries are the
ultimate principals and fund trustees and investment managers are their immediate agents
in terms of achieving good returns on their investments. Further down the chain, company
boards can be considered as principals too, with senior executives their agents in managing the
company. Thus 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.

The governance issues in principal-agent theory arise from three problems:

* Knowledge imbalances. Agents typically know more than principals about what can and
should be done. After all, it is they who are actually doing the job and they have presum-
ably been hired for their expertise.

Figure 5.5 The chain of corporate governance: typical reporting structures
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Beneficiaries

Limited reports

Investment
funds
Accounts
Analysts’ reports
Company briefings

Board

Budgets/targets
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Source: Adapted from David Pitt-Watson, Hermes Fund Management.
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* Monitoring limits. It is very difficult for principals to monitor closely the performance of
their agents. This limit is made worse because principals usually have many investments,
so their attention is likely to be split several ways.

* Misaligned incentives. Unless their incentives are closely aligned to principals’ interests,
agents are liable to pursue other objectives that reward them better. Principals might
introduce bonus schemes in order to incentivise desired performance, but then agents
may game the system: for example, they might use their superior knowledge to negotiate
bonus targets that are in reality easy to meet.

Principal-agent theory therefore stresses the importance of knowledgeable principals, effec-
tive monitoring systems and well-designed incentives in order to make sure that large organ-
isations actually pursue the purposes that their owners set for them. lllustration 5.2 asks what
implications the principal-agent model has for Jamie Oliver’s business.

5.3.2 Different governance models

The governing body of an organisation is usually a board of directors. Although the legal
requirements vary in detail around the world, the primary responsibility of a board is typically
to ensure that an organisation fulfils the wishes and purposes of those whom it represents.
However, whom the board represents varies. In most parts of the world, private sector boards
primarily represent shareholders, but in some parts of the world they represent a broader
or different stakeholder base. In the public sector, the governing body is accountable to the
political arm of government — possibly through some intermediary such as a funding body.
These differences have implications for organisational purpose and strategy as well as the
role and composition of boards.

At the most general level there are two governance models: the shareholder model, priori-
tising shareholder interests; and the stakeholder model, recognising the wider set of interests
that have a stake in an organisation’s success.'® These two models are pure types, and there
are many variants on each. The question for managers, therefore, is where their organisation
is positioned on the range between the pure shareholder and pure stakeholder models of
governance.

A shareholder model of governance

The shareholder model is dominant in publicly-quoted companies. Shareholders have priority
in regard to the wealth generated by the company, as opposed to employees for example.
The shareholder interest in a company is assumed to be largely financial. Shareholders can
typically vote for the board of directors according to the number of their shares, while also
exerting indirect influence through the trading of shares. Dissatisfied shareholders may
sell their shares, leading to a drop in the company'’s share price and an increased threat to
directors of takeover by other firms.

There are arguments for and against the shareholder model. The argued advantages
include:

* Higher rates of return. The unambiguous focus on shareholder interests means that
investors typically get a higher financial rate of return than in the stakeholder model.
Managers are not distracted by the interests of other stakeholders, and potentially have
more money to invest in the future of the organisation.

* Reduced risk. Shareholders face less risk in the shareholder model, especially if operating
within an economy with an efficient stock market. Shareholders can diversify their risk by
using the stock market to buy shares in many different companies. They can also use the
stock market to sell the shares of companies that look in danger.
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Increased innovation and entrepreneurship. Since the system facilitates higher risk-taking
by investors, the shareholder model should promote entrepreneurship, innovation and
higher growth. It is easier to attract capital investment where investors know that they
can easily diversify their shareholdings and trade their shares.

Better decision making. Arguably the separation of ownership and management makes
strategic decisions more objective in relation to the potentially different demands of
various owners. If ownership is widely spread, no one shareholder is likely to exercise
undue control of management decisions.

Potential disadvantages of the shareholder model include:

Diluted attention. Where there are many shareholders, each with small stakes and often
with many other investments, the principal-agent problem is exacerbated. Any single
shareholder may not think it worthwhile monitoring performance closely, but rather
assume that other shareholders are doing so.

Vulnerable minority shareholders. On the other hand, especially where corporate govern-
ance regulation is weak, the shareholder model can be abused to allow the emergence
of dominant shareholders. Such dominant shareholders may exploit their voting power
to the disadvantage of minority shareholders, for instance making acquisitions, guar-
anteeing debts or selling assets contrary to the interests of the other shareholders (also
principals).2°

Short-termism. The need to make profits for shareholders may encourage managers to
focus on short-term gains at the expense of long-term projects, such as research and
development. Some high-technology public companies adopt a dual-class shareholder
structure, where the original founders have more votes per share in order to protect these
companies’ commitment to long-term innovation. Thus Alphabet (Google) founders’
shares each carry ten times the voting rights of ordinary shares, and some shareholders
have no votes at all.

The stakeholder model of governance

An alternative model of governance is the stakeholder model. This is founded on the prin-
ciple that wealth is created by a variety of stakeholders, all of whom deserve a portion.
It is not just shareholders who have a stake in the future of a business. Thus in the stake-
holder governance model, management need to attend to multiple stakeholders. In some
governance systems, some of these stakeholders, for example banks and employees, may
be formally represented on boards (as at Volkswagen, see lllustration 5.3). Moreover, share-
holders in the stakeholder model often take larger stakes in their companies than in the pure
shareholder model, and hold these stakes longer term.

The argued advantages for the stakeholder model of governance include:

Long-term horizons. It is argued that when shareholders hold large blocks of shares, they
are likely to regard their investments as long term. It is harder to dispose of large share-
holdings when business is going wrong, and the incentive to get involved in order to
maintain the value of the stake is proportionately greater. Thus the predominance of large
investors in the stakeholder model reduces the pressure for short-term results as against
longer-term performance.

Less reckless risk-taking. Many stakeholders are more risk-averse than the diversified share-
holders typical in the shareholder model. Employees as stakeholders depend entirely on
their particular organisation forincome and so may avoid risky projects because they fear
losing their jobs. Major shareholders have more to lose, and find it harder to exit in the
case of difficulty. The stakeholder model therefore discourages excessive risk-taking.
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Illustration 5.3 Volkswagen's governance crisis

Spring 2015 saw a boardroom battle at one of the world’s leading car companies;

Autumn brought scandal.

The Volkswagen Group was founded in 1937 to manufacture
the famous VW Beetle, designed by the engineering genius
Ferdinand Porsche. The Porsche family’s own car company
held an ownership stake that eventually rose to 50.7 per cent
by 2009. That year, Volkswagen cemented the relationship
by agreeing to take over the Porsche company, creating a
single group that became the second largest car company in
the world. The German state of Lower Saxony, the location
of Volkswagen’s huge Wolfsberg factory complex, owns 20
per cent of Volkswagen as well. External investors only hold
12 per cent of the company's voting shares.

The Spring 2015 boardroom battle concerned a member of
the Porsche family, Ferdinand Piéch. Piéch had served as Volk-
swagen CEO from 1993 to 2002, and then become chairman of
the company’s supervisory board (‘Aufsichtsrat’) (see Endnote
22). Piéch was a cousin of Wolfgang Porsche, who also sat on
the supervisory board. Piéch’s wife, a former kindergarten
teacher, was another member of the supervisory board, as
in recent times were two of his nieces. Half the 20 members
of the supervisory board are worker representatives; two are
representatives of the Lower Saxony government; 17 were
either German or Austrian; one represented a Swedish bank,
and two more represented investments by the Qatari state.

Ferdinand Piéch was in dispute over Volkswagen's
strategy and performance with the company’s CEO since
2007, Martin Winterkorn. On appointment, Winterkorn
had announced his ‘Strategie 2018’, aiming to become the
world’s largest carmaker by the year 2018. Winterkorn had
increased sales by more than 50 per cent, and Volkswagen
Group cars had won World Car of the Year awards five times
under his leadership. However, Piéch was allegedly disap-
pointed about profit margins, falling sales in the USA and
the failure to develop a budget car for China. The dispute
was carried out behind closed doors, but finally Winterkorn
triumphed and Piéch resigned at the end of April.

The triumphant Martin Winterkorn signalled he wanted to
move on from the internal politicking: ‘Much has been written
about alleged problems and improvements that need to be

made...[but] don't be fooled. We know whatwe havetodo...
and we started doing it some time ago. The supervisory board
has been a crucial supporter in every step of this journey.’

However, in September 2015, the United States
Environmental Protection Agency (EPA) issued Volkswagen
a notice of violation of the Clean Air Act. The company had
been found to have fitted its diesel engines with a so-called
‘defeat device' that allowed vehicles' nitrogen oxide (NOx)
output to meet US standards during regulatory testing,
while emitting up to 40 times more NOx in real-world
driving. NOx is a major pollutant, associated with poten-
tially fatal diseases such as emphysema and bronchitis.
Volkswagen installed its defeat device in about 11 million
cars worldwide between 2009 and 2015. According to some
estimates, the cost of legal claims, fixes to cars and regula-
tory fines could exceed €30bn.

A few days after the EPA notice, Martin Winterkorn
resigned as CEO. He denied knowing about the defeat
devices, but he was the executive ultimately responsible and
he was blamed for an expansion strategy that encouraged
risk-taking and a corporate culture that was too inward-
looking. Volkswagen announced that Hans Dieter Potsch
would become the company’s chairman (filling the slot left
empty by Piéch in April): P6tsch had been Volkswagen's
Chief Financial Officer since 2003. Matthias Mdller, who had
spent a life-long career in Volkswagen, was appointed CEO.

Sources: Financial Times, 26 April 2015 and 4 October 2015.

Questions

1 To what extent does Volkswagen reflect the strengths
and weaknesses of the stakeholder model of
governance (Section 5.3.2)?

2 What should Volkswagen have done with regard to
governance and management after the resignation of
Martin Winterkorn?
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* Better management. Given stakeholders’ concern for the long-term prosperity of the
company, there may be a closer level of monitoring of management and greater demands
forinformation from within the firm. Management are under greater pressure to perform.

There are also possible disadvantages to the stakeholder model of governance:

* Weaker decision-making. Intervention by powerful stakeholders with different interests
could lead to confusion, slowing down of decision processes and the loss of management
objectivity when critical decisions have to be made.

® Uneconomic investments. Due to lack of financial pressure from shareholders, long-
term investments may also be made in projects where the returns may be below market
expectations.

* Reduced innovation and entrepreneurship. Because investors fear conflicts with the inter-
ests of other stakeholders, and because selling shares may be harder, they are less likely
to provide capital for risky new opportunities.

The stakeholder model recognises that organisations typically operate within a complex
set of relationships, going beyond simple economic ones. As discussed in Chapter 2,
organisations participate in organisational fields in which legitimacy matters, not just
profits.?’ Legitimacy typically means more than sticking to the letter of the law; it involves
following norms of appropriate conduct in the eyes of key members of an organisation’s
institutional field (e.g. governments, regulators, trade unions and customers, as well as share-
holders). Even firms operating on a shareholder model need to maintain legitimacy in their
field if they are to avoid interference by regulators, consumer boycotts and demoralised
employees. Shareholder model firms rarely wish to be seen as ruthless chasers after profit
at any cost.

5.3.3 How boards of directors influence strategy

A central governance issue is the role of boards of directors. Boards typically are made up
of executive directors, full-time senior managers within the company, and non-executive
directors, part-timers supposed to give an independent view. Since boards have the ultimate
responsibility for the success or failure of an organisation, they must be concerned with
strategy.??

Two issues are especially significant here:

* Delegation. Boards have to delegate a great deal to managers in order to get ordinary
business done. Here there is a risk that an organisation’s strategy becomes ‘captured’ by
management at the expense of other stakeholders.

* Engagement. Non-executive directors may wish to engage in the strategic management
process, but face practical problems in terms of the time and knowledge level required to
attend effectively to complex strategic issues. This problem can be especially pronounced
in organisations such as charities or public bodies, where directors are often people
passionately committed to the mission of the organisation, but without the time and
understanding to get properly involved (see Illustration 5.1 on Oxfam).

In the guidelines increasingly issued by governments?? or advocated by commentators there
are some common themes:

* Boards must be seen to operate ‘independently’ of the management of the company. So
the role of non-executive directors is heightened.

® Boards must be competent to scrutinise the activities of managers. So the collective experi-
ence of the board, its training and the information available to it are crucially important.
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* 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.>* Important, therefore, are respect, trust,
‘constructive friction’ between board members, fluidity of roles, individual as well as collective
responsibility, and the evaluation of individual director and collective board performance.

5.4 Social responsibility25

An underlying theme in this chapter is the question of whether organisations are just for
the benefit of a primary stakeholder, such as the shareholders of a company, or whether
they have a responsibility to a wider group of stakeholders. This section considers the role
of corporate social responsibility in strategy.

The sheer size and global reach of many companies today mean that their strategies have
significant impacts on society: in 2018, Google accounted for three-quarters of all internet
searches worldwide, thereby shaping what sorts of products, services and information are
available globally.?® Governments, regulators, professional bodies, customers and activist
groups all exert pressure on such prominent companies for socially responsible behaviour.

The regulatory environment may determine an organisation’s minimum obligations
towards its stakeholders. However, stakeholders typically expect greater responsibility on
the part of organisations and managers’ own personal ethics are likely to set higher stand-
ards too. Corporate social responsibility (CSR) is the commitment by organisations to
behave ethically and contribute to economic development while improving the quality
of life of the workforce and their families as well as the local community and society
at large.?’ CSR is therefore concerned with the ways in which an organisation exceeds its
minimum legal obligations. Increasingly, a company’s CSR stance becomes an integral part of
the overall strategy itself: a reputation for social responsibility can be a source of competitive
advantage (see Illustration 5.4: Unilever's sustainability strategy).

Different organisations take different stances on CSR. Table 5.3 outlines four basic types to
illustrate these differences. They represent a progressively more inclusive set 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

Table 5.3 Corporate social responsibility stances

Rationale

Leadership

Management

Mode

Stakeholder
relationships

Enlightened Forum for stakeholder
Laissez-faire self-interest interaction Shaper of society
Legal compliance: make  Sound business sense Sustainability or triple Social and market
a profit, pay taxes and bottom line change
provide jobs
Peripheral Supportive Champion Visionary
Middle-management Systems to ensure good  Board-level issue; Individual responsi-
responsibility practice organisation-wide bility throughout the

monitoring organisation

Defensive to outside Reactive to outside Proactive Defining
pressures pressures
Unilateral Interactive Partnership Multi-organisation

alliances
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lllustration 5.4 unilever’s sustainability strategy — more than

greenwashing?

Unilever’s decade-long Sustainable Living Plan has delivered significant benefits to its
stakeholders as well as competitive advantage. But criticisms remain.

Unilever is an Anglo-Dutch consumer goods company,
with headquarters shared between London in the United
Kingdom and Rotterdam in the Netherlands. The company
owns over 400 brands, including Dove soap, Dollar Shave
Club, Sunsilk hair products, and both Ben & Jerry’'s and
Magnum ice-creams. It is the sixth most valuable company
in Europe and employs around 160,000 people around the
world. Its products are available in 190 countries.

Recognising the enormousimpact that Unilever's activities
had on the world, in 2010 the company launched its Sustain-
able Living Plan. The plan was the product of the new Chief
Executive at the time, Paul Polman. Polman was an unusual
executive, declaring his role models to be Nelson Mandela
and Mother Theresa. He also denounced ‘shareholder value’
as the dominant business goal and criticised the profit focus
of free-market economist Milton Friedman. At the heart of
Polman’s Sustainability Living Plan were three key objectives
to be achieved by 2020: to cut the environmental impact of
Unilever's products in half by slashing water use and carbon
emissions; to source sustainably all of its agricultural supplies;
and to improve the health and wellbeing of a billion people
worldwide. At the same time, Polman committed to doubling
revenues over the decade.

According to Paul Polman, the Sustainability Living Plan
was not a bolt-on to the existing strategy, but ‘the heart
of our business model’. The company argued that the Plan
would enhance growth by serving the rising numbers
of consumers who actively seek out sustainable goods.
It pointed to the significant cost-savings achievable by
reducing waste. Risks to the supply of raw materials for prod-
ucts could be controlled by supporting sustainable producers
and contributing to the slowing of climate change.

Paul Polman stepped down as Unilever Chief Executive
at the beginning of 2019. In the years of Polman’s leader-
ship, Unilever had outperformed the FTSE 100 share index
and tracked the more focused World Consumer Goods
sector index. At the same time, Unilever could declare many
successes with regard to the Sustainability Living Plan. For
example, by the end of 2017, the company had reached
around 601 million people through its programmes on

sanitation, health and self-esteem; it had reduced its waste
impact by 29 per cent since 2010; and it had helped around
1.3 million women access safety and skills initiatives, while
the number of female managers within Unilever itself had
reached 47 per cent.

However, there were some criticisms of the Polman regime.
Unilever's revenues had only increased by about a third by
2017, looking to fall short of the original target to double in
size over the decade. Volume growth had actually contrib-
uted to an increase in the production of greenhouse gases,
rather than the Sustainable Living Plan’s cuts. New initiatives
did not meet universal approval. In 2018, Unilever jointly
launched a new packaging recycling initiative called Loop.
This initiative delivers goods direct to the home, then picks
up empty packages, refills them, and returns them for use.
Campaigners criticised Loop as mere ‘greenwashing’, putting
an environmental gloss on the same basic business model:
raw materials would be sourced and products made in exactly
the same way. Loop might just be like Amazon, damaging the
environment overall through the intensive transportation
involved in door-to-door deliveries and pick-ups.

Polman’s successor as Chief Executive was a Unilever
insider, Alan Jope. On 1 January, 2019, Jope tweeted his
respect for Polman’s commitment to sustainable business:
‘As | take on the new job, | must thank & recognise @Paul-
Polman for his immense contribution to @Unilever & to the
world: truly making a compelling case for #sustbiz.’

Main sources: Management Today, 11 March 2011, https://ahip-

pieinavan.com/loop-greenwashing-hhp/; www.unilever.co.uk/
sustainable-living/the-unilever-sustainable-living-plan/.

Questions

1 Where would you place Unilever in terms of the four
stances on social responsibility in Table 5.3?

2 Which do you think was the more important in the
Unilever Sustainability Plan: Polman’s personal ethics
or strategic advantage? What might influence the new
Chief Executive’s continuation of the Plan?
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of the ways companies act.? lllustration 5.4 discusses how leading consumer goods company
Unilever has managed to combine both financial and corporate social responsibility criteria
successfully over many years.

® The laissez-faire view (literally ‘let do’in French) represents an extreme stance. In this view,
organisations should be let alone to get on with things on their own account. Proponents
argue that the only responsibility of business is to make a profit and provide for the inter-
ests of shareholders.?? It is for government to protect society through legislation and regu-
lation; organisations need do no more than meet these minimum obligations. Expecting
companies to exercise social duties beyond this only confuses decision making, introduces
additional costs and undermines the accountability of managers to their shareholders. In
this view, society benefits anyway from the profits: after all, these can either be used for
further investment in the business or be paid out to shareholders, who may be pensioners
relying on the income or similar. This laissez-faire 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 minimally comply with regulations.

* Enlightened self-interest is guided by recognition of the potential long-term financial benefit
to the shareholder of well-managed relationships with other stakeholders. Here the justi-
fication for social responsibility is that it makes good business sense. For most organisa-
tions a good reputation in the eyes of customers and suppliers is important to long-term
financial success. Working constructively with suppliers or local communities can actually
increase the ‘value’ available for all stakeholders to share: for example, helping improve the
quality of marginal suppliers in the developing world is likely to create a stronger overall
supply chain; supporting education in the local workforce will increase the availability of
skilled labour. Indeed, there is mounting evidence that responsible strategies can also reward
shareholders.3° Thus, like any other form of investment or promotion expenditure, corporate
philanthropy or welfare provision might be regarded as sensible expenditure. These enlight-
ened self-interest organisations often provide Environmental-Social-Governance or Integrated
reports, providing public indicators of their performance across a range of measures relating
to the environment, human capital and governance arrangements for example.'

* A forum for stakeholder interaction3? explicitly incorporates multiple stakeholder interests
and expectations rather than just shareholders as influences on organisational purposes
and strategies. Here the argument is that the performance of an organisation should be
measured in a more pluralistic way than just through the financial bottom line. Such organi-
sations adopt the principle of sustainability in strategy, one that ensures a better quality of life
by attending to all three dimensions of environmental protection, social responsibility and
economic welfare. Performance here is measured and rewarded in terms of the triple bottom
line —social and environmental benefits as well as profits (see Section 12.2.1). 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.
Sustainability will typically have board-level champions in these kinds of organisations.

* Shapers of society regard financial considerations as of secondary importance or a
constraint. These are visionary organisations seeking to change society and social norms.
Public-sector organisations and charities are typically committed to this kind of stance.
There are also social entrepreneurs who found new organisations that earn revenues but
pursue a specific social purpose (see Chapter 10 and Thinking Differently at the end of
this chapter). For example, Traidcraft UK is a public limited company with a chain of retail
shops that fights world poverty by promoting ‘fair trade’. For shapers of society, the social
role is the raison d’étre of the business, not profits. Financial viability is important only as
providing the means for continuing the social mission.
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Table 5.4 provides some questions against which an organisation’s actions on CSR can
be assessed.

Table 5.4 Some questions of corporate social responsibility

Should organisations be responsible for. . .

INTERNAL ASPECTS
Employee 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?
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Summary

Thinking differently Benefit corporations

Start-ups are adopting new forms of company in order to reconcile profits with social

benefits.

Increasingly, entrepreneurs no longer believe that the
profit requirements of an ordinary company are compat-
ible with social objectives. In the USA especially, it is
the legal duty of directors to maximise profits for their
investors. Ordinarily, investors will allow directors some
discretion to pursue social objectives, especially if justified
in terms of boosting customer or employee attractiveness.
Butin hard times, investors are liable to squeeze anything
that does not clearly contribute to financial performance.

A new solution for not-for-profit organisations
(Section 5.2.3) is to establish their companies as ‘benefit
corporations’ (or community interest companies in the
UK). Benefit corporations support non-profit object-
ives because they must commit themselves not only to
commercial goals but to some public benefit, for example
environmental sustainability. In hard times, profits and
the public benefit have equal claims, hard-wired into the
legal status of the corporation.3?

Thus the benefit corporation allows entrepreneurs to
raise capital from investors — as a charity typically could
not—while guaranteeing public benefit objectives. More

than 30,000 new companies have registered as benefit
corporations (or equivalent) in the USA. Leading benefit
corporations include the trendy Warby Parker glasses
company, which donates glasses to people in need, and
Patagonia, the outdoors company that supports the
environment.

The benefit corporation does have downsides. Corpor-
ations must report extensively on how they have deliv-
ered their public benefits. Investors may expect lower
financial returns and fear they won't be able to realise
their investments through the sale of the company to
another company. With less investor support, benefit
corporations may be able to do less than if they were
free to pursue social objectives as and when they could.

Question

What would you argue as a director of a benefit corpor-
ation when the survival of your company depended on
suspending expenditure on social objectives?

Summary

e The purpose of an organisation will be influenced by the expectations of its stakeholders.
Different stakeholders exercise different influence on organisational strategy, dependent
on the extent of their power and attention. Managers can assess the influence of different
stakeholder groups through stakeholder analysis.

e The influence of some key stakeholders will be represented formally within the govern-
ance 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.

e There are two generic governance structure systems: the shareholder model and the stake-
holder model, though there are variations of these internationally.

¢ Organisations adopt different stances on corporate social responsibility depending on how
they perceive their role in society. Individual managers may also be faced with ethical
dilemmas relating to the purpose of their organisation or the actions it takes.

149



Chapter 5 Stakeholders and governance

Work assignments

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

5.1

5.2

5.3%

5.4

5.5%

For Petrobras (end of chapter case) or Adnams* or 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:

a knowledgeable about the expectations of beneficiaries;

b actively pursuing their interests;

¢ keeping them informed?

What in your view are the most important strengths and weaknesses of the stake-
holder and shareholder models of governance?

Identify organisations that correspond to the overall stances on corporate social
responsibility described in Table 5.3.

Identify the key corporate social responsibility issues which are of major concern in
the Pub* and Global Pharmaceutical industries* or Advertising (Chapter 2 end case)
industries or an industry or public service of your choice (refer to Table 5.4). Compare
the approach of two or more organisations in that industry, and explain how this
relates to their competitive standing.

Using the stakeholder mapping power/interests matrix, identify and map out the
stakeholders for the Indian Premier League* or Mexican Narco-trafficers* or an
organisation of your choice in relation to:

a current strategies;
b different future strategies of your choice.

What are the implications of your analysis for the strategy of the organisation?

Integrative assignment

5.6

Using specific examples suggest how changes in corporate governance and in
expectations about corporate social responsibility may require organisations to
deal differently with environmental opportunities and threats (Chapters 2 and 3) or
develop new capabilities (Chapter 4).

Recommended key readings

e A good review of important ideas in both corporate Corporate Governance: Principles, Policies and
governance and corporate social responsibility is A. Practices, 3rd edn, Oxford University Press, 2015. For
Rasche and M. Morsing, Corporate Social Respon- a comprehensive review of corporate social respon-
sibility: Strategy, Communication, Governance, sibility, see A. Crane, A. McWilliams, D. Matten and
Cambridge University Press, 2017. Specifically on D. Siegel, The Oxford Handbook of Corporate Social
corporate governance, a leading guide is B. Tricker, Responsibility, Oxford University Press, 2009.
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Petrobras and the Lizards

Case example
Petrobras and the Lizards

Petrobras seeks to contribute positively to Brazilian
society, but it is an oil-company operating in a challenging
environment.

Brazil's largest company is unusual in having a Cretaceous
period dinosaur named after it — the Petrobrasaurus,
combining the company’s name Petrobras with the Latin for
lizard, ‘saurus’. It could be said that this giant oil company
has been associated with plenty of lizards more recently too.

The company was established by the Brazilian govern-
ment in 1953. Petrobras was given a monopoly of oil
production in the country, inspired by the slogan ‘O petréleo
€ nosso’ ('The oil is ours’). At the time, Brazil produced
only 2,700 barrels of oil per day. By 2019, Petrobras was
producing 2.6 million barrels of oil per day, mostly within
Brazil but also abroad. The company has been an inter-
national leader in developing techniques for both shale
oil production and off-shore production. The company has

Workforce

Suppliers

Scientific and
academic community

Resellers

Public authorities

Petrobras Stakeholders Map

Source: www.petrobras.com.br/en/about-us/profile/stakeholders/

also diversified into energy distribution, gas and power,
fertilisers and bio fuels. Employment at Petrobras peaked at
86,000 in 2013, more than 90 per cent within Brazil, though
the numbers had declined to just over 60,000 by 2018.

In 1997, Petrobras’ monopoly in Brazilian oil produc-
tion was formally ended and foreign companies soon
entered off-shore oil production in particular. That same
year, the company was partly privatised, with shares
eventually floated on the New York Stock Exchange. Two
American investment companies, Capital World Investors
and Fisher Asset Management, are the largest private
investors, each holding about 1 per cent of the shares.
However, the Brazilian government still directly or indir-
ectly owns 64 per cent of the voting shares.

Petrobras itself identifies 13 sets of stakeholders:
the workforce, civil society organisations, communities,
competitors, consumers, customers, investors, partners,

Civil society
organizations

Communities

Competitors

Consumers

Customers
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press, public authorities, resellers, the scientific and
academic community, and suppliers. The company’s
annual report comments: ‘We undertake activities with
great capillarity [network connectedness] that put us in
daily contact with a wide variety of audiences. .. We are
in constant dialog [sic] with these groups.’ Petrobras is a
major sponsor of the arts in Brazil, with its own symphony
orchestra among many other activities. The company also
sponsors various sports, not only motor sport but also
Olympians and Paralympians. Petrobras has tradition-
ally spent 1 per cent of turnover on supporting research,
both internally and in collaboration with leading Brazilian
universities. The company'’s research and development
centre is the largest group of oil industry researchers in
the southern hemisphere.

The oil industry is of course prone to damaging environ-
mental impacts: Petrobras has been involved in repeated
oil spills, particularly in relation to its off-shore drilling
facilities. However, the company is active with regard to
sustainability issues: its projects have helped the Brazilian
humpbacked whale population recover from about 2,000
t0 9,000, and the company has also funded an important
sea-turtle haven in the Brazilian state of Bahia. Petrobras
publishes an annual sustainability report with detailed
data on oil spillages, energy consumption, emissions,
water use, and employee fatalities and injuries. The report
records spending of about $65m a year on environmental,
social, sports and cultural activities.

The lizards

Not all of Petrobras’ behaviours have been so benevolent.
It may be unfair to the species, but some Petrobras prac-
tices have appeared rather lizard-like.

As a major part of the Brazilian economy, Petrobras
has very large contracts to give out, in construction
and many other industries. In 2014, a judicial investiga-
tion known as Lava Jato (Operation Carwash) was initi-
ated into corruption associated with these contracts.
Jobs for Petrobras would be over-charged, and part of
the profit would be paid back to the company’s execu-
tives at Petrobras and to politicians from various polit-
ical parties. By the end of 2017, 300 people had been
convicted for their parts in the corruption. Among the
many high-profile convictions were the former President
of Brazil, Lula da Silva, who was sentenced to 12 years in
jail; the Chief Executive of Odebrecht, the biggest engin-
eering and contracting company in Latin America, who
was sentenced to 19 years in jail; and the former Chief
Executive of Petrobras itself, Aldemir Bendine, who was
sentenced in 2016 to 11 years in jail.

The downfall of Aldemir Bendine was also a setback
for Petrobras’ strategy at the time. On his appointment
as Chief Executive in 2015, Bendine had committed the
company to a new focus on ‘shareholder value’ and the
reduction of debts that had reached $106bn. Petrobras
had become over-stretched as the government had
pressed it to invest in major new production projects; its
cost base had been inflated by political insistence that it
should favour Brazilian suppliers; and government pres-
sure had forced it to keep domestic petrol prices below
international market rates. Bendine had set out to pursue
a more market-orientated strategy, raising prices, selling
assets and cutting the investment budget by more than a
quarter. But it would have to be another Chief Executive,
Pedro Parente, who would take this strategy forwards.

Pedro Parente took on the Petrobras leadership in 2016
on three conditions: in future, the company’s managers
would be hired on merit rather than political connections;
economic rationality would dictate strategy, not politics;
and the company would manage petrol pricing, inde-
pendent of politics. A new Brazilian law banning political
appointments in state enterprises provided support for his
independent approach. Parente sold for $2.35bn a major
stake in one of Petrobras’ key oilfields to the Norwegian oil
company Statoil. He also prepared for the sale of shares in
the company’s vast petrol station network. By early 2018,
Parente was able to declare a turnaround from losses to
profits before extraordinary expenses (these include a
$3bn settlement on a shareholder lawsuit in the USA).
Debt was cut by 12 per cent.

However, Parente then ran into trouble. The Brazilian
economy was only recovering slowly from an economic
crisis, estimated to be its worst ever, between 2014 and
2016. The Financial Times described the economy as
moving ‘from zombie to walking dead’. Unemployment
was still high and inflation was running ahead of wage
growth. In 2018, energy prices were rising internationally.
Brazil still imports much of its petrol, so a strong dollar
exacerbated the pricing pressure. Petrobras responded by
increasing its diesel prices by 10 per cent. For Brazilians,
fuel prices had reached their second highest level ever,
higher than those in the USA.

The 600,000 members of the Brazilian Truckers Asso-
ciation went on strike in protest. Truckers blocked roads
with their trucks and burning tires. Petrobras’ workers
joined the strike as well. There was ten days of chaos and
sporadic violence. Airports ran out of fuel, factories shut
down, hospitals ran short of medicines and supermarkets
could not be supplied. Strike actions only died down after
Brazil’s then President declared a suspension of the price
rise for 60 days and the judiciary started levying heavy
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fines on the trade unions. Discouraged by the reversal of
pricing policy, Petrobras’ Chief Executive Pedro Parente
resigned in June 2018. The company's share price fell by
15 per cent.

New regimes

One prominent politician who had declared qualified
support for the truckers was Jair Bolsonaro. A former
army officer, Bolsonaro was a strong Brazilian nationalist
and he had generally been a supporter of state-owned
enterprises. In the presidential elections of October 2018,
Bolsonaro emerged triumphant. President Bolsonaro
pledged to promote Christian family values, national pride
and economic liberalism. Bolsonaro’s new Economics
Minister would be the former investment banker and
University of Chicago economist Paulo Guedes, an enthu-
siast for privatisation and free markets.

At the beginning of 2019, Petrobras got a new Chief
Executive, Castello Branco. Many had expected President
Bolsonaro to appoint a military officer with a nationalist
commitment to state enterprise. However, Branco was
another University of Chicago economist, a personal
friend of Paulo Guedes and a believer in privatisation.
Even before taking up formal office, Branco got involved in
developing Petrobras’ 2019-2023 Business and Manage-
ment Plan. The Plan declared five company values: respect
for life, people and environment; ethics and transpar-
ency; overcoming (sic) and confidence; market driven;
and results oriented. It committed to the divestment
of non-core businesses and to partnership with foreign
companies where their resources could help in local devel-
opments. At the same time, the Plan set ambitious targets
for further debt reduction and profitability improvements.
Investment would be cut by roughly a third. The company
declared its intent to achieve a ‘cultural transformation’,
with a strong emphasis on efficacy, merit, flexibility, and
value to the business. In his inaugural speech as Chief

Executive, Branco declared: ‘The company’s core compe-
tency is in oil exploration and production in large fields in
ultra-deep waters. The focus should be on the assets of
which Petrobras is the natural owner, those from which it
can get the maximum possible return’. He indicated that
earlier plans to sell the petrol station network would be
continued.

By early 2019, Petrobras’ stock price was two thirds
higher than it had been at the time of Pedro Parente’s
resignation in the summer of the previous year. Some
things didn't seem to change though. Three non-
executive board members associated with the previous
ruling party in Brazil were replaced by new directors: one
of them, John Forman, had been recently fined by Brazil’s
securities regulator for insider trading. Regina de Luca,
who had been close to the previous governing party,
was dismissed as Director for Security and Corporate
Intelligence at Petrobras. In one of Castello Branco's first
appointments, de Luca was replaced in January 2019 by
Carlos Victor Nagem. Although an employee of Petro-
bras, Nagem had been active in conservative politics and
was a personal friend of the country’s new President,
Jair Bolsonaro.

Main sources: www.petrobras.com.br/en/society-and-environment/
sustainability-report/; www.petrobras.com.br/en/about-us/strategic-

plan/; Financial Times, 5 March 2018; Navva, 9 January 2019; Reuters,
15 January, 2019.

Questions

1 Identify at least five key conflicts between stake-
holders’ interests and expectations at Petrobras (refer
to Table 5.1 as a starting point). Which are the most
powerful stakeholders (refer to Table 5.2)?

2 Identify at least five ways in which ownership has
influenced the strategy of Petrobras.
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6.1 Introduction

6.1 Introduction

Many organisations have long histories. The large Japanese Mitsui Group was founded in the
seventeenth century; automobile company Daimler was founded in the nineteenth century;
the University of Bologna was founded in the eleventh century. But even newer organisa-
tions are marked by their histories: for instance, the airline and consumer group Virgin is
still influenced by its hippy origins from the early 1970s. Such histories become embedded
in organisational cultures, shaping strategic options and decisions. Virgin's culture is very
different to that of its rival airline British Airways, which had its origins as a state-owned
airline in the 1940s. Sometimes an organisation’s cultural heritage can give it a unique advan-
tage, but sometimes it can be a significant barrier to change. Either way, if an organisation’s
strategy is to be understood, so must the history and culture that influenced it. This is the
focus of this chapter, as summarised in Figure 6.1.

The chapter starts in Section 6.2 with history, examining its influence on organisa-
tional strategy and considering how that history can be analysed. History shapes culture,
so Section 6.3 moves on to examine cultural aspects of organisations, in particular how
cultural influences at geographical, institutional and organisational levels impact current
and future strategy. This section also explores how a culture can be analysed and its influence
on strategy understood. Section 6.4 explains the phenomenon of strategic drift, a frequent
consequence of historical and cultural influences and hard for managers to correct. Finally,
Thinking Differently introduces the conflicts and diversity introduced by institutional logics.

The theme of this chapter, then, is the significance of history and culture for strategy.
A sense of history is important for environmental analysis, particularly understanding posi-
tions on economic cycles (Chapter 2) or industry life cycles (Chapter 3). History and culture
are relevant to the resources and capabilities of an organisation (Chapter 4), especially
those that have built up over time in ways unique to that organisation. The power and influ-
ence of different stakeholders (Chapter 5) are also likely to have historical origins. An under-
standing of an organisation’s history and culture also helps explain how strategies develop
(Chapter 12) and informs the challenges of strategic change (Chapter 15).

Figure 6.1 The influence of history and culture
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All organisations have histories, and even entrepreneurs creating new organisations have
their own personal histories. The past finds many kinds of echoes in the present. Sometimes
the past is important because it raises the costs of strategic change. Sometime the past can
be a managerial tool, something that managers can use either to reinforce existing strate-
gies or to support change. Because history can be both a constraint and a practical tool, it
is important to understand every organisation’s relationship with its past." This section first
examines four kinds of organisational relationships with the past, and then addresses ways
to analyse the strategic effects of organisational history.

6.2.1 Historical relationships

Figure 6.2 describes four kinds of relationship between the past and the present in strategy:
continuity, selection, rediscovery and rupture. The horizontal axis looks back from the present
into the past. The vertical axis offers a rough measure of the relative amounts of strategic change
accumulated over time involved in each relationship, with continuity the least, rupture the most.

Historical continuity

History often promotes continuities in an organisation’s strategy. In Figure 6.2, continuity is
represented by a simple horizontal line, with very little change. Here understanding the past
is important to evaluating the risks and difficulties of change. As we shall see in Section 6.3,
continuity often has cultural origins, but there are two material sources as well. In particular,
continuity can stem first from the unique resources and capabilities that an organisation has
and second from the ‘path dependencies’ created by past decisions.

* Historical resources. As in Chapter 4, organisations build their competitive advantages
on the basis of valuable, rare, inimitable and organisationally-supported resources and
capabilities (VRIO). Resources in particular are often acquired in extraordinary moments
of history. Thus the de Beers diamond company acquired its mines in South Africa when
the territory was a part of the British empire in the late nineteenth century:itis impossible
for competitors to go back in time to rediscover these uniquely rich mines and buy them
so cheaply. Facebook built up its two billion user-base as one of the first-movers in social
media in the first decade of this century:itis hard to imagine this asset being recreated in a

Figure 6.2 Four relationships between strategy and history
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similar way today. For both de Beers and Facebook, the historical moment of founding has
given them resources that late-coming competitors will be hard-placed to replicate. Such
historical resources can be the basis for hard-to-imitate strategies over long periods of
time. Understanding and nurturing these resources are important to continuing success:
it would be risky to throw them away.

* Path dependencies: sometimes organisations become locked-in to particular trajectories,
or ‘paths’, by commitments made earlier in their histories. Path dependencies describe
how early events and decisions establish ‘policy paths’ that have lasting effects on
subsequent events and decisions.? Path dependency is like the ruts made in a dirt track
by passing vehicles over time. Vehicles have almost no option but to continue along those
ruts: it is very difficult to switch to another track. Similarly, organisations can become
dependent, or locked-in, on a strategic path that is costly to alter. Such lock-in could begin
with a decision which, of itself, may not appear especially significant, but which then
has unforeseen and hard to reverse consequences. For example, airlines easily become
locked-in on particular aircraft types (e.g. Boeing): once systems for crew-training and
spare parts availability have become optimised for one particular aircraft type, it is
extremely expensive to move to another aircraft type (e.g. Airbus). As conditions change,
path dependencies can be a source of dangerous inflexibility.

Managers should not think of historical resources only as positive. Sometimes such resources
can become what are called ‘competency traps’: here continuing with what the organisation
has been good at in the past traps it into strategies that are no longer relevant.® Similarly,
path dependencies are not simply negative. In the short term at least, sticking to the existing
path may be highly efficient: there can be cost advantages to continuity.

Historical selection

In Figure 6.2, the second strategy highlights deliberate selectivity with regard to the past. The
dashed line represents elements from an organisation’s history that are selected for inclu-
sion in the organisation’s present strategy. The dashes indicate that the past is only partially
incorporated into the present strategy: there is not complete continuity; gaps exist that need
filling in. Over time, a fair amount of change can accumulate. While the past never repeats
itself perfectly, selective usage can be a valuable managerial tool in two ways:

® Historical learning. An organisation uses its past heritage as a resource for future innova-
tions. In the BMW museum in Munich there is a quote: ‘Anyone who wants to design for
the future has to leaf through the past.”* BMW has sited its Innovation and Technology
Division of BMW next to the company’s museum and archives in order to reinforce the
relevance of the company’s history to new car designs. BMW's designers can draw from
the past inspiring ideas for the future.”

® Historical legitimation. The past can be used selectivity in order to legitimate strategies,
even ones that might otherwise be thought of as new. For example, at technology enter-
prise Hewlett Packard, CEO Carly Fiorina legitimised her strategy by summarising it in
terms of ‘rules for the garage’, referring to the company’s famous origins in Dave Packard’s
garage.® The new strategy was not a simple replication of Dave Packard’s approach, but
Fiorina's use of a glorious past to explain her strategy made it easier for Hewlett Packard'’s
existing managers and engineers to accept what was new.

Historical rediscovery

Another form of change is that which rediscovers the old strategy. Such rediscovery often
comes after the failure of some newer strategy. As in Figure 6.2, the organisation returns
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towards the old strategy after deviating from the original track. Although there is a return
to the past, added together, the switches between strategies typically involve a considerable
amount of accumulated change overall. As with the selectivity approach above, there are
legitimacy benefits here (and the rediscovery is unlikely to be complete), but this approach
is about turning back rather than justifying the new. Reference to the better times of the
past provides a clear image of what is required and makes the rejection of recent strategy
more absolute. Thus in 2018, the Italian fashion company Benetton, famous in the 1980s
and 1990s for its bright colours and bold advertising, reissued a line of T-shirts from the
last century. It also brought back as senior managers co-founder Luciano Benneton and his
sister Guiliana: the two were aged respectively 83 and 81. Luciano Benneton argued that, in
a time of disposable ‘fast fashion’, the Benneton tradition of durable classic designs could
be a source of renewed competitive advantage.

Historical rupture

Whereas the previous three relationships suggest various degrees of respect for history,
sometimes organisations present their strategies as radical ruptures with their past. Here
history’s purpose can be to sharpen the contrasts between the radical changes required in
the present and the unhelpful legacies of the past (indeed, the old is often simplified, in a
variant of the selective approach above). In Figure 6.2, rupture is represented by the abrupt
vertical shift in strategic direction. This kind of historical rupture is typically emphasised by
managers in two kinds of situation:

* Technological disruption. In the face of disruptive technologies (see Chapter 10), organisa-
tions frequently have to undertake revolutionary changes not only in their technologies,
but many internal systems and external positions in the marketplace. Hotels.com sees
the transition from its traditional internet hotel booking systems to the new cloud-based
systems as a major rupture with the past. The organisation’s chief data science officer says:
‘At Hotels.com, we're now over 20 years old, so even though we're digital native, hopefully
soon we'll become cloud native, which means reinventing ourselves internally.”

* Organisational crises. Times of crisis often demand radical change strategies (see
Chapter 15), with clear breaks from the past. In 2018, the struggling American conglom-
erate General Electric broke with its 128-year history to appoint for the first time a chief
executive from outside the company, Larry Culp, former head of a rival conglomerate.
On his appointment, Culp evoked the American revolutionary Thomas Jefferson: ‘I'm a
life-long student of Jefferson, and have always been struck by the wisdom of what he’s
written about the benefits of revolution every 20 years or so.’

6.2.2 Historical analysis

If history matters so much, how might managers undertake an historical strategic analysis
of their own organisation or of their competitors? There are four ways this may be done:®

® Chronological analysis. This involves setting down a chronology of key events showing
changes in the organisation’s environment — especially its markets — how the organisa-
tion’s strategy itself has changed and with what consequences — not least financial. Organ-
isations will often provide a basic chronology on their websites, but crises and strategic
reversals are likely to be underplayed on these, so further analysis using media and other
sources will normally be useful.

® Cyclical influences. Is there evidence of cyclical influences? These include economic cycles,
but perhaps also cycles of strategic activity, such as periods of high levels of mergers and
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lllustration 6.1 The family bank

For the Rothschild family, two centuries of banking experience can be useful.

In 2018, Alexandre de Rothschild became the head of
Rothschild & Co., a bank that traces its existence seven
generations back to Mayer Amschel Rothschild, bornin 1743
in Frankfurt's Jewish ghetto. Alexandre was just 37 years old.
He had trained at the French Ecole Supérieure du Commerce
Extérieur, then worked in American investment banking and
private equity, before spending a decade back in France
managing parts of the family business. Rothschild & Co. has
3,500 employees in over 50 offices around the world, with
three main businesses: Global Advisory, Wealth and Asset
Management, and Merchant Banking. The Rothschild family
owns 49 per cent of the company and controls 58 per cent
of the voting rights.

The French banking business was founded in 1812 by one
of the five sons that Mayer Amschel Rothschild originally
sent out from Germany to various countries around Europe.
Another successful son established in 1810 the London
bank that funded the British war against Napoleon in this
period (the other sons established banks in Austria, Italy and
Switzerland). However, the French business suffered two
major blows in the twentieth century: first Nazi persecution
forced the family to flee to New York during the war; second,
the election of Francois Mitterand as French President led to
the bank’s nationalisation in 1981. The head of the bank Guy
de Rothschild is often quoted as saying in the 1980s: ‘First
Jewish under Pétain (the French President who collaborated
with the Nazis); now pariah under Mitterand. That is enough
for me." Guy de Rothschild retired from banking, going back
to the United States in disgust.

However, in 1984 his son David de Rothschild established
a small specialised bank in France under the name of Paris
Orléans, an old company that the family had owned since
the mid-nineteenth century. He had very little capital and
a staff of just ten, including his cousin who had returned
from a finance career on Wall Street. However, David de
Rothschild was supported by the head of the London
Rothschild bank, Evelyn de Rothschild, as well as by various
prominent French businessmen, including the head of a
Marseille bank that had helped the Rothschilds during the

war. The family had always been well connected in France,
with the old bank having trained Georges Pompidou, French
President during the 1970s, and the new bank training
Emmanuel Macron, elected President in 2017. In 1993, Paris
Orléans won the contract for privatising the French car giant
Renault, marking its return to large-scale banking.

David de Rothschild instituted several management
principles for his bank. He promoted collegiality rather than
the internal competition common in investment banking.
He refused to act for companies engaged in hostile or
predatory takeovers. Unlike similar boutique banks, he did
not offer senior managers any shares. For him, all this was
important to the family nature of the business.

At the same time, from 2002 onwards, the Parisian and
London Rothschild banks began to cooperate more, sharing out
markets as ‘Groupe Rothschild’. In 2012, the two banks merged
completely, under the leadership of David de Rothschild.
In 2015, the banking name of Paris Orléans was replaced by
Rothschild & Co. Its logo was a shield with five arrows, repre-
senting the five sons of Mayer Amschel Rothschild.

Under the leadership of Alexandre de Rothschild, the
merged bank looked set to do more in the world of high
technology. However, Rothschild & Co’s website in 2018
states clearly: ‘As a business controlled by certain members
of the English and French Rothschild families, we have always
been driven by the Rothschild family motto “Concordia,
Integritas, Industria” [consensus, integrity and hard work]."

Sources: Les Echos, 16 April 2018; Financial Times, 30 June 2018; www
.rothschildandco.com

Questions

1 Interms of Figure 6.2, how would you describe Roth-
schild & Co’s relationship with its history? How valuable
is it?

2 Which elements of the cultural web (Figure 6.6) are
prominent in this account of Rothschild banking?
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acquisitions. Understanding when these cycles might occur and how industry and market
forces can change during such cycles can inform decisions on whether to build strategy in
line with those cycles or in a counter-cyclical fashion.

* Key events and decisions. History may be regarded as continuous but historical events can
also be significant for an organisation at particular points in time. These could be particularly
significant events, in terms of either industry change or an organisation’s strategic decisions:
for example, Apple remembers the return of founder Steve Jobs in 1997, 12 years after he
had previously been sacked. Or they might be policies laid down by a founder or defining
periods of time that have come to be seen as especially important: for example, Alex
Ferguson's successful years at Manchester United. Key events or decisions could, of course,
be for the good: they may help provide a clear overall direction strategically that contributes
to the sort of vision discussed in the previous chapter. They can, on the other hand, be a
major barrier to challenging 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 that inhibited the Ford company’s response
to the more varied cars eventually produced by General Motors and Chrysler in the 1930s.

* Historical story-telling. How do people tell their organisation’s history? As above, many
organisations will have parts of their websites dedicated to their histories, and some even
commission business historians to write books on their histories.? The stories people tell
can offer revealing clues about how the organisation sees its past, not least in terms of
the origins of success. IKEA often tells the story of how flat-packed furniture began at the
company when a worker of the company disassembled a table to fit inside a car. And there
may be implications in their stories for future strategy development. For IKEA, the story
of flat-pack promotes practical improvisation in strategy. Does what people say suggest
an organisation with historic capabilities relevant to current markets and customers? Is
the organisation capable of innovation and change or so rooted in the glories of the past
that it will be difficult to change?

History, then, is important in terms of how it influences current strategy, for better or
for worse. History also feeds into organisational culture: history becomes ‘encapsulated in
culture’.’® The next section goes on to explain what culture is and how it can be analysed.
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There are many ways to define culture, but typically definitions emphasise a set of taken-
for-granted beliefs and values that are shared within a particular group. What individual
managers believe in and value obviously influences their strategic decisions. Strategy is influ-
enced by culture, therefore. However, because we all belong to many groups, these cultural
influences can be very diverse. As in Figure 6.3, we shall analyse three kinds of cultural influ-
ences: geographical cultures, field cultures, and organisational cultures and subcultures, all
of which impinge on individual managers.

6.3.1 Geographically based cultures

Many writers — perhaps the most well-known of whom is Geert Hofstede of Maastricht
University — have shown how attitudes to work, authority, equality and other important
factors vary in different geographies, national or regional. Such differences have been shaped
by powerful forces concerned with history, religion and even climate over many centuries.
Hofstede traces cultural differences between the countries of southern and northern Europe
to the boundaries of the Roman Empire 2,000 years ago."’
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Figure 6.3 Cultural frames of reference
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According to Hofstede, there are at least four key dimensions upon which national

cultures tend to differ:

Power distance, referring to relationships with authority and acceptance of inequality. In
Hofstede's studies, and those of his associates, many Asian countries are found to have
high power distance, and therefore quite authoritarian management styles. Australia has
a low power distance and therefore is more democratic in style.

Individualism—collectivism, referring to the relationship between the individual and the
group. According to Hofstede's research, some national cultures are highly individualistic,
for example the United States. South American cultures are apparently more collectivist,
valuing team approaches.

Long-term orientation, referring to the extent to which people look to the future, some-
thing essential to strategy. Hofstede suggests that many Asian cultures tend to be long-
term orientated. North American and African cultures are supposedly more short term.

Uncertainty avoidance, referring to tolerance of uncertainty and ambiguity. According
to Hofstede, Japan is associated with relatively high intolerance for uncertainty. Chinese
culture appears more pragmatic and accepting of uncertainty

Hofstede's research pioneered understanding about geographical variations in culture,

but it has since been criticised for its generalisations about whole countries. After all, coun-
tries vary widely within themselves: consider the cultural differences between different
regions in Nigeria, Southern and Northern Italy or the East and West Coasts of the United
States.'? Individuals too differ very widely within a particular geographical culture. It is
important not to stereotype. Nevertheless, certain national or subnational cultural tenden-
cies can be observed and Hofstede's four dimensions are valuable in alerting us to some
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of the ways in which people from different geographies may vary. When discussing stra-
tegic options in an international management team, it might be helpful to be aware that
not everybody will be equally comfortable with uncertainty, heroic individualism, the use of
authority to make final decisions, or projecting far out into the long-term future. For example,
the joint venture between American tire-maker Cooper and the Chinese tire-maker Cheng-
shan fell apart because of very different attitudes to acceptable levels of risk: the American
partner, backed by billionaire hedge-fund investor John Paulson, was much more aggressive
financially than the state-owned Chinese company.

6.3.2 Organisational fields'3

As in Chapter 2, an organisational field is a community of organisations that interact more
frequently with one another than with those outside the field and that have developed a
shared culture. Fields can extend beyond the firms, customers and suppliers in particular
industries; they can include relevant regulators, professional bodies, university researchers,
specialist media and even campaign groups. An important characteristic of fields is that they
involve not just economic transactions, but shared assumptions and beliefs about how the
field works.

For example, in the organisational field of ‘justice’ there are many different types of organ-
isation, such as law firms, police forces, courts, prisons and probation services. The roles of
each are different, they all have their own specific organisational cultures and their detailed
prescriptions as to how justice should be achieved differ. However, despite their differences,
they are all committed to the principle that justice is a good thing which is worth striving for;
they interact frequently on this issue; they have developed shared ways of understanding
and debating issues that arise; and they operate a set of common routines helping them
interact with each other. Similar cultural coherence is common in other organisational fields:
for example, professional services such as accountancy and medicine or sectors such as soft-
ware development or journalism.

Where such shared assumptions and beliefs are powerful, these organisational fields help
set the institutional ‘rules of the game’ (Section 2.2.6) or ‘institutional logics’ (see Thinking
Differently on page 177). Fields influence the ways managers see their activities, define stra-
tegic options and decide what is appropriate. Three concepts are useful here:

® Categorisation. The ways in which members of an organisational field categorise (or
label) themselves and their activities have significant implications for what they do.'* To
categorise a mobile phone as primarily a personal computer or a fashion statement rather
than a phone changes the whole strategy. Over time, members of an organisational field
tend to converge on dominant categorisation schemes. For instance, the early car industry
had competing categories of "horseless carriage’ and ‘automobile’; in computing, there
were competing categories of ‘pen-computing’ and ‘tablets’ to describe more or less the
same thing. Converging on the categories of automobile and tablet helped define the
respective industries’ subsequent developments.

® Recipes. Because of their shared cultures, organisational fields tend to cohere around
standard ways of doing things, or ‘recipes’. A recipe is a set of assumptions, norms
and routines held in common within an organisational field about the appropriate
purposes and strategies of field members.'” In effect, a recipe is the ‘shared wisdom’
about what works best. In English Premier league football, the standard approach is a
‘talent-based recipe’, where teams compete each year to hire the best players because
they believe that individual talent is what delivers results. An alternative recipe, for
instance of developing team spirit and skills over the long term as in Germany, is little
contemplated in the English Premier league.
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Illustration 6.2 Learn the culture proper to each. University

pays a price for success

The controversy surrounding the University of Bath’s Vice Chancellor raises issues
about both corporate culture and organisational field.

In 2018, Glynis Breakwell stepped down after 17 years as Vice
Chancellor (chief executive) of the University of Bath. For a
new university situated outside any major city, the University
of Bath had experienced remarkable success during Break-
well’s term of office. She had presided over a doubling in
student numbers since her start in post. The University had
achieved the highest possible ratings from the government’s
teaching assessment system, it ranked among the top 12
universities for research in the United Kingdom, and overall
it was rated as the country’s fifth-best university in the influ-
ential Guardian University 2018 guide. Yet Breakwell retired
from her position surrounded in controversy.

The University's motto is taken from the Latin poet
Virgil: ‘Learn the culture proper to each after its kind." This
is a message of respect. The University’'s 2016-21 Strategic
Plan reinforced this message by describing as one of its five
key attributes: ‘A supportive culture: creating a welcoming,
inclusive community that values the individual and supports
the realisation of their potential." However, by the last year
of Breakwell’s tenure, one of the University's trade union
leaders was accusing her of creating a ‘culture of fear'.

Breakwell had been well rewarded for the university’s
successes. Breakwell’s total package increased from
£349,000 in 2011 to £451,000 in 2016, a proportional rise
far ahead of that of most of her staff. Another pay rise
followed in 2015-16, taking Breakwell’s pay to the highest
among British universities, more than £450,000. The number
of other staff paid more than £100,000 in the University rose
from just two when Breakwell took over to more than 50 by
2014. The University had also bought a prestigious mansion
in the centre of Bath as living accommodation for Breakwell.

At the same time, Breakwell kept a tight grip on other
labour costs. Breakwell had always refused to negotiate with
local trade unions and non-academic pay lagged other local
employers. For academics, the university had become one
of the country’s leaders in the use of zero-hours contracts,
by which staff were hired by the hour, often at short notice.
Many postgraduate teachers were stuck on the very lowest
pay grade on the national scale and — unlike at other univer-
sities —were unable to progress higher.

In 2017, Breakwell was awarded another large pay
increase by a committee on which she herself sat and
voted. Protests among students and both academic and
non-academic staff broke out. A senior member of the
University complained: ‘[Breakwell] represents an idea of
the university as “business” that most of us do not share.’
Newspapers and politicians denounced Breakwell’s pay and
four Members of Parliament resigned from the University's
advisory board. Among the controversy, student appli-
cations for entry to Bath in 2018 fell by nearly 6 per cent,
while competitor universities were expanding. Breakwell
was obliged to promise her retirement at the end of the
academic year.

The university carried out an inquiry, recommending
attention to the university's culture ‘with a view to improving
transparency, rebuilding trust and encouraging two-way
communication.” Professor lan White was appointed as the
new Vice Chancellor, at a salary around half of what Breakwell
had been paid. The President of the University of Bath Students’
Union said: ‘The recruitment process for our new Vice-
Chancellor was transparent, inclusive and wide-ranging... We
had the chance to hear about lan White's values and vision for
the University. As a result, | am confident that lan White is the
right choice for Bath. | believe we can all look forward to an
exciting and bright future for our University.’

Sources: Guardian, 24 November 2017; Bath Chronicle, 23
November 2017 and 6 September 2018; University of Bath press
release, 3 September, 2018, www.bath.ac.uk/announcements/
university-of-bath-appoints-new-vice-chancellor/

Questions

1 In what respects did the University of Bath's culture
under Breakwell appear to diverge from that outlined
in the 2016-21 strategic plan and what could be done
to reduce this apparent divergence?

2 Identify key elements in the university’s organisa-
tional field and explain the importance of these to the
controversy.
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* [Legitimacy. Where categories and recipes have become strongly institutionalised over time,
they become the only legitimate way of seeing and behaving. Legitimacy is concerned
with meeting the expectations within an organisational field in terms of assumptions,
behaviours and strategies. By conforming to legitimate norms within the field, organ-
isations secure approval, support and public endorsement, thus increasing their legiti-
macy. Stepping outside that strategy may be risky because important stakeholders (such
as customers or bankers) may not see such a move as appropriate. Therefore, organisations
tend to mimic each other’s strategies. There may be differences in strategies between
organisations, but those differences tend to be limited by the bounds of legitimacy.'®
Legitimacy helps explain why accounting firms and universities, for example, tend to
follow similar strategies to each other, promote similar products and hire similar people.

6.3.3 Organisational culture

Edgar Schein defines organisational culture as the ‘basic assumptions and beliefs that are
shared by members of an organisation, that operate unconsciously and define in a basic
taken-for-granted fashion an organisation’s view of itself and its environment'.'” Related to
this are the taken-for-granted ‘ways we do things around here''® that accumulate over time.
So organisational culture is the taken-for-granted assumptions and behaviours of an
organisation’s members. This culture helps make sense of people’s organisational context
and therefore contributes to how they respond to issues they face.

An organisation’s culture can be conceived as consisting of different layers. The four
proposed by Edgar Schein'® are (see Figure 6.4):

* Values may be easy to identify in terms of those formally stated by an organisation since
they are often explicit, perhaps written down (see Chapter 1). The values driving a strategy
may, however, be different from those in formal statements. For example, in the early
2000s, many banks espoused values of shareholder value creation, careful risk manage-
ment and, of course, high levels of customer service. But in practice they indulged in highly
risky lending, resulting in the need for huge government financial support in the financial
crisis of 2008-009. It is therefore important to delve beneath espoused values to uncover
underlying, perhaps taken-for-granted, values that can help explain the strategy actually
being pursued by an organisation (see Section 6.3.7 below).

* Beliefs are more specific. 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 a belief in the rightness of professional systems and standards.

® Behaviours are the day-to-day ways in which an organisation operates and that be seen
by people both inside and often outside the organisation. This includes the work routines,
how the organisation is structured and controlled and ‘softer” issues around symbolic
behaviours (see Section 6.3.6 below). These behaviours may become the taken-for-
granted ‘ways we do things around here’ that are potentially the bases for inimitable
strategic capabilities (see Section 4.3) but also significant barriers to achieving strategic
change if that becomes necessary (see Chapter 15).

* Taken-for-granted assumptions are the core of an organisation’s culture which, in this
book, we refer to as the organisational paradigm. The paradigm is the set of assump-
tions held in common and taken for granted in an organisation. In effect these shared
assumptions represent collective experience about fundamental aspects of the organisa-
tion that, in turn, guide people in that organisation about how to view and respond to
different circumstances that they face. The paradigm can underpin successful strategies
by providing a basis of common understanding in an organisation but, again, can be a
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Figure 6.4 Culture in four layers
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major problem when major strategic change is needed (see Chapter 15). The importance
of the paradigm is discussed further in Section 6.3.6.

The concept of culture implies coherence, hence the common expression of ‘corporate
culture’. However, there are at least two ways in which cultures can be subdivided in practice:

* Organisational subcultures. Just as national cultures can contain local regional cultures,
there are often subcultures in organisations. These subcultures may relate to the struc-
ture of the organisation: for example, the differences between geographical divisions in
a multinational company, 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 that require or foster different cultures. Indeed, aligning strategic positioning
and organisational culture is a critical feature of successful organisations. Differences
between business functions can also relate to the different nature of work in different
functions. For example, in a major oil company differences are likely between those func-
tions 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 the oil company Shell took the decision to
sell its retail outlets and other downstream activities. In strategic decision making, there-
fore, it is important to recognise the different subcultural assumptions managers may be
bringing to the processes: finance managers may have different subcultural assumptions
to marketing managers, and so on.

* Organisational identity. An organisation’s culture covers a wide range of aspects, for
instance how it sees its environment, but an important part is how the organisation
views itself. Organisational identity refers to what members believe and understand
regarding who they specifically are as an organisation.?® Managers and entrepreneurs
often try to manipulate organisational identity because it is important for recruiting and
guiding employees, interacting with customers and dealing with regulators. Organisa-
tional identity c/laims are often prominent on websites and other official materials. Thus
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the Danish lager company Carlsberg went through a very deliberate process of changing
its claimed identity from a brewer to a fast-moving consumer goods company, with
important ramifications for the skills it required. Plausible identity claims are important for
entrepreneurial start-ups also: there are significant benefits with customers and investors
if they can define themselves as the next generation, rather than a ‘'me-too’.

6.3.4 Culture’s influence on strategy

Mark Fields, President of Ford Motor Company in 2006, famously argued that ‘culture eats
strategy for breakfast’, by which he emphasised the importance of culture in defining the
strategy of the business. The importance of culture does not mean that strategy is irrelevant
of course: culture should be seen as part of the strategy, something that can be a source of
competitive advantage and, to some degree, something that can be managed too.

The enduring influence of culture on strategy is shown in Figure 6.5.' Faced with a
stimulus for action, such as declining performance, managers first try to improve the imple-
mentation of existing strategy (step 1). This might be through trying to lower cost, 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 (step 2). For
example, managers may seek to extend the market for their business, but assume that it
will be similar to their existing market, and therefore 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 strategy, they find themselves constrained by
path-dependent organisational routines and assumptions or political processes, as seems
likely in the case of Kodak (see Illustration 6.4). This often happens, for example, when there

Figure 6.5 Culture’s influence on strategy development
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Source: Adapted from P. Gringer and J.-C. Spender, Turnaround: Managerial Recipes for Strategic Success, Associated Business Press, 1979, p. 203.
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are attempts to change highly bureaucratic organisations to be customer-orientated. Even
if people accept 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. It is a
fallacy to assume that reasoned argument necessarily changes deeply embedded assump-
tions rooted in collective experience built up over long periods of time. 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. Changes in strategy which entail a
fundamental change to an organisation’s culture (step 3) are likely to be rare and triggered
by dramatic evidence of the redundancy of that culture such as a financial crisis or major
loss of market share.

6.3.5 Analysing culture: the cultural web

In order to understand the existing culture and its effects it is important to be able to analyse
an organisation’s culture. The cultural web?? is a means of doing this (see Figure 6.6). The
cultural web shows the behavioural, physical and symbolic manifestations of a culture
that inform and are informed by the taken-for-granted assumptions, or paradigm, of an
organisation. It is in effect the inner two ovals in Figure 6.4. The cultural web can be used
to understand culture in any of the frames of reference discussed above but is most often
used at the organisational and/or subunit levels in Figure 6.3.2% The seven elements of the
cultural web are as follows:

® The paradigm is at the core of Figure 6.6. As previously defined, the paradigm is the set of
assumptions held in common and taken for granted in an organisation. The paradigmatic
assumptions are, quite likely, very basic. For example, a common problem in technology
and engineering firms is the propensity of people to focus on the technical excellence of
products rather than customer-perceived needs. Or the paradigm of practitioners in the
National Health Service in the UK is about curing illnesses. It is quite likely that, even if the

Figure 6.6 The cultural web of an organisation
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rational view is to build a strategy around the engineering firm’ customer needs or the
need for prevention (as distinct from curing) of illnesses, people in those organisations
may still interpret issues and behave in line with its paradigm. So understanding what the
paradigm is and how it informs debate on strategy matters. The problem is that, since it is
unlikely to be talked about, or even be something that people are conscious of, trying to
identify it can be difficult, especially if you are part of that organisation. Outside observers
may find it easier to identify simply by listening to what people say and emphasise. 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 of
the paradigm.

Rituals and routines point to the repetitive nature of organisational cultures. Routines
refer to ‘the way we do things around here’ on a day-to-day basis. At their best, routines
lubricate the working of the organisation, and may provide a basis for distinctive organ-
isational capabilities. However, they can also represent a taken-for-grantedness about
how things should happen which, again, can guide how people deal with situations and
be difficult to change. For example, managers trying to achieve greater customer focus
in engineering firms often report that customer-facing sales engineers routinely tend
to tell customers what they need rather than listening to their needs. The rituals?* of
organisational life are particular activities or special events that emphasise, highlight or
reinforce what is important in the culture. Examples include training programmes, promo-
tion and assessment procedures, 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 water coolers. A checklist of organisational rituals is provided
in Chapter 15 (see Table 15.2).

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 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 conventionally 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, office furniture and layouts, cars and job
titles have a functional purpose, but are also typically signals about status and hierarchy.
Particular people may come to represent especially important aspects of an organisation or
historic turning points. The form of language used in an organisation can also be particu-
larly revealing, especially with regard to customers or clients: defining executive education
clients as‘course participants’ rather than ‘students’ makes a significant difference to how
teaching staff interact with them. 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 structures are not only functional but also symbolic.

Power was defined in Chapter 5 as the ability of individuals or groups to persuade,
induce or coerce others into following certain courses of action. So power structures are
distributions of power to groups of people in an organisation. The most powerful individ-
uals or groups are likely to be closely associated with the paradigm and long-established
ways of doing things. In analysing power, the guidance given in Chapter 5 (Section 5.2)
is useful.

Organisational structures are the roles, responsibilities and reporting relationships in
organisations. These are likely to reflect power structures and how they manifest them-
selves. Formal hierarchical and mechanistic structures may emphasise that strategy is the
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province of top managers and everyone else is ‘working to orders’. Structures with less
emphasis on formal reporting relationships might indicate more participative strategy
making. Highly decentralised structures (as discussed in Chapter 14) may signify that
collaboration is less important than competition and so on.

* Control systems are the formal and informal ways of monitoring and supporting people
within and around an organisation and tend to emphasise what is seen to be important
in the organisation. They include measurements and reward systems. 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 control
systems, which are more about accounting for spending rather than with quality of
service. Remuneration schemes are a significant control mechanism. Individually based
bonus schemes related to volume are likely to signal a culture of individuality, internal
competition and an emphasis on sales volume rather than teamwork and an emphasis
on quality.

Illustration 6.3 describes the culture of the American fund manager Vanguard Asset Manage-
ment (see also lllustration 7.1). It can be seen that the central paradigm of low-cost investing
has been supported by many mutually-reinforcing elements of the cultural web.

6.3.6 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:

® Questions to ask. Figure 6.7 outlines some of the questions that might help build up an
understanding of culture using the cultural web.

* Statements of cultural values. As explained in Chapter 1 and Section 6.4.3 above, organ-
isations may make 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 descriptions 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
carefully considered and carefully crafted statements of the aspirations of a particular
stakeholder (such as the CEO) rather than descriptions of the actual culture. For example,
an outside observer of a police force might conclude from its public statements of purpose
and priorities that it had a balanced approach to the various aspects of police work —
catching criminals, crime prevention and community relations. However, a deeper probing
might reveal that (in cultural terms) there is the ‘real’ police work (catching criminals) and
the ‘lesser work’ (crime prevention, community relations).

* Pulling it together. The detailed ‘map’ produced by the cultural web can be 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, 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 organisa-
tional 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 may drive strategy; for example, a ‘national sickness service’ will
prioritise strategies that are about 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.
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Illustration 6.3 The Bogleheads and Vanguard Asset

Management

Vanguard’s culture of low-cost investing is supported by many elements of the

cultural web.

Jack Bogle, founder of Vanguard Asset Management in
1974, tells a story about a summer job as a messenger at a
Wall Street broker when he was a student. One of the other
messengers said to him: ‘Let me tell you all you need to know
about the investment business.’ | said, ‘What's that?’ He said,
‘Nobody knows nuthin'." It was on this principle that invest-
ment professionals know nothing that Bogle built what
became the largest mutual fund in the world.

Bogle developed a model of index funds in which, instead
of trying to pick winners, stocks were chosen simply to match
the various stock market indices (for example, the S&P 500).
As an investor, he did not claim to know more than other
investors. All he did was make sure that his portfolio exactly
reflected whatever index he was aiming to follow. There
were none of the costs of stock-picking, investment research
or frequent trades. His funds would never beat the index,
but, unlike the vast majority of funds at the time, his expenses
were significantly lower. Moreover, Bogle chose an unusual
financial structure for Vanguard: it was owned by its own
funds and, as a result, ultimately by the customers investing
in the funds. This meant that there were no profits to be paid
out to outside investors. Moreover, Bogle refused to pay fees
to investment advisers for selling Vanguard products: price
and performance should be enough to attract customers.

The result of these policies was what Vanguard describes
as ‘a culture of low-cost investing’. A Vanguard index fund
would charge investors fees of only 0.2 per cent of their
investment, against fees approaching 2.0 per cent for an
active stock-picker. Between 1983 and 1999, a Vanguard
index fund tracking the S&P 500 would turn $10,000 into
$81,900, while an active stock-picking fund, allowing for
the extra charges, would only make $62,700. Jack Bogle's
philosophy eventually attracted 25 million retail American
investors, many of them enthusiastically describing them-
selves as ‘Bogleheads’. Each year, these Bogleheads meet
at Vanguard's Pennsylvania headquarters to, as they call it,
'visit their money'. Even in his 80s, Jack Bogle would attend
the Boglehead conferences to give his investment advice.

Vanguard'’s headquarters has some unusual features.
There was a prominent mural reproducing a famous picture

of the 1798 Battle of the Nile, in which Nelson’s ship the
Vanguard had led the British fleet to a decisive victory over
Napoleon. The Vanguard is depicted firing upon the French
ship La Fidelité, a reference to Bogle's great active fund
rival Fidelity. All 11 buildings on the Vanguard headquar-
ters are named after Nelson's ships and the restaurant is
called the ‘galley’. To emphasise the mutual nature of rela-
tionships, Bogle insisted that Vanguard employees should
be called ‘crew’.

The Vanguard crew are chosen carefully. For example,
when Vanguard began to expand in the United Kingdom, the
local head Thomas Rampulla interviewed every one of the
first 250 staff personally: Bill McNabb, Vanguard'’s CEO from
2008, described Rampulla as Vanguard's ‘culture carrier’.
Employees are under careful performance management,
using portfolio attribution analysis to precisely measure
their results against relevant indices: low performers are
asked to ‘walk the plank’. Despite the continuing Boglehead
adoration of Jack Bogle, who still works in a research role
atthe headquarters and is sometimes critical of Vanguard’s
recent policies, Bill McNabb is firmly in control. While
his predecessor as CEO fought bitterly with Bogle when
the latter retained the executive chairmanship position,
McNabb combines the roles of chief executive and company
chairman, even though this contradicts the corporate gover-
nance arrangements Vanguard preaches for the companies
it invests in. McNabb’s remuneration is secret and he is
politely dismissive of Bogle's criticisms.

Sources: New York Times, 11 August 2012; Financial Times, 27 May
2015; Reuters, 16 September 2014.

Questions

1 Map Vanguard’s corporate culture to the cultural web
elements of paradigm, stories, symbols, power, organ-
isation structure, control styles and rituals and routine.

2 How do the various elements of the web interrelate?
Do any of the elements not fit together?
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Figure 6.7 The cultural web: some useful questions

6.3 Culture and strategy

Stories
e What core beliefs do stories reflect?
e What stories are commonly told, e.g.
to newcomers?
e How do these reflect core assumptions
and beliefs?
e What norms do the mavericks deviate from?

Routines and rituals
e Which routines are
emphasised?
e Which are embedded
in history?
e What behaviour do
routines encourage? Routines
e What are the key rituals? and rituals
e What assumptions and core
beliefs do they reflect?
e What do training

Stories

programmes emphasise? Control
e How easy are rituals/routines systems
to change?

Control systems

e What is most closely monitored/controlled?

e |s emphasis on reward or punishment?

e Are controls rooted in history or current
strategies?

e Are there many/few controls?

Symbols

Symbols
e What objects, events or people do people in
the organisation particularly identify with?
e What are these related to in the history
of the organisation?
e What aspects of strategy are highlighted
in publicity?

Power structures
e Where does power
reside? Indicators
include:
(a) status
(b) claim on resources
Power (c) symbols of power
structures e Who ‘makes things
happen’?
e Who stops things
happening?

Organisational
structures

Organisational structures

e What are the formal and informal structures?

e How rigid are the structures?

¢ Do structures encourage collaboration or
competition?

e What types of power structure do they
support?

e N
Overall
e What do the answers to these questions suggest are the (few) fundamental assumptions that are the
paradigm?
e How would you characterise the dominant culture?
e How easy is this to change?
e How and to what extent do aspects of the web interrelate and re-enforce each other?
_ J

If managers are to develop strategies that are different from those of the past, they need
to be able to challenge, question and potentially change the organisational culture that
underpins the current strategy. In this context, the cultural analysis suggested in this chapter
can inform aspects of strategic management discussed in other parts of this book. These

include the following:

* Strategic capabilities. As Chapter 4 makes clear, historically embedded capabilities are,
very likely, part of the culture of the organisation. The cultural analysis of the organisation
therefore provides a complementary basis of analysis to an examination of strategic capa-
bilities. In effect, such an analysis of capabilities should end up digging into the culture of
the organisation, especially in terms of its routines, control systems and the everyday way

in which the organisation runs.

173



Chapter 6 History and culture

e 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 13.

* Managing strategic change. An analysis of the culture also provides a basis for the manage-
ment 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 15 on managing strategic change.

* Leadership and management style. Chapter 15 also raises questions about leadership
and management style. If one of the major requirements of a strategist is to be able
to encourage the questioning of that which is taken for granted, it is likely to require a
management style — indeed a culture — that allows and encourages such questioning. If
the leadership style is such as to discourage such questioning, it is unlikely that the lessons
of history will be learned and more likely that the dictates of history will be followed.

® 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 organisations. This is discussed
more fully in the Commentary on the experience lens and provides a useful way in which
many aspects of strategy can be considered (see the Commentaries throughout the book).

6.4 Strategic drift
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The influence of an organisation’s history and culture on its strategic direction is evident in the
pattern of strategy development depicted in Figure 6.8. Strategic drift?> is the tendency for
strategies to develop incrementally on the basis of historical and cultural influences, but fail
to keep pace with a changing environment. An example of strategic drift in Kodak is given in
lllustration 6.4. The reasons and consequences of strategic drift are important to understand,
not only because itis common, but also because it helps explain why organisations often seem
to stagnate in their strategy development and their performance. Strategic drift also highlights
some significant challenges for managers that, in turn, point to some important lessons.

Figure 6.8 identifies four phases in the process of strategic drift, leading either to the
organisation’s death or to transformational change:

* Incremental strategic change is the first phase, involving small changes. In many organ-
isations, there are long periods of relative continuity during which established strategy
remains largely unchanged or changes very incrementally. After all, where the environ-
ment is changing slowly (as in Figure 6.8 at this point), there is no need for more radical
change. Where the pace of environmental change is slow, managers can also experi-
ment with a variety of small-scale responses to change, waiting to see what works before
adopting the best solution.

* Strategic drift emerges when the rate of environmental change starts to outpace the rate
of the organisation’s strategic change. Phase 2 of Figure 6.8 shows environmental change
accelerating. However, the organisation’s rate of change is still incremental, leading to a
growing gap with the accumulated environmental change.

* Fluxisthe third phase, triggered by the downturn in performance caused by the growing
gap between organisation and environment. In this phase, strategies may change but in
no very clear direction: changes may even be reversed, so that strategies loop back on
themselves. There may be internal disagreements among managers as to which strategy
to follow, quite likely based on differences of opinion as to whether future strategy should
rely on historic capabilities or whether those capabilities are becoming redundant.



6.4 Strategic drift

Illustration 6.4 Kodak: the decline and fall of a market leader

Knowledge of technological and market changes may not be enough to avoid

strategic drift.

In the twentieth century Kodak, the manufacturer of photo-
graphic film and cameras, was one of the world’s most
valuable brands. Based in Rochester in New York State, by
1976 Kodak had 90 per cent of film and 85 per cent share of
camera sales in the USA; by 1996 turnover was $16bn and in
1999 profits nearly $2.5bn. Initially, known for its innovative
technology and marketing, it had developed digital camera
technology by 1975, but did not launch digital cameras until
the late 1990s by when it was too late.

By 2011 its traditional photography business had been
almost entirely eroded by, first, digital cameras and then by
smartphones. Turnover was only $6bn, it was loss making,
the share price had plummeted and in 2012 it filed for bank-
ruptcy protection. How did Kodak miss such a fundamental
shiftin the market?

According to Steve Sasson, the engineer who invented
the first digital camera, the response to his invention in
Kodak was dismissive because it was filmless photography.
There were similar responses to early internal intelligence
reports on digital technology: ‘Larry Matteson, a former
Kodak executive ... recalls writing a reportin 1979 detailing
fairly accurately how different parts of the market would
switch from film to digital, starting with government recon-
naissance, then professional photography and finally the
mass market, all by 2010.”" Another internal report in the
early 1980s concluded that digital technology would take
over the camera industry in about ten years. This should
have given Kodak enough time to work out its response.

The Kodak response was to use digital to enhance the
film business. For example, in 1996 Kodak launched a film
system using digital technology to provide users with a
preview of shots taken and indicate the number of prints
required. It flopped.

It was executives in the film division who carried most
weight and they were over-confident about Kodak's brand
strength. They also misjudged the speed of the change in
customer buying preferences. For example, they believed

that people in fast-developing markets such as China would
buy lots of film, but many moved directly from no camera
at all to digital. The profit margin on digital was also tiny
compared with film and there was a real fear of product
cannibalisation. Rosabeth Moss Kanter of Harvard Busi-
ness School also pointed to the Kodak culture: “Working
in a one company town did not help. .. Kodak’s bosses in
Rochester seldom heard much criticism...". Moreover, ‘exec-
utives suffered from a mentality of perfect products, rather
than the hi-tech mindset of make it, launch it, fix it."! They
also moved slowly: ‘Even when Kodak decided to diversify,
it took years to make its first acquisition.”! Kodak's attempts
to diversify by developing the thousands of chemicals its
researchers had created for use in film for the drug market
also failed.

In 1989, the Kodak board needed to choose a new CEO.
The choice was between Kay R. Whitmore, a long-serving
executive in the traditional film business, and Phil Samper,
who was more associated with digital technology. The
board chose Whitmore, who insisted that he would make
sure Kodak stayed closer to its core businesses in film and
photographic chemicals.?

As late as 2007, a Kodak marketing video announced that
‘Kodak is back’ and ‘wasn’t going to play grab ass anymore’
with digital.?

Sources: The Economist, 'The last Kodak moment?’, 14 January 2012;

New York Times, 9 December 1989; Chunka Mui, "How Kodak failed’,
Forbes, 18 January 2012.

Questions

1 Which of the reasons for strategic drift are evident in
the Kodak story?

2 Drawing on the lessons from Part | of the book, how
might Kodak's problems have been avoided?
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Figure 6.8 Strategic drift
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* Transformation or death is the final phase in Figure 6.8. As things get worse, there are two
possibilities: (a) The organisation may die, either through bankruptcy — as Kodak did in
2012 - or by takeover by another organisation; or (b) the organisation may go through
a period of transformational change, which brings it back to the level of cumulated
environmental change. Such change could take the form of multiple changes related to the
organisation’s strategy or perhaps a change to its whole business model (see Section 10.2),
as well as changes in top management, organisational culture and organisation structure.

Strategic drift is a common phenomenon. The consultants McKinsey & Co. point out that
the tendency is for 'most companies to allocate the same resources to the same business units
year after year’.° It usually takes significant performance decline to prompt transformational
change: a study of 215 major UK firms over the 20-year period 1983-2003 identified only
four that could be said to have both maintained consistently high levels of performance and
effected major transformational change over that period.?” There are three main groups of
reasons why it is hard to avoid strategic drift:

* Uncertainty. Strategic drift is not easy to see at the time. Chapters 2 and 3 provided ways
of analysing the environment, but such analyses are rarely unambiguous. It takes time for
managers to be sure of the direction and significance of environmental changes. Changes
may be temporary, for instance the result of cyclical downturns that will soon be reversed
or fashions that may soon pass. It is easier to see major and irreversible changes with
hindsight; it is less easy to grasp their significance as they are happening.

* Path dependency and lock-in. As in Section 6.2, the historical trajectory of the organisation
might lock organisations into strategies that are costly to change, at least in the short term.
For example, capabilities that have historically been the basis of competitive advantage
can be difficult to abandon in favour of developing new and untested capabilities. In this
sense, old capabilities can become core rigidities, rather than core competences capable
of supporting new businesses.?® Similarly, existing relationships can become shackles that
inhibit significant change.?® Thus managers may be reluctant to break relationships with
important customers, suppliers and employees built up over many years for the sake of
some emerging and uncertain opportunity.



Thinking differently institutional logics versus organisational culture

® Cultural entrenchment. As in Section 6.3, culture can exert a strong influence over strategy.
The paradigmatic set of taken-for-granted assumptions may prevent managers from
seeing certain issues: organisational identities (such as ‘we are a brewing company’, not a
‘fast-moving consumer goods company’) can shape views of environmental opportunities
and threats. Performance measures embedded in the organisation’s control systems can
obscure the need for change. Thus many performance measures are lagged: in the early
stages of strategic drift, sales figures may hold up because of customer loyalty or long
customer waiting lists; profits may be buttressed by simple cost-cutting or staff working

harder in an unsustainable way.

* Powerful people, whose skills and power-bases relate to the old strategy, may naturally
resist change too. These kinds of issues are explored further in Chapter 15.

Thus history, culture and genuine uncertainty can easily support strategic drift. Rebecca
Henderson of MIT suggested how a Kodak executive might have responded to reports on
the threat of digital technology (see Illustration 6.4): "You are suggesting that we invest
millions of dollars in a market that may or may not exist but that is certainly smaller than our
existing market, to develop a product that customers may or may not want using a business
model that will almost certainly give us lower margins than our existing product lines. . . Tell

me again just why we should make this investment?
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Thinking differently Institutional logics versus organisational

culture

Societal-level institutional logics can be both sources of conflict and sources of inspir-

ation for organisational cultures.

Institutional logics are socially constructed sets of material
practices, assumptions, values and beliefs that shape
human cognition and behaviour across domains of activity,
typically at a societal level.3! To put it more simply, what
we think and how we behave are shaped by the informal
rules of the society we live in. These rules come in distinct
and coherent sets: for instance, every society has informal
rules about how to behave in the different domains of
business, the family, national politics and professions.
However, we remain sensitive to all these rules even when
we are operating in one particular domain.

This notion of institutional logics comes from the insti-
tutional theory tradition associated with the concept of
organisational fields, with its emphasis on legitimate
behaviour (see Section 6.3.2). It has at least two radical
implications for the notion of organisational culture.
First, organisational cultures can never be wholly ‘organ-
isational’: they will certainly be impacted — and some-
times distorted — by logics from outside the organisation.
Second, organisational cultures can never be entirely
coherent and unified: they will always be ‘plural’, i.e.
cross-cut by multiple logics from external the society, such
as those of the family or profession.

These institutional logics mean that business decisions
are rarely purely business decisions. Familial responsi-
bilities may be influential in a family business; profes-
sional identities and standards may be influential in a
law firm or architectural practice; patriotism or home-
country culture may shape local strategic moves in a
multinational. These pluralistic logics can be a source
of conflict, of course. But institutional logics can also
be a source of inspiration for organisations: profession-
alism or family spirit can be powerful ingredients in
organisational cultures.

Question

How might institutional logics shape such strategic choices
as diversification, innovation and internationalisation (see
Chapters 8, 9 and 10) for (i) a family-business owner looking
to pass on the business to the next generation of children;
(ii) a state-owned enterprise from a commodity-hungry
country such as China; (iii) a growth-seeking professional
services firm, in law for example, considering new busi-
nesses and new countries to operate in?
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Summary

e Historical resources and path-dependencies may exercise a considerable influence on
strategy. There are historical analyses that can be conducted to help uncover these
influences.

e Cultural and institutional influences both inform and constrain the strategic development
of organisations.

e Organisational culture is the basic taken-for-granted assumptions, beliefs and behaviours
shared by members of an organisation.

e The seven elements of the cultural web are useful for analysing organisational cultures and
their relationships to strategy.

e Historicand cultural influences may give rise to strategic drift as strategy develops incremen-
tally on the basis of such influences and fails to keep pace with a changing environment.

Work assignments

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

6.1% In the context of Section 6.2, undertake a historical analysis of the strategy develop-

6.2

6.3

6.4

6.5

ment of an organisation of your choice and consider the question: ‘Does history form
strategy?’

Identify an organisation that describes its culture publicly (use a Google search on
‘our culture’ plus ‘business’ for example). What do they mean by culture and how
does it fit with the description of culture in this chapter?

Identify a company reputed to have a strong and positive culture (e.g. via Fortune’s
‘Best Companies’, Glassdoor’s ‘Best Places to Work’, or LinkedIn’s ‘Most In-Demand
Employers’). What is attractive about this company’s culture, how is it sustained and
to what extent is it a competitive advantage?

Use the questions in Figure 6.8 to identify elements of the cultural web for Uber
(end of chapter case), Adnams* or an organisation of your choice (for example,
your business school).

Identify an organisation that, in your view, is in one of the phases of strategic drift

described in Section 6.4 (Google search ‘disappointing results’ or ‘slow growth’ plus
‘business’ or ‘company’). How and why did it get into this state?

Integrative assignment

6.6% Choose an example of a major change in strategy of an organisation. Explain to what

extent and how its strategic capabilities and its organisation culture changed. (Refer
to Chapters 4, 6 and 15.)
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Uber and the ubermensch

Case example
Uber and the ubermensch

The transport network company seeks to change from arro-
gant start-up to sustainable giant.

Travis Kalanick, Uber’s founder.
Source: Justin Lane/EPA/Shutterstock

Uber was only founded in 2010, but already it has a full and
controversial history. Its culture has been widely described
as ‘toxic’. As it aimed for an Initial Public Offering in 2019,
with a rumoured target valuation of more than $120bn,
it was critical to persuade potential investors that the
company had achieved real cultural change.

Uber’s foundational years

For Uber, the years to 2017 were heavily marked by its
entrepreneurial chief executive and cofounder, Travis
Kalanick. A product of the Californian tech culture, Kala-
nick had already had a mixed entrepreneurial record when
he started the Uber taxi company. His first business, Scour,
was a peer-to-peer sharing business, sued by numerous
publishers and bankrupt in 2000. His second business,
Red Swoosh, was another peer-to-peer business, which
was successfully sold for $19m in 2007, despite Kalanick’s
committal for tax fraud and perjury. Kalanick's personal
style in the early years was unusual: he wore a cowboy hat
and referred to himself as the Wolf, after the apparently
cool fixer in the violent Tarantino film Pulp Fiction. At the
same time, Kalanick was a fan of the libertarian philoso-
pher Ayn Rand, adopting as his Twitter avatar the cover
of her book The Fountainhead, a celebration of heroic
individualism.

Given this personal background, Uber’s name is prob-
ably no accident: it recalls the notion of Ubermensch
('superior being’) associated with the German philoso-
pher Friedrich Nietzsche (famous for declaring the death
of God). Uber’s launch was certainly highly aggressive,
seeking to be among the first to enter cities internation-
ally and then working quickly to establish local dominance.
This search for early-mover advantage frequently involved
defying local regulations regarding car-hire businesses.
Kalanick's philosophy was one of ‘principled confrontation’.
The motto was: ‘it is easier to ask for forgiveness than for
permission.” Uber would typically commence operations
in a city, then, if faced by regulatory opposition, mobilise
public support and professional lobbyists to campaign
for regulatory change. In Portland, Oregon, the transpor-
tation commissioner called Uber’s management ‘a bunch
of thugs’. By the end of 2015, however, Uber was already
operating in about 400 cities around the world, from Abu
Dhabi to Zurich. Revenues were $1.5bn (€1.3bn; £1.1bn).

Many of Uber’s practices reflected a strong belief in the
free market. For example, Uber uses dynamic (or ‘surge’)
pricing, where prices are adjusted simply according to market
demand. This could result in controversial price hikes. In 2014
during a terrorist siege in central Sydney, prices rose by 800
per cent as people rushed to get out of danger. This was
widely seen as exploiting people’s fear, but for Uber, it was
just a matter of supply and demand. Similarly, the contract
between drivers and Uber was held to be a simple market
transaction, with drivers treated as independent businesses
rather than employees. When an Uber driver complained to
Kalanick about how difficult it had become to finance his car
in the wake of pricing cuts imposed by the company, Kala-
nick responded that drivers took on car loans at their own
risk. Drivers should estimate future prices themselves; Uber
would not guarantee their profitability.

Uber could also turn the market against competitors.
When Gett and Lyft launched competitive services in New
York in 2013-2014, Uber organised its local employees
to order cars from the new rivals, only to cancel orders
when they were on their way. Uber even provided special
phones and credit cards to enable these orders. Lyft was
able to identify 177 Uber employees that had ordered and
cancelled 5,560 orders over several months.

Uber made use of its software expertise as well. One of
its most famous pieces of software was something called
Greyball. Greyball was developed to identify individuals
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who the company suspected of using its services improp-
erly, for instance people suspected of violating terms of
service. However, Greyball could also be used to deny
service to law enforcement agents and those with credit
cards or phones associated with regulatory agencies.
This was a tactic used in Portland, Oregon, for instance.
Another piece of software was called God View, which
allows Uber to track the movements of particular indi-
viduals: again, this was used to follow law enforcement
agents, but was used widely within the company for
personal and entertainment reasons. Finally, Uber devel-
oped the Ripley software, a secret ‘panic button’ that
enabled the company to respond to government raids
on Uber offices by immediately locking, shutting off and
changing passwords on staff computers.

Uber’s culture was special too. Kalanick adopted
14 core values for the company, including: Big bold bets, a
champion’s mindset, principled confrontation, always be
hustlin (sic) and meritocracy and toe-stepping. The result
was a culture with few restraints, where the successful
seemed to be forgiven for conduct that might otherwise
be punished. When Emil Michael, one of Uber’s senior vice
presidents, was caught up in a scandal about digging into
the private lives of journalists perceived as hostile to the
company, Kalanick defended him, and indeed pulled him
on-stage at a major meeting to praise him as an exemplar
of Uber’s culture.

This culture created a challenging work environ-
ment, particularly for women. Kalanick has referred to
his company as ‘Boob-er’ because of how its high profile
boosted his personal dating. In 2017, only 15.1 per cent
of Uber’s engineers, product managers and scientists were
female. During 2017, the female engineer Susan Fowler
published an account of her time at Uber that went viral
on the Internet. She recorded sexual harassment by her
manager and very weak responses from the company to
her complaints: ‘Upper management told me he was a
high performer . .. and they wouldn't feel comfortable
punishing him for what was probably just an innocent
mistake on his part’. Investigation with other female
colleagues discovered that this kind of harassment and
response was very common within the company. More
generally, Fowler described ‘a game-of-thrones political
war raging within the ranks of upper management’.

Susan Fowler’'s blog captured widespread atten-
tion in part because of its resonance with the #MeToo
movement, then newly emerging to advance the cause
of women in the workplace, particularly with regard to
harassment. It also prompted more general criticisms of
Uber’s practices, and particularly the conduct of Travis
Kalanick. Uber’s employees stopped wearing proudly

their company t-shirts in the streets of San Francisco,
their headquarters city. Fearing for the value of its invest-
ment in the company, the venture capital firm Benchmark
brought together investors holding 40 per cent of Uber’s
voting shares to demand Kalanick’s resignation. In June
2017, Kalanick finally stepped down as Chief Executive of
the firm he himself had founded.

New leadership

In August 2017, Dara Khosrowshahi, former Chief Execu-
tive of Expedia, took over as CEO. One of his first tasks
was to change Uber's culture. He wrote on his LinkedIn
page: 'The culture and approach that got Uber where it
is today is not what will get us to the next level . . . our
culture needs to evolve.’ Using 20 working groups of Uber
employees, Khosrowshahi developed eight new ‘cultural
norms’. Some were the same as Kalanick's old core values,
for example on the importance of big, bold bets. Others
were new, for example with regard to employee diversity:
‘We celebrate differences.’ One cultural norm in particular
seemed to mark a sharp change from the Kalanick era:
‘We do the right thing. Period.’

Khosrowshahi moved rapidly to repair relations with
local city administrations, with London and New York
particularly important. In London, where Uber had 3.6
million users and 45,000 drivers, the local administra-
tion had refused to renew its licence to operate, with
the company’s policy regarding the reporting of crimes
a particular complaint. The UK and Ireland General
Manager who had ultimate responsibility was replaced by
Tom Elvidge, who had previously run Uber London locally.
Three non-executive directors from outside the company
were appointed to the local company’s board, and policies
were changed in a range of areas, from crime reporting
to drivers’ hours. In 2018, the company had its licence
renewed, but on a probationary basis for just 18 months.
Elvidge reflected that the threat to its London licence
had been ‘a wake-up call for a company that had grown
incredibly fast but that needed to grow up'.

In New York, Uber’s largest North American market
with 75,000 drivers, there was trouble too, with an Uber
driver being charged with kidnapping a female passenger
and local regulators imposing a cap on new drivers. Again,
Uber put in new management, bringing in their Houston
manager to run the local operation. The new manager,
Sarfaz Maredia, adopted a less combative stance with
regulators and introduced more safety measures. Maredia
declared: "We're trying to build a successful, sustainable
business, a company we can be proud of, not next year or
the year after, but for many years down the road'.
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Khosrowshahi also established a central safety team
in Phoenix, Arizona, to handle the growing number of
complaints regarding both drivers and passengers. The
team had been just 23 strong in July 2017, but by the
beginning of 2019 it had grown to 125. Eighty per cent
of complainants are contacted personally within one
hour of first notification. For complaints that are deemed
potentially serious, drivers or passengers are immediately
suspended. The company promised to report statistics on
complaints. A company representative commented: ‘The
numbers are going to be disturbing because anything
over one is disturbing, but then when you think about
the fact that we do 100m. rides a week around the world,
it's a lot of rides.’

Khosrowshahi’s new regime was not untroubled. The
company’s head of human resources, Liane Hornsey,
suddenly resigned a year into her tenure following an
investigation into how she had handled employee griev-
ances in the company. At a company ‘all-hands’ meeting in
late 2018, Khosrowshahi faced tough employee questions
about the culture of Uber’s Advanced Technology Group
(ATG) following Business Insider's investigations into the
killing of a pedestrian by an Uber test-car in self-driving
mode. ATG engineers had turned off the ability to stop the
car quickly. One employee asked: ‘Business Insider called
ATG's culture “toxic” and referred to “missed warning
signs, vast dysfunction and rampant infighting”. Any truth
to this?’. Khosrowshahi defended ATG's top management,
calling Business Insider sensationalist. None the less he
conceded: ‘We have screwed up. . . It [the investigation]
does reflect what is true, which is we have gone through

a lot. .. Our test now is: Can the team come together and
build something better?’

The new Chief Executive was not entirely free of the
company’s founder either. Travis Kalanick was one of
Uber’s largest shareholders and continued to sit on the
company'’s board of directors. He also had the expertise
of somebody who had been there right from the start.
Initially, Khosrowshahi talked privately with Kalanick on at
least a monthly basis: ‘'l would be foolish not to use Travis's
incredible genius’. However, during 2018, Khosrowshahi
admitted that relations with the company’s founder were
‘strained’. He commented: ‘There was a lot that happened
in the past that wasn’t right. . . While you don’t want to
blame individuals, in the end the CEO of the company has
to take responsibility.”

Main sources: Business Insider, 24 January and 29 November 2018;

Evening Standard, 24 May 2018; Financial Times, 25 June and 28
December 2018; New York Times, 1 December 2018.

Questions

1 With reference to Figure 6.2, how would you describe
Uber's relationship under Dara Khosrowshahi with its
history under Travis Kalanick?

2 Referring to Section 6.3.3, analyse Uber’s culture
under Travis Kalanick in terms of values, beliefs,
behaviours and taken-for-granted assumptions (the
‘paradigm’). How much has this culture changed and
how consistent is it across Uber as a whole?
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The strategy lenses aim to help you explore strategy ‘critically’. Critical here is meant
constructively: it is about asking better questions, generating new options, building stronger
evidence and being more aware of different points of view. Ultimately, thinking critically
should help you be more persuasive with regard to your own chosen positions, helping you
convince your teachers, your fellow students or your work colleagues.! Using the strategy
lenses to explore strategic issues critically will help you both to generate additional insights
and respond to possible counter-arguments against your own position.

The last few chapters have already introduced many points of view, each offering different
insights into what matters in strategy. Some of these reflect a strong economics orientation,
for instance macroeconomic cycles and the Five Forces in Chapters 2 and 3. Others are more
sociological, such as the highlighting of legitimacy in Chapters 2 and 5. Some concepts and
frameworks emphasise opportunities for innovation, as in the strategy canvas of Chapter 3.
Others stress conservatism in organisations, for example strategic drift and organisational
culture in Chapter 6. Generally, the chapters assume objectivity in analysis, but issues such as
the principal-agent problem in Chapter 5 warn of the scope for divergent political interests
in organisations, while organisational culture too can be a source of bias. What should be
clear from these chapters, therefore, is that there are many different ways of seeing strategy.
Each of them suggests different questions, generates different kinds of insights and demands
different types of evidence.

The strategy lenses organise many of these different perspectives into four basic
approaches to exploring strategic issues. Each of these lenses will help you generate distinct
kinds of questions, options and evidence. They each have distinct implications for practice
too.

The four strategy lenses are as follows:

e The design lens views strategy development as a logical process of analysis and evalu-
ation. This is the most commonly held view about how strategy is developed and what
managing strategy is about. Options and evidence here are generated by objective
analysis using formal concepts and frameworks.

e The experience lens views strategy development as the outcome of people’s taken-for-
granted assumptions and ways of doing things. Strategy through the experience lens
puts people, culture and history centre stage in strategy development. Options need to
respect the past, and evidence is likely to draw heavily on previous experience.

e The variety lens* views strategy as the bubbling up of new ideas from the variety of
people in and around organisations. According to this lens, strategy emerges not just
from the top, but also from the periphery and bottom of the organisation. It is important
to question top management views, and recognise the potential value of options coming
from all round the organisation, and even from outside.

*In earlier editions the variety lens was called the ‘ideas lens'. The authors believe that the word 'variety’ more accur-
ately encapsulates the concepts explained in this section.
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e The discourse lens views language as important both for understanding and changing
strategy and for managerial power and identity. Through this lens, unpicking managers’
language can uncover hidden meanings and political interests. Choosing the right
language is also important to legitimating options and evidence.

The critical exploration of strategy through these four lenses is useful because they all
raise different questions and suggest different approaches. Think of everyday discussions
you have. It is not unusual for people to say: ‘But what if you looked at it this way instead?”
Taking just one view can lead to a partial and perhaps biased understanding. Looking at an
issue another way can give a much fuller picture, generating new and different insights. For
example, is a proposed strategy the result of objective analysis or is it rather the reflection
of the proposer’s personal experience or political self-interest? The lenses can also prompt
different options or solutions to strategic problems. For example again, should organisations
rely just on top managers to create new strategies, or rather look towards the bottom of the
organisation to uncover existing experiments and initiatives that have greater potential?
Thus taking a critical perspective on strategy can help managers and students consider a
wider range of issues and responses.

The rest of this Commentary explains the lenses in more detail, showing how they each
relate to the following three key dimensions of managing strategy:

e Rationality: the extent to which the development of strategy is rationally managed. The
design lens assumes high rationality, but the other lenses question this.

* [nnovation: the extent to which strategy is likely to develop innovative, change-oriented
organisations, or alternatively consolidate past experience and existing power structures.

e [egitimacy: the extent to which strategy analysis and discourse is involved in sustaining
managers’ power and identities in organisations.

This Commentary concludes with a short case on Facebook, illustrating how the four lenses
can be used to explore a real company'’s strategy. There will be shorter Critical Commentaries
later in the book helping readers to reflect on the concepts and frameworks highlighted
in Parts Il and Ill. Meanwhile, this Commentary relates mostly to the material in the first six
chapters of this book.

The design lens

The design lens evokes an image of the strategist as detached designer, drawing up precise
blueprints distant from the messy realities of action. In terms of the three key dimensions,
the design lens therefore puts a strong premium on rational analysis and decision-making
(see Figure C.i).? Because of its overt commitment to optimising the performance of organ-
isations, the design lens tends also to be highly legitimate. Rational analysis is what counts,
not passion or intuition. However, this commitment to dry analysis can sometimes work
against innovation.

The design lens is associated broadly with strategy theorists such as the former Lockheed
Corporation strategic planner Igor Ansoff or the economics-trained Harvard Business School
Professor Michael Porter.? It has its origins in traditional economists’ expectations about
perfect information and ‘rational economic man’, and is further informed by management
science techniques for resource optimisation. The design lens is also how strategy is often
explained in textbooks, by teachers and indeed by managers. The design lens makes the
following three assumptions about how strategic decisions are made:

e Systematic analysis is key. Although there are many influences on an organisation’s
performance, careful analysis can identify those that are most significant. In this view,
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Figure C.i Design lens

Rationality
High

High High

Innovation Legitimacy

calculating the attractiveness of an industry using Porter’s Five Forces (Chapter 3), and iden-
tifying strategic capabilities using Valuable, Rare, Inimitable and Organisational support
criteria (Chapter 4), would be standard processes for estimating future performance.

e Analysis precedes action. In the design lens, strategy is generally seen as a linear process.

Decisions about strategy are separate from and precede implementation. From this point
of view, therefore, environmental analysis — for example projecting scenarios or fore-
casting industry life cycles (Chapters 2 and 3) —is the crucial first step in strategy-making.

Objectives should be clear. Rational analysis and decision-making need unambiguous
criteria by which to evaluate options. Missions and visions (Chapter 1) should be set in
advance as precisely as possible, with little scope for adjustment as new opportunities or
constraints are discovered in action.

These design lens assumptions about how decisions should be made are in turn associated

with two key views about the nature of organisations:

Organisations are hierarchies. It is the responsibility of top management to plan the
destiny of the organisation. The responsibility of the rest of the organisation is simply to
implement the strategy decided at the top.

Organisations work mechanically. This hierarchical approach implies a view of organ-
isations as engineered systems or even machines. Pulling the right organisational levers
should produce predictable results. Principal-agent problems can be controlled by the
appropriate gearing of incentives (Chapter 5). Even organisational cultures (Chapter 6)
can be designed from above.

Implications

The design lens has practical implications for both managers and students. From the design
point of view, it is worth investing extensive time in formal analysis, especially economic
forms of analysis. Formal strategic planning and financial calculations are crucial parts of the
design lens approach. But even if strategic plans do not always produce the expected results,
there are two further reasons for taking a design lens approach:

Dealing with complexity and uncertainty. The design lens provides a means of talking
about complex and uncertain issues in a rational, logical and structured way. Even if
rational analysis can sometimes over-simplify or convey undue precision, it is usually better
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than just concluding that everything is all much too complicated for any kind of plan or
calculation. Strategy is more than guesswork.

* Meeting stakeholder expectations. As well as the sheer analytical value of a design
approach, adopting rational procedures is something that important stakeholders (see
Chapter 5) such as banks, financial analysts, investors and employees typically expect. For
these audiences, analysis is highly legitimate. Taking a design lens approach is therefore
an important means of gaining the support and confidence of significant internal and
external actors.

Technical and elitist forms of strategy analysis can also have implications for managerial power
and personal identity. These side effects will be discussed further with the discourse lens later.

In summary, the design lens is useful in highlighting the potential value of systematic
analysis, step-by-step sequences and the careful engineering of organisational objectives
and systems. However, the design lens does have its limits. In particular, a narrow design
lens tends to underestimate the positive role of intuition and experience, the scope for
unplanned and bottom-up initiatives, and the power effects of strategy analysis. Different
lenses can provide useful insights into these other elements of strategy.

Strategy as experience

The experience lens sees strategy as coming less from objective analysis on a clean sheet
of paper and more from the prior experience of the organisation’s managers. History and
culture matter. Strategy is shaped by people’s individual and collective taken-for-granted
assumptions and ways of doing things. As indicated in Figure C.ii, the experience lens there-
fore places less emphasis than the design lens on rationality. It also sets low expectations
in terms of innovation and change. Legitimacy is important, but this is defined in terms of
tradition, routines and culture rather than simple appeal to analysis and ‘the facts'.

The experience lens is based on a good deal of research about how strategies actually
develop in the real world. As early as the 1950s, Nobel prize winner Herbert Simon was devel-
oping the so-called Behavioral Theory of the Firm, based on how managers really behave.*
Contemporary researchers into ‘Behavioral Strategy’ underline two kinds of problem for
rational analysis in practice:

e External constraints: Behavioral Theory points to real-world barriers to rationality: for
example, it is difficult to obtain all the information required for comprehensive analysis;

Figure C.ii Experience lens
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it is hard to forecast accurately in an uncertain future; and there are cost and time limits
to undertaking complete analyses. In these conditions, managers often ‘satisfice’ when
analysing strategic options: in other words, they settle for adequate solutions rather than
the rational optimum.

e [nternal psychological limitations: Behavioral Theory underlines how managers suffer from
‘bounded rationality’, human limitations on the intellectual ability to process information
and carry out analysis. They are also liable to ‘cognitive bias’: in other words, managers
tend to be selective in the attention they give to issues and often automatically favour
some types of solutions rather than others.

Cognitive bias is often based on managers’ experience, both individual and collective:

e Individual experience can particularly shape managers’ taken-for-granted assumptions
about what is important and what kinds of actions work best. Influential sources of
experience can be education and training. For example, accountants tend to see things
differently to engineers; MBAs are often accused of favouring excessively analytical
approaches to solving problems. Other kinds of influential individual experience are
personal careers. Thus a manager who had spent his or her career in the traditional auto-
mobile industry (for instance, Ford or BMW) might find it difficult to take seriously new
entrants such as Uber or Tesla. Differences in individual experience within an organisa-
tion can lead to debate and negotiation between managers with divergent views about
what is important and what should be done. Sometimes such negotiation can slow deci-
sion-making down and lead to excessive compromise. Stakeholder mapping (Chapter 5)
of different managers’ power and interest can be useful in resolving divergent views.

e Collective experience tends to form habitual patterns of thinking and acting, which can
translate into standard responses to strategic issues. One kind of collective experience
is encapsulated in organisational culture, as discussed in Chapter 6. Another kind of
collective experience is reflected by national culture: so for instance Chinese and American
managers may see the world differently (see also Chapter 10). A third kind of collective
experience is embodied in industry ‘recipes’ (Chapter 6), based on years of regular interac-
tion between existing competitors: for example, managers in the clothing industry come
to believe over time that style is important to success, even though new ideas from outside
the industry imply that new technologies may be the source of competitive advantage in
the future. By contrast with individual experience, collective experience tends to suppress
debate in management teams, and it becomes hard to challenge the consensus. A conse-
quence can be ‘strategic drift’ (Chapter 6), with everybody agreeing to continue as before,
even in the face of environmental change.

Implications

The experience lens has significant implications for strategy. First there are three important
warnings:

e Analysis is typically biased to some extent. All managers —and even students — bring their
own particular experience to any set of strategicissues. It is very hard to analyse a situation
as if from a clean sheet of paper. You should distrust claims to complete objectivity. Ask
yourself where people are coming from.

e Watch out for undue conservatism. Experience is likely to lead to routinised responses, even
to new problems. Tried-and-tested solutions become too legitimate; managers become
powerful because of successes experienced in the past. ‘Path dependency’ and ‘lock-in"are
enduring risks (Chapter 6). Organisations can end up like old-fashioned generals, always
fighting the last war.
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e Change is hard. Because of conservatism, strategic change is liable to require long and
difficult processes of persuasion (see Chapter 15). Continuity is often the default option.
Relying on ‘objective analysis’ in making the business case for change will rarely win over
hearts as well as minds.

On the other hand, the experience lens has some positive practical advice:

* Analysis can cost more than it’s worth. Because good information is hard and expensive to
get, and because analysis can consume too much time, sometimes it is sensible simply to
cut short information search and analysis. Depending on the availability of information
and the ability to analyse it, beyond a certain point it might be sensible just to drop the
analysis.

* Experience may provide the best guide. If analysis is not going to produce good answers,
then relying on the rules-of-thumb (‘heuristics’) and instincts of experienced managers
may be at least as effective. Sometimes a quick response that is half right is better than
an analytical response that is only slightly better but much slower.

e Challenge the consensus. While established rules-of-thumb can be effective, sometimes it
is necessary to challenge the consensus in an organisation. As in Chapter 13, ‘groupthink’
is a risk. The need to challenge existing approaches is often the motivation for bringing
in new leaders from outside the organisation in order to manage strategic change
(Chapter 15).

Strategy as variety

The extent to which the design and experience lenses help explain innovation is rather
limited. The variety lens, on the other hand, emphasises innovation and change. However,
as indicated in Figure C.iii, the variety lens puts low value on rational analysis and tends to
give little weight to what is simply legitimate in an organisation. Viewed through the variety
lens, strategies are seen as emerging from the different ideas that bubble up from the variety
in and around organisations.

The variety lens builds on two theoretical perspectives from the natural sciences, both
emphasising spontaneity. First there is evolutionary theory, in which natural phenomena
evolve through a Darwinian process of Variety, Selection and Retention.” Various genetic
mutations emerge as more or less random experiments; some variations are selected for

Figure C.iii Variety lens
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success by their environments; and these successful variations may be retained over the
long term because of continuing good environmental fit. Second, there is complexity theory,
where phenomena are characterised by complex, dynamic sets of interactions, so that small
events can have surprisingly large effects.® An example is the famous butterfly effect, where
the flap of a butterfly’s wings in Brazil triggers a series of escalating knock-on effects that
eventually cause a tornado in far-way Texas. In both evolutionary and complexity theories,
variety in the form of many small experiments or interactions can lead to large and enduring
outcomes. These outcomes are generated spontaneously, with very little top-down direction.

Moving from nature to strategy, the variety lens de-emphasises the deliberate
decision-making of the design lens. Likewise, the emphasis on spontaneity contrasts with
the conservatism of the experience lens. For human organisations, the three elements of
evolutionary theory work as follows:

e Variety. Organisations and their environments offer a rich ‘ecology’ for the generation
of different ideas and initiatives. There are many kinds of people and many kinds of
circumstance. Sales people working closely with customers may be able to sense new
opportunities at least as well as top managers at headquarters. Since people interact with
their environment throughout the organisation, new ideas often come from low down
in the hierarchy, not just from the top.” Complexity theorist Bill McKelvey refers to this as
the ‘distributed intelligence’ of an organisation.® Variety can even come from apparent
mistakes, just as genetic mutations come from imperfect genes. A famous example is
Post-it notes, which originated from an ‘imperfect’ glue being applied to paper, but
resulted in a semi-adhesive for which the researcher saw market potential.

e Selection. In nature, selection is ‘blind’, determined by environmental fit rather than
deliberate intervention. In organisations, selection can be nearly as blind, with strategies
selected more according to how well they match prevailing cultures or standard decision
rules, rather than by objective analysis and evaluation. In this view, there is an ‘internal
ecology’ within organisations, with ideas and initiatives winning out against competing
ideas and initiatives according to their internal fit.? A good idea may fail simply because
it does not meet existing selection rules, regardless of its overall merits: for example, a
company may apply standard return on capital criteria that are outdated on the basis
of the current real cost of capital (see Chapter 11 on strategy evaluation). On the other
hand, as in complexity theory, ideas can gain rapid momentum as they attract ‘positive
feedback’: the support of one important set of actors can attract the support of another,
and the support of that set of actors attracts the support of still others, and so on in
an escalating process. Thus selection mechanisms can be self-reinforcing, speeding the
passage of both good and bad ideas.

e Retention. As well as processes of selection, there are processes of retention. Retention
refers to the preservation and reproduction over time of selected variations.'® Retention
may happen as particular policies or preferences become embedded in the organisation.
Retention may be achieved by instituting formal procedures: for example, job descrip-
tions, accounting and control systems, management information systems, training and
organisation structure. Often it is done through more informal processes of routinisation,
in which simple repetition of certain routine behaviours leads to the eventual imprinting
of such routines in the culture and capabilities of the organisation.

Implications

A key insight from the variety lens is that managers need to be wary of assuming they can
wholly control the generation and adoption of new ideas. However, there are a number of
things managers can do to foster initiatives and prevent the undue suppression of good
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ideas. At the same time, the variety lens points both managers and students to distinctive
sources of innovation in organisations. We highlight three key implications:

e Allow for emergence. Rather than being deliberately designed, strategies often emerge
from the bottom and the periphery of organisations, accumulating coherence over time.
As in Chapter 1, Henry Mintzberg's definition of strategy as an emergent ‘pattern’ rather
than an explicit statement is widely relevant. Managers and students should not neces-
sarily trust in the stated strategic vision and mission (Chapter 1), but rather look to what is
actually happening, especially on the ground. The future of an organisation may well be
emerging from somewhere far beyond headquarters’ formal initiatives. Indeed, in many
industries, large firms frequently watch the interesting experiments and initiatives of small
independent firms, and then buy them up.""

e Encourage interaction, experiment and change. From a variety lens point of view, organ-
isations can be too stable and ordered. To generate variety, managers should promote
potentially disruptive interactions across internal and external organisational bound-
aries: cross-departmental initiatives are important internally and communication with
customers, suppliers, partners and innovators should be extensive externally. Alphabet
(formerly Google) encourages experiments by giving staff 20 per cent of their time to
pursue their own projects. Complexity theorists prescribe regular change in order to stay
at the dynamic ‘edge of chaos’, the delicate balancing point where organisations neither
settle down into excessive stability nor topple over into destructive chaos.'?

e Attend to key rules. If strategies tend to get adopted according to their fit with established
organisational cultures or investment criteria, then managers need to attend at least as
much to setting the context for strategy as to individual strategic decisions. As above,
managers should create a context conducive to interaction, experiment and change. But
they should particularly attend to the key selection and retention rules by which strat-
egies are allowed to emerge. Drawing on complexity theory, Kathy Eisenhardt encourages
the design of ‘simple rules’, a few clear guidelines for strategy selection and retention.'3
For example, the movie studio Miramax only selects movies that revolve round a central
human condition (e.g. love), feature an appealing but flawed central character, and have a
clear storyline. At the games company Valve, the rule is new games projects get automatic
approval if three software engineers volunteer to work on them.'

Strategy as discourse

In many ways management is about discourse — i.e. talking and writing. Managers spend
75 per cent of their time communicating: for example, gathering information, persuading
others or checking up on progress.' In particular, strategy has a high discursive compo-
nent, involving both talk and text. Strategy is debated in meetings, written as formal plans,
explained in annual reports and media releases, presented on PowerPoints, and communi-
cated to employees.'® The discourse lens recognises this discursive component as central to
strategy. Here, as indicated in Figure C.iv, the legitimacy of discourse is particularly important.
The importance of legitimacy, however, can work against both objective rationality and
organisational innovation.

An important influence on the discourse lens is the work of the French philosopher Michel
Foucault. Foucault stresses the subtle effects that language can have on understanding,
power and personal identities. For example, he shows how changing scientific discourses
in the seventeenth and eighteenth centuries redefined insanity as treatable illness rather
than natural foolishness."” The insane now had a new identity, medically ill, and became
subject to a new power, the medical doctors with the task of curing them. In a similar way,
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Figure C.iv Discourse lens

Rationality
High
Low
Hig High
Innovation Legitimacy

the ‘financialization’ discourse emerging in the 1990s and early 2000s sought to redefine
the purpose of the firm as solely about shareholder value, enhancing the power of investors
to insist on short-term financial results rather than long-term strategic investments.'® Those
taking a discourse lens are therefore sensitive to how strategy discourse can shape under-
standing, change personal identities and disseminate power.

These three effects of strategy discourse are explored as follows:

e Shaping understanding. The language of strategy has characteristics that make it
convincing to others.'? Its concepts and jargon have high legitimacy in many organisa-
tions. Here the discourse lens reveals the design lens in another light. The legitimacy of
strategy discourse gives the analytic apparatus of the design lens a persuasiveness that
often goes beyond the technical effectiveness of the analysis itself. Drawing on estab-
lished techniques such as Porter’s Five Forces (Chapter 3) or fashionable concepts such as
Blue Ocean strategy (Chapter 3) can add to the authority of strategic recommendations.
The ability to write inspiring vision and mission statements (Chapter 1) can help motivate
awhole organisation. The justification of strategic change by the radical rhetoric of hyper-
competition (Chapter 3) or disruptive innovation (Chapter 10) may give legitimacy to
radical actions that might otherwise be rejected as excessive.?% In other words, managers
draw on the rhetoric of strategy and the apparent ‘rightness’ of strategy concepts to
convince others they should comply.

e Defining identities. 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 therefore influences the identity and legitimacy of managers as ‘strategists’. The
ability to use the rational analytical language of the design lens helps define managers
as legitimate participants in the strategy process. Of course, sometimes other kinds of
discursive identity may be appropriate. For example, in some contexts the language of the
heroic leader (Chapter 15) or the innovative entrepreneur (Chapter 10) might offer more
support for the decision maker’s identity than simple rational analyst. Whatever the precise
identity, the assumptions built into strategy discourse are liable to affect behaviour. For
example, lower-level managers and professionals who internalise the strategy discourse of
competitiveness and performance as part of their identities come to prioritise those values
in their everyday work, subordinating to some degree the administrative or professional
values (such as equity or care) that might otherwise be important in their roles.
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o Instrument of power. Here strategy discourse is linked to power and control.? By under-
standing the concepts of strategy, or being seen to do so, top managers or strategy special-
ists 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. Design lens discourse, with its commitment to demanding
forms of technical analysis, can be particularly elitist and exclusive. Thus mastering the
discursive language of the design lens offers a political advantage as well as an analytical
one. At the same time, the internalisation of strategy discourse by employees renders
them more compliant to the strategy: they see pursuing the strategy as a natural part of
their role. In this sense discourse is associated with power when it attracts followers and
is self-reproducing and self-reinforcing. Insofar as strategy discourse serves the interests
of the powerful, it may suppress innovation and change and distort objective rational
analysis from the point of view of the organisation as a whole.

Implications

The discourse lens suggests the importance of the appearance, as well as the reality, of
rational argument. Through the discourse lens, strategies need to be legitimate, not simply
correct. Strategy discourse, moreover, helps define legitimate participants in strategic
decision making and gives power to the decisions that are ultimately made. The fundamental
lesson for managers and students is that the language of strategy matters.

The implications of the discourse lens have both instrumental and critical aspects:

e Use strategy discourse skilfully. The right discourse can add legitimacy to particular strat-
egies or individuals in an organisation.? This discourse needs to match particular contexts
and circumstances. Justifying a strategy to a potential investor may call for a logical,
highly quantitative financial case; explaining the same strategy to employees may involve
emphasising implications for job security and career growth. For some organisations, the
analytic discourse of the design lens will be a legitimate mode of justification; in other
organisations, appeal to technical or professional values may be more effective. The instru-
mental value of the discourse lens lies in this: using the right language matters both for
justifying and imposing strategies and for participating in strategy discussions in the first
place.

e Treat strategy discourse sceptically. Just as strategy discourse can be used instrumentally,
so should managers and students be ready to take a critical perspective towards such
discourse. Are concepts and frameworks being used as a smokescreen for some particular
individuals or groups to advance their sectional power and interests, as for example “finan-
cialization’ discourse did for investors? Are strengths and weaknesses, threats and oppor-
tunities (Chapter 4) being mystified or exaggerated? Are the grandiose ambitions of vision
and mission statements just empty rhetoric (Chapter 1)? Seeing strategy as discourse can
prompt the healthy questioning of concepts, ideas and rhetorics that might otherwise be
taken for granted. The discourse lens encourages managers and students to see through
the surface language of strategy to uncover the deeper interests and motives behind it.
Adopters of the discourse lens are naturally sceptical.

Conclusion

The core assumptions and the key implications of the four lenses of design, experience,
variety and discourse are summarised in Table C.i. They are not offered here as an exhaustive
list, but to crystallise the distinctive perspectives of each lens. Indeed, this commentary as

193



Commentary on Part

I: The strategy lenses

a whole is merely an introduction and you may usefully explore each of the lenses further
yourself. After all, each of the lenses presented here actually includes several perspectives
themselves. For example, the variety lens builds on both evolutionary theory and complexity
theory, each of which offers distinctive points of their own. So, within these lenses there
are finer-grained insights to discover. The references at the end of this Commentary should
help with deeper exploration of the lenses. In addition, there are whole books written that
provide multiple perspectives on strategy, from the four different ones that Richard Whit-
tington offers, to the ten of Henry Mintzberg and his co-authors, or even the 13 ‘images’
provided in the collection by Stephen Cummings and David Wilson.?*

However, the overarching message that comes from all four lenses is this: in considering
a topic like strategy, it is useful to take a critical approach. Being critical involves recognising
that one lens is probably not enough, and that every lens has its own value and limitations.
You should not necessarily be satisfied with just the rational analysis of the design lens. Use
the experience lens to consider sources of unconscious bias; take a variety lens approach
to be sensitive to spontaneous initiatives from the bottom or periphery; stay sceptical by
interpreting strategy talk through the discourse lens. It is because different perspectives are
important that we shall return to the four lenses in the critical commentaries at the ends
of Parts Il and Il of this book. Throughout your course, we encourage you to approach the
topics of strategy with eyes open to different points of view. To get into the habit, you might
now want to consider the short Facebook case through the four strategy lenses.

Table C.i A summary of the strategy lenses

Strategy develops
through. ..

Assumptions about
organisations

Role of top
management

Key implications
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Strategy as:

Design Experience Variety Discourse

A logical process
of analysis and

People’s experience,
assumptions and

Ideas bubbling up
from the variety of

Managers seeking
influence, power and

evaluation taken-for-granted people in and around legitimacy through

ways of doing things  organisations the language they use
Mechanistic, Cultures based Complex, diverse and  Arenas of power and
hierarchical, rational ~ on experience, spontaneous systems influence shaped by
systems legitimacy and past discourse

success

Enactors of their Creators of context

experience

Strategic decision
makers

Manipulators of
language

Undertake careful
and thorough
analysis of strategic
issues

Recognise that
people’s experience is
central but also needs
challenging

Be sensitive to ideas
from the bottom,
the periphery and
even outside the
organisation

See through strategy
language to uncover
hidden assumptions

and interests
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Case example

How does Facebook make strategy?

As Facebook encounters mounting criticism in 2019, do the
four lenses help explain the company’s strategic direction?

facebooV

S

Sheryl Sandberg, Facebook Chief Operating Officer

Source: epa european pressphoto agency b.v./Alamy Stock Photo

When Facebook launched its Initial Public Offering (IPO) in
2012, raising over $16bn from investors, founder Mark Zuck-
erberg issued a letter called the ‘Hacker Way': ‘Facebook
was not originally created to be a company. It was built to
accomplish a social mission —to make the world more open
and connected. We think it's important that everyone who
invests in Facebook understands what this mission means
to us, how we make decisions and why we do the things we
do.’ Seven years later, in 2019, Facebook’s official mission
is still ‘to give people the power to build community and
bring the world closer together’. The company now offers
a range of tools to bring people together, including Insta-
gram, WhatsApp and Facebook itself.

However, 15 years after its 2004 foundation, Face-
book’s mission to connect is in increasing doubt. The
company has become implicated in the dissemination
of divisive material in countries ranging from the USA to
Myanmar and faces allegations of spreading glamorising
images of body dysphoria and suicide to millions of young
people. Mark Zuckerberg responded with a post to his
own Facebook page, making strong promises to address
the issues of security, safety and divisiveness that increas-
ingly plagued his company: ‘We've made real progress on
these issues and built some of the most advanced systems

in the world to address them, but there’s a lot more to do.
We're now taking steps that wouldn’t have been possible
even just a few years ago — for example, this year we plan
to spend more on safety and security than our whole
revenue at the time of our IPO.’

Beyond sheer spending power, Facebook brings two
powerful tools to the reorientation of its strategy — data
and energy.

To start with, Facebook is an intensely data-driven and
analytical company. More than 11 per cent of its employees
hold PhDs. The company holds enormous amounts of data
on users around the world and has direct access to key
pipelines for news and business. The company believes
in distributing its data as widely as possible among
employees, so that all decision making is fact-based.
One of the company’s senior engineers recalls of the first
decade of Facebook’s existence: ‘In Facebook, one of our
major goals was growth — how to get to 1 billion users.
Part of that was evaluating different templates, layouts
and calls to action. People had different theories about
this — some said sleek, sophisticated approaches would
work best, others supported simple calls to action. We
tested with user groups, analysed the data and decided
to go for simplicity.” Analysis drove the strategy.

At the same time, the distribution of data also allows for
bottom-up innovation. The ‘People you may know’ feature
was developed following the initiative of engineers on the
ground using the rich data resources Facebook has. Face-
book is also a big user of ‘hackathons’ to address company
issues. For more than 12 years, Facebook employees have
gathered every few months for all-night coding sessions,
fuelled by Chinese food provided by the company. Hack-
athons are informal and non-hierarchical, inspired by
the casual but intense work-style of Zuckerberg and his
comrades in the company’s early years. Ad hoc inter-
departmental teams form spontaneously around ideas
arising from participants, and work through the night (or
over a weekend) to take them forward far enough for the
company to adopt them as official projects. Ideas that have
originated in these hackathons include Facebook’s ‘Like’
button, ‘Safety Check’ and ‘Donations’. A senior Facebook
manager explains the spirit: ‘There are only two rules: You
have to work on something outside your day job, and if it's
your first hackathon, you have to hack.’

Despite the company’s abilities to harness enormous
troves of data and the energy of its hackers, Facebook
still faces challenges in altering its strategic direction.
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Chapter 6 History and culture

Since its foundation, Facebook had adopted a ‘growth-
at-all costs’ mentality, helping its drive to 2.4 billion
monthly active users by 2019. An internal memo from
a senior Facebook executive in 2016 expressed the
philosophy:

We connect more people. That can be bad if they
make it negative. Maybe it costs a life by exposing
someone to bullies. Maybe someone dies in a
terrorist attack coordinated on our tools. And still
we connect people. The ugly truth is that we believe
in connecting people so deeply that anything that
allows us to connect more people more often is de
facto good.

Mark Zuckerberg, still Chairman and Chief Executive,
and Sheryl Sandberg, Chief Operating Officer since 2008,
were of course major shapers of this culture. Zuckerberg,
still only 34, had led the company since dropping out of
Harvard University during his undergraduate degree.
Aged 49, Sandberg’s prior business experience had
almost all been at Google, from where she brought the
techniques that turned Facebook from a social network
to a profit-driven powerhouse. By 2019, there was
increasing pressure from major investors for change at
the top. Zuckerberg insisted he was staying, and added
regarding Sandberg: ‘Sheryl is a really important part of
this company . . . she’s been an important partner for me
for 10 years. And I'm really proud of the work we’'ve done
together, and | hope that we work together for decades
more to come.’

In a conference call to investors in early 2019, Zuckerberg
started by declaring record quarterly sales and earnings
($16.9bn sales for Q4 2018; $7.8 bn. earnings before tax)."
However, he added:

We've fundamentally changed how we run this
company. We've changed how we build services
to focus more on preventing harm. We‘ve invested
billions of dollars in security, which has affected
our profitability. We've taken steps that reduced
engagement in WhatsApp to stop misinformation
and reduced viral videos in Facebook by more than
50 million hours a day to improve well-being.

That same day, a dispute emerged with Apple, involving a
Facebook market research app that allowed the company to
monitor users’ iPhones, including how they use other apps.
Apple had discovered that the app, supposed only to be
offered to Facebook’s employees, was being offered more
widely, in violation of stated policies. Apple responded by
shutting down all of Facebook'’s internal apps, including

1€14.9bn, £12.8bn sales; €6.9, £5.9bn earnings (profits)

those used to test the social network’s new products and
to organise employee transportation.

Main sources: ZdNet, 26 April 2017; Business Insider, 20 June
2017; Techspot, 20 March 2018; CNBC News, 20 November 2018;
SeekingAlpha, 30 January 2019; Mark Zuckerberg, Facebook,

4 February 2019; Financial Times, 6 February 2019.

Questions

1 Explain which of the four lenses are relevant to
strategy-making at Facebook. Which do you think
explains most about what is happening there?

2 How would you bring change to Facebook? (You may
wish to consult Chapter 15).
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Part I

Strategic choices

This part explains strategic choices in terms of:

* How organisations relate to competitors in terms
of their competitive business strategies.

* How broad and diverse organisations should be in
terms of their corporate portfolios.

* How far organisations should extend themselves
internationally.

* How organisations are created and innovate.

* How organisations pursue strategies through
organic development, acquisitions or strategic
alliances.



Introduction to Part |

This part is concerned with the strategic choices, or options, potentially available to an organ-
isation for responding to the positioning issues discussed in Part | of the book. There are three
overarching choices to be made as shown in Figure II.1. These are:

e Choices as to how an organisation at a business level positions itself in relation to compet-
itors. This is a matter of deciding how to compete in a market. For example, should the
business compete on the basis of cost or differentiation? Or is competitive advantage
possible through being more flexible and fleet-of-foot than competitors? Or is a more
cooperative approach to competitors appropriate? These business strategy questions,
together with business model considerations, are addressed in Chapter 7.

e Choices of strategic direction: in other words, which products, industries and markets to
pursue. 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 prod-
ucts (or services) and markets? Should it create new products or should it enter new
territories? These questions relate to corporate strategy, addressed in Chapter 8, inter-
national strategy in Chapter 9 and innovation and entrepreneurial strategy, as discussed
in Chapter 10.

e Choices about methods by which to pursue strategies. For any of these choices, should
they be pursued independently by organic development, by acquisitions or by strategic
alliances with other organisations? This is the theme of Chapter 11.

The discussion in these chapters provides frameworks and rationales for a wide range of
strategic choices. But some words of warning are important here:

e Strategic choices relate back to analysis of strategic position. Part | of the book has provided
ways in which strategists can understand the macro environment (Chapter 2), identify
forces at work in the industry and sector (Chapter 3), identify and build on resources and
capabilities (Chapter 4), meet stakeholder expectations (Chapter 5) and build on the bene-
fits, as well as be aware of the constraints, of their organisation’s historical and cultural
context (Chapter 6). Exploring these issues will provide the foundation for considering
strategic options. However, the Exploring Strategy Framework (Figure 1.3) implies that
issues of position, choice and action overlap. Thus working through the choices of Part Il is

Figure Il.1 Strategic Choices
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Introduction to Part Il

also likely to feed back into the initial analysis of strategic position. Similarly, the potential
of some strategic choices will only be revealed in action, the theme of Part IIl.

Key strategic issues. Choices have to be made in the context of an organisation’s strategic
position, of course. But here it is important that the analysis of strategic position distin-
guishes the key strategic issues from all the many positioning issues that are likely to arise.
Analysis needs to avoid producing a very long list of observations without any clarity of
what such key issues are. There is no single ‘strategy tool’ for this. Identifying key strategic
issues is a matter of informed judgement and, because managers usually work in groups,
of debate. The analytic tools provided can help, but are not a substitute for judgement.
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Chapter 7

Business strategy and
models

Key terms Learning outcomes

business model 221 After reading this chapter you should be able to:

competitive advantage 204 o Assess business strategy in terms of the generic strategies of
competitive strategy 204 cost leadership, differentiation, focus and hybrid strategy.
cost-leadership strategy 205 ¢ |dentify business strategies suited to hypercompetitive

differentiation strategy 209 conditions.

e Apply principles of game theory and the benefits of
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7.1 Introduction

7.1 Introduction

This chapter is about two fundamental strategic choices: what business strategy and what
business model should a company, business unit or other organisation adopt in its market?
Business strategies are about how to compete in a marketplace so that a restaurant for instance
has to decide a range of issues such as food concept, menus, décor and prices in the light of
local competition from other restaurants. Business strategy questions are fundamental both
to standalone small businesses and to all the many business units that typically make up large
diversified organisations. Large diversified corporations thus typically include many decen-
tralised ‘strategic business units’ in different product or market areas each with its own business
strategy depending on the specific needs of their served market. A strategic business unit
(SBU) supplies goods or services for a distinct domain of activity (sometimes these SBUs
are called ‘divisions’ or ‘profit centres’). For example, Nestlé’s ice-cream SBU has to decide how
to compete against smaller and local artisanal companies with new imaginative flavours and
different customer focus, distribution channels and pricing. These kinds of business strategy
issues are distinct from the question as to whether Nestlé should own an ice-cream business in
the first place: this is a matter of corporate strategy, the subject of Chapter 8.

Another important choice is to identify the relationship between the value created for
customers and other participants, the organisational activities that create this value and how
the organisation and other participants can capture value from this — a business model. For
instance, Amazon was a pioneer with its e-commerce business model that contrasted with
bricks-and-mortar retailers. Over time, however, business models get established and many
other retailers also entered into e-commerce. This shows that organisations need to consider
what business model to build on - established or new ones or both.

Figure 7.1 shows the main three themes that provide the structure for the rest of the chapter:

* Generic competitive strategies, including cost leadership, differentiation, focus and hybrid
strategies.

* [nteractive strategies, building on the notion of generic strategies to consider interaction
with competitors, especially in hypercompetitive environments, and including choices
between competition and cooperation based on game theory.

® Business models, including the three basic components of value creation, value configur-
ation and value capture.

Figure 7.1 Business strategy and models: three main themes

Generic strategies Interactive strategies
e cost leadership » hypercompetitive strategy
o differentiation » game theory
o focus
e hybrid
[ Business strategy ]

Business models

e value creation

e value configuration
e value capture
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Business strategy and business models are not just relevant to the private business sector.
Charities and public-sector organisations also compete and have business models. Thus char-
ities compete between each other for support from donors. Public-sector organisations also
need to be ‘competitive’ against comparable organisations in order to satisfy their stake-
holders, secure their funding and protect themselves from alternative suppliers from the
private sector. Schools compete in terms of examination results, while hospitals compete
in terms of waiting times, treatment survival rates and so on. Likewise, these sectors need
to consider what value is created for whom and how organisational activities contribute
to this in a business model. Although some of the detailed implications may vary between
sectors, wherever comparison is possible with other similar organisations, basic principles of
business strategy and models are likely to be relevant. Very few organisations can afford to
be demonstrably inferior to peers. Most have to make choices on key competitive variables
such as costs, prices and quality.

7.2 Generic competitive strategies

204

This section introduces the competitive element of business strategy, with cooperation
addressed particularly in Section 7.3. Competitive strategy is concerned with how a
company, business unit or organisation achieves competitive advantage in its domain
of activity. Competitive strategy therefore involves issues such as costs, product and service
features and branding. In turn, competitive advantage is about how a company, business
unit or organisation creates value for its users both greater than the costs of supplying
them and superior to that of rivals. Competitive advantages should underpin competitive
strategies. There are two important features of competitive advantage. To be competitive at
all, an organisation must ensure that customers see sufficient value that they are prepared
to pay more than the costs of supply. To have an advantage, the organisation must be able
to create greater value than competitors. In the absence of a competitive advantage, an
organisation’s competitive strategy is always vulnerable to competitors with better products
or offering lower prices.

There are two fundamental means of achieving competitive advantage. An organisation
can have structurally lower costs than its competitors. Or it can have products or services
that are differentiated from competitors’ products or services in ways that are so valued by
customers that it can charge higher prices that cover the additional costs of the differentia-
tion. In defining competitive strategies, Michael Porter adds a further dimension based on
the scope of customers that the business chooses to serve.! Businesses can choose to focus on
narrow customer segments, for example a particular demographic group such as the youth
market. Alternatively, they can adopt a broad scope, targeting customers across a range of
characteristics such as age, wealth or geography.

Porter’s distinctions between cost, differentiation and scope define a set of ‘generic’ strat-
egies: in other words, basic types of strategy that hold across many kinds of business situa-
tions. These three generic strategies are illustrated in Figure 7.2. In the top left-hand corner s
a strategy of cost leadership, as exemplified in the British food and grocery market by retailers
such as Asda. Asda seeks to use huge economies of scale and extremely tight cost disci-
pline to achieve systematically lower costs compared to competitors. Waitrose, in contrast,
pursues a strategy of differentiation, offering a range of quality, fresh and environmentally
friendly products focused on the upper market with relatively higher prices. Porter distin-
guishes between cost focus and differentiation focus, but for him narrow scope is such a
distinctive fundamental principle that these two are merely variations on the same basic
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Figure 7.2 Three generic strategies

Competitive advantage

Lower cost Differentiation
Broad 1 2
target Cost leadership Differentiation
Competitive
scope :
E 3b
Narrow 3a * Differentiation
target Cost focus :
E focus

Source: Adapted with the permission of The Free Press, a Division of Simon & Schuster, Inc., from Competitive Advan-
tage: Creating and Sustaining Superior Performance by Michael E. Porter. Copyright © 1985, 1998 by Michael E. Porter.
All rights reserved.

theme of narrowness. For example, delicatessens target a relative narrow group of higher
end customers with their high food quality and provenance. They thus often achieve a
higher price for their distinctive products through their differentiation focus strategy. On the
other hand, Iceland Foods has a cost focus strategy concentrated on frozen and chilled foods
that reduces costs compared to generalist competitors with broader product ranges. The rest
of this section discusses these three generic strategies in more detail.

7.2.1 Cost leadership strategy

Cost-leadership strategy involves becoming the systematically lowest-cost organisation
in a domain of activity. For example, Ryanair pursues a relentless low-cost strategy in the
European airline industry. The airline saves costs in virtually every aspect of its operation from
purchasing a single type of aircraft (without reclining seats) to selling tickets primarily online
(over 90 per cent of sales) to low employee costs (second lowest in Europe). There are four
key cost drivers that can help deliver cost leadership, as follows:

* [nput costs are often very important, for example labour or raw materials. Many companies
seek competitive advantage through locating their labour-intensive operations in coun-
tries with low labour costs. Examples might be service call centres in India or manufac-
turing in South East Asia and China. Location close to raw material sources can also be
advantageous, as for example the Brazilian steel producer CSN which benefits from its
own local iron-ore facilities.

* Economies of scale refer to how increasing scale usually reduces the average costs of
operation over a particular time period, perhaps a month or a year. Economies of scale
are important wherever there are high fixed costs. Fixed costs are those costs necessary
for a level of output: for example, a pharmaceutical manufacturer typically needs to do
extensive R&D before it produces a single pill. Economies of scale come from spreading
these fixed costs over high levels of output: the average cost due to an expensive R&D
project halves when output increases from one million to two million units. Economies of
scale in purchasing can also reduce input costs. The large airlines, for example, are able to
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negotiate steep discounts from aircraft manufacturers. For the cost-leader, it is important
to reach the output level equivalent to the minimum efficient scale. Note, though, that
diseconomies of scale are possible. Large volumes of output that require special overtime
payments to workers or involve the neglect of equipment maintenance can soon become
very expensive. As to the left in Figure 7.3, therefore, the economies of scale curve is
typically somewhat U-shaped, with the average cost per unit actually increasing beyond
a certain point.

Experience? can be a key source of cost efficiency. The experience curve implies that the
cumulative experience gained by an organisation with each unit of output leads to reduc-
tions in unit costs (see Figure 7.3 to the right). For example, for many electronic compo-
nents per unit costs can drop as much as 95 per cent every time the accumulated volume
doubles. There is no time limit: simply the more experience an organisation has in an
activity, the more efficient it gets at doing it. The efficiencies are basically of two sorts.
First, there are gains in labour productivity as staff simply learn to do things more cheaply
over time (this is the specific learning curve effect). Second, costs are saved through more
efficient designs or equipment as experience shows what works best. The experience
curve has three important implications for business strategy. First, entry timing into a
market is important: early entrants into a market will have experience that late entrants
do not yet have and so will gain a cost advantage. Second, it is important to gain and hold
market share, as companies with higher market share have more ‘cumulative experience’
simply because of their greater volumes. Finally, although the gains from experience
are typically greatest at the start, as indicated by the steep initial curve to the right in
Figure 7.3, improvements normally continue over time. Opportunities for cost reduction
are theoretically endless. Figure 7.3 compares the experience curve (to the right) and
economies of scale (to the left) in order to underline the contrast here. Unlike scale, where
diseconomies appear beyond a certain point, the experience curve implies at worst a flat-
tening of the rate of cost reduction. However, completely new production technologies
from competitors can potentially introduce even steeper experience effects and further
improved cost savings.

Product/process design also influences cost. Efficiency can be ‘designed in’ at the outset.
For example, engineers can choose to build a product from cheap standard components
rather than expensive specialised components. Organisations can choose to interact with
customers exclusively through cheap web-based methods, rather than via telephone or
stores. Organisations can also tailor their offerings in order to meet the most important
customer needs, saving money by ignoring others.

Figure 7.3 Economies of scale and the experience curve
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There are two tough requirements for cost-based strategies. First of all, the principle of
competitive advantage indicates that a business’s cost structure needs to be systematically
lowest cost (i.e. lower than all competitors’). Having the second-lowest cost structure implies
a competitive disadvantage against somebody. Competitors with higher costs than the
cost-leader are always at risk of being undercut on price, especially in market downturns.
For businesses competing on a cost basis, systematic cost leadership is always more secure
than being second or third in terms of costs. The US financial investments company Vanguard
is a good example of this, as discussed in lllustration 7.1 (see also lllustration 6.3).

The second requirement is that low cost should not be pursued in total disregard for
quality. To sell its products or services, the cost-leader has to be able to meet market stand-
ards. For example, low-cost Chinese car producers exporting to Western markets need
to offer not only cars that are cheap, but cars that meet acceptable norms in terms of
style, safety, service network, reliability, resale value and other important characteristics.
Cost-leaders have two options here:

® Parity (in other words, equivalence) with competitors in product or service features valued
by customers. Parity allows the cost-leader to charge the same prices as the average
competitor in the marketplace, while translating its cost advantage wholly into extra
profit (as in the second column of Figure 7.4). The Brazilian steel producer CSN, with its
cheap iron-ore sources, is able to charge the average price for its steel and take the cost
difference in greater profit.

* Proximity (closeness) to competitors in terms of features. Where a competitor is suffi-
ciently close to competitors in terms of product or service features, customers may only
require small cuts in prices to compensate for the slightly lower quality. As in the third
column in Figure 7.4, the proximate cost-leader still earns better profits than the average
competitor because its lower price eats up only a part of its cost advantage. This proximate
cost-leadership strategy might be the option chosen initially by Chinese car manufacturers
in export markets, for example.

Figure 7.4 Costs, prices and profits for generic strategies
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Illustration 7.1 Vvanguard’s low-cost strategy comes to Europe

The US company Vanguard pioneered a distinct low-cost strategy in the mutual fund
industry and is now exporting it world-wide.

Mutual funds are managed by investment companies that
raise money from multiple customers and invest the money
in a group of assets (stocks, bonds, money market instru-
ments, etc.). Each customer, often as part of a retirement
plan, then owns shares that represent a portion of the hold-
ings of the fund. They are charged an annual fee or ‘expense
ratio’ that covers investment advisory fees, administrative
costs, distribution fees, and other operating expenses.
The traditional way of competing in the industry was by
actively managed and differentiated investments that tried
to generate as high returns as possible and thus being able
to charge higher fees. The emphasis was on the business
performance end of the business by offering differenti-
ated funds with higher returns. Vanguard instead focused
on the cost end of the business and offered customers
considerably lower annual fees and costs. Most compari-
sons showed that Vanguards fees or expense ratios were
65-80 per cent less than the industry average depending
on investment asset. The company also launched the
industry’s firstindex mutual fund that passively followed a
stock marketindex without ambitions to generate a better
performance than the market, but which outperformed
many actively managed funds.

Vanguard has started to export its low-cost focus world-
wide and has about $400bn (€300bn, £240) in non-US assets
and reaches over $45bn (€34bn, £30bn) under management
in Europe. ‘Lowering the cost of investing is in our DNA,’
blogged Tom Rampulla, former head of Vanguard Europe.
Its low-cost strategy involved several components. First,
unlike competitors it did not need to make a profit. Tim
Buckley, chief investment officer explained:

‘We are not a listed company. We're a mutual company.
We're owned by our clients. So when we make a profit,
we have two choices. We can roll that profit back into
the business or we can pay it out to our owners, our
clients, in the form of lower expenses. Over the years
we have lowered expenses and that has attracted more
clients.”!

Second, Vanguard distributed its funds directly to
customers and did not need to pay commissions of around
8 per cent to brokers. Third, the company had internalised
investment advisory functions of the funds at cost instead
of using external investment advisers that would charge a
premium. Fourth, Vanguard relied on a no-nonsense thrifty
organisational culture where managers were incentivised to
control costand no one, not even senior executives, flew first
class. Fifth, the company had only a few retail centres and
spent less on advertising than anyone else in the industry.
Last, but not least, as one of the largest asset managers
globally it gained large economies of scale.

The next step for Vanguard is to do to the financial advi-
sory services industry what it had done to the mutual fund
industry. Based on webcam chats and other cost reductions
the aim was to offer advisory services at a fraction of the
cost of competitors. It would charge annually 0.3 per cent
on assets compared to the industry average of 1 per cent,
according to former Vanguard CEO Bill McNabb:

‘Can we provide really super-high quality advice at a very
low cost and do that in a very large way, and change
the market? I think we can. We continue to think of our
primary mission to reduce the complexity and cost of
investing across the board."?

Source: (1) D. Oakley, Financial Times, 4 March 2015; (2) S. Foley, Financial
Times, 8 December 2014.

Questions

1 What type of competitive strategy, low-cost, differen-
tiation, focus or hybrid, would you suggest as a way of
competing with Vanguard?

2 Using webcam chats is one approach to lower costs in
financial advisory services as indicated above. What
other ways could there be to lower costs to support a
low-cost strategy in this area?
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7.2.2 Differentiation strategy

The principal alternative to cost leadership is differentiation.? Differentiation strategy
involves uniqueness along some dimension that is sufficiently valued by customers
to allow a price premium. For example, German manufacturer Miele pursues a differ-
entiation strategy in the domestic appliance industry. Its European manufactured,
high-quality and durable dishwashers, washing machines and stoves are targeted towards
higher income households at a price premium. Relevant points of differentiation vary
between markets. Within each market too, businesses may differentiate along different
dimensions. In clothing retail, competitors may differentiate by store size, locations or
fashion. In cars, competitors may differentiate by safety, style or fuel efficiency. Where there
are many alternative dimensions that are valued by customers, it is possible to have many
different types of differentiation strategy in a market. Thus, even at the same top end of
the car market, BMW and Mercedes differentiate in different ways, the first typically with a
sportierimage, the second with more conservative values. In brief, there are various aspects
to consider in pursuing a differentiation strategy and below are three primary differenti-
ation drivers to consider:

* Product and service attributes. Certain product attributes can provide better or unique
features than comparable products or services for the customer. For example, the Dyson
vacuum cleaner with its unique technology provides customers with a better suction
performance compared to competitors. The possibilities of product differentiation are,
however, virtually endless and only limited by the creativity of an organisation. They may
include differences in colour, design, speed, style, taste, etc. For vacuum cleaners other
companies may, for example, differentiate themselves on the basis of user convenience
or design rather than suction performance. Product innovation and introduction can also
be a basis of differentiation. Apple has been able to charge considerable premiums by
continuously launching novel products with superior technologies, design and consumer
interfaces; including the iPod, iPhone, iPad and Apple watch. Finally, in building a basis for
differentiation it is vital to identify clearly the customer on whose needs the differentiation
is based. This is not always straightforward; for example, it may be either an intermediate
distributor or end customer (see Section 3.4.2).

® Customer relationships. Besides more tangible differences in product and service charac-
teristics differentiation can rely on the relationship between the organisation providing
the product and the customer. This often relates to how the product is perceived by
the customer. The perceived value can increase through customer services and respon-
siveness. This can include distribution services, payment services or after sales services,
among other things. For example, Zalando, Europe’s leading online retailer for fashion
and shoes, offers not only free shipping to the customer, but free returns and a 'bill-me-
later’ service. Products can also be differentiated for the individual customer through
customisation. This is the case for a variety of consumer goods from athletic shoes to
cars, but also for business-to-business goods like enterprise software. For example, the
German software company SAP not only sells its standardised software packages, but
customises these to meet specific customer needs. Finally, marketing and reputation,
including emotional and psychological aspects, that an organisation projects can be
another basis for differentiation. Starbucks, for example, can charge a premium price for
its coffee not only because of its product differences, but also because of the ambiance
and image that the company displays at its outlets. Building on brand image is common
for products that otherwise are difficult to differentiate; this is a foundation for Coca
Cola’s strategy for example.
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* Complements. Differentiation can also build on linkages to other products or services. The
perceived value of some products can be significantly enhanced when consumed together
with other product or service complements compared to consuming the product alone
(see Section 3.2.6). Apple has created the complement services iTunes and App Store free
of charge for the consumer, which differentiate its products (iPhone, iPad, etc.) with the
possibility to charge a premium. Considering how customers benefit from consuming two
products or services in tandem and a way of bundling products and services together to
increase the value for the customer is thus another way of differentiation.

There is an important condition for a successful differentiation strategy. Differentiation
allows higher prices, but usually this comes at a cost. To create valuable differentiation typic-
ally involves additional investments, for example in R&D, branding or staff quality. The differ-
entiator can expect that its costs will be higher than those of the average competitor. But,
as in the fourth column of Figure 7.4, the differentiator needs to ensure that the additional
costs of differentiation do not exceed the gains in price. It is easy to add on additional costs in
ways that are not valued sufficiently by customers. The historic failures under British owner-
ship of the luxury car companies Rolls-Royce and Bentley against top-end Mercedes cars are
partly attributable to the expensive crafting of wood and leather interiors, the full cost of
which even wealthy customers were not prepared to pay for. Just as cost-leaders should not
neglect quality, so should differentiators attend closely to costs, especially in areas irrelevant
to their sources of differentiation. Volvo's differentiation strategy in the Indian bus market
in Illustration 7.2 also involved keeping an eye on costs besides differentiation.

7.2.3 Focus strategy

Porter distinguishes focus as the third generic strategy, based on competitive scope. A focus
strategy targets a narrow segment or domain of activity and tailors its products or services
to the needs of that specific segment to the exclusion of others. Focus strategies come in
two variants, according to the underlying sources of competitive advantage, cost or differen-
tiation. In air travel, Ryanair follows a cost focus strategy, targeting price-conscious travellers
with little need for connecting flights. In the domestic detergent market, the Belgian company
Ecover follows a differentiation focus strategy, gaining a price premium over rivals on account
of its ecological cleaning products targeted at environmental conscious customers.

The focuser achieves competitive advantage by dedicating itself to serving its target
segments better than others that are trying to cover a wider range of segments. Serving
a broad range of segments can bring disadvantages in terms of coordination, compromise
or inflexibility. Focus strategies are, therefore, able to seek out the weak spots of broad
cost-leaders and differentiators:

® Cost focusers identify areas where broader cost-based strategies fail because of the
added costs of trying to satisfy a wide range of needs. For instance, in the UK food retail
market, Iceland Foods has a cost-focused strategy concentrated on frozen and chilled
foods, reducing costs against discount food retailers with a wider product range and more
diverse suppliers which have all the complexity of fresh foods and groceries as well as their
own frozen and chilled food ranges.

* Differentiation focusers look for specific needs that broader differentiators do not serve
so well. Focus on one particular need helps to build specialist knowledge and technology,
increases commitment to service and can improve brand recognition and customer loyalty.
For example, ARM Holdings dominates the world market for smartphone and tablet chips
(see lllustration 10.4), despite being only a fraction of the size of the leading microprocessor
manufacturers, AMD and Intel, which also make chips for a wide range of computers.
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IHlustration 7.2 Volvo's different Indian buses

Volvo has a strategy to sell buses at nearly four times the prevailing market price.

The Indian bus market has long been dominated by two
subsidiaries of major Indian conglomerates: Tata Motors
and Ashok Leyland. They made simple coaches on a design
that had hardly changed for decades. On top of a basic
truck chassis, the two companies bolted a rudimentary
coach body. Engines were a meagre 110-120 horse-power
and roared heartily as they hauled their loads up the steep
roads. Mounted at the front, the heat from the over-strained
engines would pervade the whole bus. Air conditioning was
a matter of open windows, through which the dust and
noise of the Indian roads would pour. Suspension was
old-fashioned, guaranteeing a shaky ride on pot-holed
roads. Bags were typically slung on the top of the bus, where
they were easily soiled and at high risk of theft. But at least
the buses were cheap, selling to local bus companies at
around Rs 1.2m (€15,000; $21,000).

In 1997, Swedish bus company Volvo entered, with buses
priced at Rs 4m, nearly four times as much as local prod-
ucts. Akash Passey, Volvo's first Indian employee, commis-
sioned a consultancy company to evaluate prospects. The
consultancy company recommended that Volvo should not
even try. Passey told the Financial Times: '‘My response was
simple — | took the report and went to the nearest dustbin
and threw it in.’ Passey entered the market in 2001 with the
high-priced luxury buses.

Passey used the time to develop a distinctive strategy.
His product had superior features. Volvo's standard engines
were 240-250 hp and mounted at the back, ensuring a faster
and quieter ride. Air conditioning was standard of course.
The positioning of the engine and the specific bus design of
the chassis meant a roomier interior, plus storage for bags
internally. But Passey realised this would not be enough. He
commented to the Financial Times: "You had to do a lot of
things to break the way business is done normally.’

Volvo offered post-sale maintenance services, increasing
life expectancy of buses from three to ten years, and
allowing bus operating companies to dispense with their
own expensive maintenance workshops. Free training was

given to drivers, so they drove more safely and took more
care of their buses. The company advertised the benefits of
the buses direct to customers in cinemas, rather than simply
promoting them to the bus operators. Faster, smoother and
more reliable travel allowed the bus operators to increase
their ticket prices for the Volvo buses by 35 per cent.

Business people and the middle classes were delighted
with the new Volvo services. Speedier, more comfortable
journeys allowed them to arrive fresh for meetings and poten-
tially to save the costs of overnight stays. Tata and Ashok
Leyland both now produce their own luxury buses, with
Mercedes and Isuzu following Volvo into the market. None-
theless, the phrase ‘taking a Volvo' has become synonymous
with choosing a luxury bus service in India, rather as ‘hoover’
came to refer to any kind of vacuum cleaner.

A new state-of-the-art bus factory was opened in Banga-
lore 2008 and after further investments in 2012 it doubled
the annual capacity to 1,500 buses per year. As Volvo’s most
efficient bus factory worldwide it has started to export
buses to Europe. In 2016 Volvo continued its distinctive
strategy and became the first bus company in India to
manufacture and sell hybrid buses running on an electric
motor and battery as well as diesel. Kamal Bali, President
and Managing Director, Volvo Group India says they are very
bullish on India: ‘We are bringing in hybrid buses now. A lot
of automation and connected vehicles are the future plans
that we have for India.’

Source: Adapted from J. Leahy, ‘Volvo takes a lead in India’, Financial
Times, 31 August 2009; M. Lalatendu, The Hindu, 15 February 2016; S.
Mathur, Auto.economictimes.indiatimes.com, 19 May 2017.

Questions

1 Rank the elements of Passey’s strategy for Volvo in
order of importance. Could any have been dispensed
with?

2 How sustainable is Volvo's luxury bus strategy?
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Successful focus strategies depend on at least one of three key factors:

* Distinct segment needs. Focus strategies depend on the distinctiveness of segment needs. If
segment distinctiveness erodes, it becomes harder to defend the segment against broader
competitors. For example, Tesla Motors started to target a narrow segment with its expen-
sive premium electric vehicles. However, if the boundaries become blurred between Tesla’s
focus on electric cars used by affluent environmentally conscious consumers and electric
cars used by general consumers it could become easier for competitors to also attack this
distinctive niche.

* Distinct segment value chains. Focus strategies are strengthened if they have distinc-
tive value chains that will be difficult or costly for rivals to construct. If the production
processes and distribution channels are very similar, it is easy for a broad-based differen-
tiator to push a specialised product through its own standardised value chain at a lower
cost than a rival focuser. In detergents, Procter & Gamble cannot easily respond to the
Belgium ecologically friendly cleaning products company Ecover because achieving the
same environmental soundness would involve transforming its purchasing and produc-
tion processes.

* Viable segment economics. Segments can easily become too small to serve economically
as demand or supply conditions change.

7.2.4 Hybrid strategy

Porter warned that managers face a crucial choice between the generic strategies of cost
leadership, differentiation and focus. As earlier indicated, the lowest-cost competitor can
always undercut the second lowest-cost competitor. For a company seeking advantage
through low costs, therefore, it makes no sense to add extra costs by half-hearted efforts at
differentiation. For a differentiator, it is self-defeating to make economies that jeopardise
the basis for differentiation. For a focuser, it is dangerous to move outside the original
specialised segment, because products or services tailored to one set of customers are likely
to have inappropriate costs or features for the new target customers. Managers are gener-
ally best to consider the trade-offs and choose which generic strategy they are pursuing
and then stick to it. Otherwise there would be a danger of being stuck in the middle, doing
no strategy well.

However, it has been acknowledged that a hybrid type of strategy that combines
different generic strategies is possible under certain circumstances. For example, Amer-
ican Southwest Airlines pursues a low-cost strategy with their budget and no-frills offering.
However, its brand also signals differentiation based on convenience including frequent
departures and friendly service. Some companies start out with one strategy that is later
combined with another. McDonald'’s first followed a product differentiation strategy, but
later its fast-food leader position allowed the company to emphasise scale and low costs
as well.

As Porter acknowledges, there may also be specific circumstances in which the strategies
can be combined:*

* Organisational separation. It is possible for a company to create separate strategic busi-
ness units (SBUs), each pursuing different generic strategies and with different cost
structures. The challenge, however, is to prevent negative spill-overs from one SBU to
another. For example, a company mostly pursuing differentiated strategies is liable
to have high head office costs that the low-cost SBUs will also have to bear. On the
other hand, a cheap cost-leader might damage the brand value of a sister SBU seeking
differentiation.
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® Technological or managerial innovation. Sometimes technological innovations allow
radical improvements in both cost and quality. Internet retailing reduces the costs of
merchandise, at the same time as increasing differentiation by greater product range
and, through online reviews, better advice.

Hybrid strategies are, however, complex and should be pursued with caution. They require
careful considerations as the fundamental trade-off between low cost and differentiation
has to be resolved. Porter’s warning about the danger of being stuck in the middle provides
a useful discipline for managers. It is very easy for them to make incremental decisions that
compromise the basic generic strategy. As profits accumulate, the successful cost-leader will
be tempted to stop scrimping and saving. In hard times, a differentiator might easily cut
back the R&D or advertising investments essential to its long-term differentiation advantage.
Consistency with generic strategy provides a valuable check for managerial decision-making.
The next section provides a helpful tool in calibrating generic and hybrid strategies.

7.2.5 The Strategy Clock

The Strategy Clock is a tool that allows for a dynamic approach for examining alternative
generic strategies (see Figure 7.5) and gives more scope for hybrid strategies.” The Strategy
Clock has two distinctive features. First, it is focused on prices to customers rather than costs
to the organisation: because prices are more visible than costs, the Strategy Clock can be
easier to use in comparing competitors. Second, the circular design of the clock allows for
more continuous choices than a sharp contrast between cost leadership and differentiation:
there is a full range of incremental adjustments that can be made between the 7 o'clock posi-
tion at the bottom of the low-price strategy and the 2 o’clock position at the bottom of the
differentiation strategy. Organisations may travel around the clock, as they explore different
directions for development and adjust their pricing and benefits over time.

Figure 7.5 The Strategy Clock
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The Strategy Clock is adapted from D. Faulkner and C. Bowman, The Essence of Competitive Strategy, Prentice Hall, 1995.
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The Strategy Clock identifies three zones of feasible strategies, and one zone likely to lead
to ultimate failure:

* Differentiation (zone 1). This zone contains a range of feasible strategies for building on
high perceptions of product or service benefits among customers. Close to the 12 o'clock
position is a strategy of differentiation without price premium. Differentiation without a
price premium combines high-perceived benefits and moderate prices, typically used to
gain market share. If high benefits also entail relatively high costs, this moderate pricing
strategy would only be sustainable in the short term. Once increased market share has
been achieved, it might be logical to move to differentiation with price premium closer
to a 1 or 2 o'clock position. Movement all the way towards the 2 o’clock position is likely
to involve a focus strategy. Such a focused differentiation would target a particular niche
where the higher prices and reduced benefits would only be possible because of a lack
of competition, for instance in a particular geographical area.

* Low-price (zone 2). This zone allows for different combinations of low prices and low
perceived value. Close to the 9 o'clock position, a standard low-price strategy would gain
market share, by combining low prices with reasonable value (at parity with competitors).
To be sustainable, this strategy needs to be underpinned by some cost advantage, such as
economies of scale. Without such a cost advantage, cuts in benefits or increases in prices
become necessary eventually. A variation on the standard low-price strategy is the no-frills
strategy, close to the 7 o'clock position. No-frills strategies involve both low benefits and
low prices, similar to low-cost airlines such as Ryanair.

* Hybrid strategy (zone 3). A distinctive feature of the Strategy Clock is the space it allows
between low-price and differentiation strategies.® Hybrid strategies involve both lower
prices than differentiation strategies, and higher benefits than low-price strategies. Hybrid
strategies are often used to make aggressive bids for increased market share. They can
also be an effective way of entering a new market, for instance overseas. Even in the case
of innovations with high benefits, it can make sense to price low initially in order to gain
experience curve efficiencies or lock-in through network effects (see Section 7.2.6). Some
companies sustain hybrid strategies over long periods of time: for example, furniture store
IKEA, which uses scale advantages to combine relatively low prices with differentiated
Scandinavian design (see end of chapter case).

* Non-competitive strategies (zone 4). The final set of strategies occupies a zone of unfea-
sible economics, with low benefits and high prices.

The Strategy Clock’s focus on price, and its scope for incremental adjustments in strategy,
provides a dynamic view of identifying a business strategy. However, Porter’s generic strat-
egies do remind managers that trade-offs and costs are critical. Unless an organisation has
some secure cost advantage (such as economies of scale), a hybrid strategy of high-perceived
benefits and low prices is unlikely to be sustainable for long unless competition pressures
are low.

7.3 Interactive strategies
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Generic strategies need to be chosen, and adjusted, in the light of competitors’ strategies.
If everybody else is chasing after cost leadership, then a differentiation strategy might be
sensible. Thus business strategy choices interact with those of competitors. This section starts
by considering business strategy in the light of competitor moves, especially in hyper compe-
tition. It then addresses game theory more generally, which helps managers choose between
competition and more cooperative strategies.
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7.3.1 Interactive price and quality strategies

Richard D’Aveni depicts competitor interactions in terms of movements against the variables
of price (the vertical axis) and perceived quality (the horizontal axis), similar to the Strategy
Clock: see Figure 7.6.7 Although D'Aveni applies his analysis to the very fast-moving environ-
ments he terms 'hypercompetitive’ (see Section 3.3.1), similar reasoning applies wherever
competitors’ moves are interdependent.

Figure 7.6 shows different organisations competing by emphasising either low prices or
high quality or some mixture of the two. Graph (i) starts with a ‘first value line’, describing
various trade-offs in terms of price and perceived quality that are acceptable to customers.
The cost-leading firm (here L) offers relatively poor perceived quality, but customers accept
this because of the lower price. While the relative positions on the graph should not be
taken literally, in the car market this cost-leading position might describe some of Hyund-
ai's products. The differentiator (D) has a higher price, but much better quality. This might
be Mercedes. In between, there is a range of perfectly acceptable combinations, with the
mid-point firm (M) offering a combination of reasonable prices and reasonable quality. This
might be Ford. M’s strategy is on the first value line and therefore entirely viable at this stage.
On the other hand, firm U is uncompetitive, falling behind the value line. Its price is higher
than M’s, and its quality is worse. U’s predicament is typical of the business that is ‘stuck in
the middle’, in Porter’s terms. U no longer offers acceptable value and must quickly move
back onto the value line or fail.

In any market, competitors and their moves or counter-moves can be plotted against
these two axes of price and perceived value. For example, in graph (i) of Figure 7.6, the differ-
entiator (D) makes an aggressive move by substantially improving its perceived quality while
holding its prices. This improvement in quality shifts customer expectations of quality right
across the market. These changed expectations are reflected by the new, second value line (in
green). With the second value line, even the cost-leader (L) may have to make some improve-
ment to quality, or accept a small price cut. But the greatest threat is for the mid-point
competitor, M. To catch up with the second value line, M must respond either by making a
substantial improvement in quality while holding prices, or by slashing prices, or by some
combination of the two.

Figure 7.6 Interactive price and quality strategies

First value line

Second value line D

Price Price
Second value line Third value line
Perceived quality Perceived quality
(i) Differentiater (D) improves quality (ii) Mid-point business (M)

counter-attacks on price

Note: Axes are not necessarily to linear scales.

Source: Adapted with the permission of The Free Press, a Division of Simon & Schuster, Inc., from Hypercompetition: Managing the Dynamics of

Strategic Maneuvering by Richard D’Aveni with Robert Gunther. Copyright © 1994 by Richard D'Aveni. All rights reserved.
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However, mid-point competitor M also has the option of an aggressive counter-attack.
Given the necessary capabilities, M might choose to push the value line still further outwards,
wrong-footing differentiator D by creating a third value line that is even more demanding
in terms of the price-perceived quality trade-off. The starting point in graph (ii) of Figure 7.6
is all three competitors L, M and D successfully reaching the second value line (uncompet-
itive U has disappeared). However, M’s next move is to go beyond the second value line
by making radical cuts in price while sustaining its new level of perceived quality. Again,
customer expectations are changed and a third value line (in red) is established. Now it is
differentiator D that is at most risk of being left behind, and it faces hard choices about how
to respond in terms of price and quality.

Plotting moves and counter-moves in these terms underlines the dynamic and interactive
nature of business strategy. Economically viable positions along the value line are always
in danger of being superseded as competitors move either downwards in terms of price or
outwards in terms of perceived quality. The generic strategies of cost leadership and differ-
entiation should not be seen as static positions, but as dynamic trajectories along the axes
of price and quality.

A more detailed example of the sequence of decisions and possible options involved
in competitive interaction is given in Figure 7.7.8 This illustrates the situation of a business

Figure 7.7 Responding to low-cost rivals

Source: Reprinted by permission of Harvard Business Review. Exhibit from ‘A framework for responding to low-cost rivals’ by N. Kumar, December

When a low-cost player enters your industry:
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Will this company
take away any of
my present or
future
customers?

YES

NO

Watch, but don’t
take on the new
rival

Don’t launch a price war. Increase the
differentiation of your products by using
a combination of tactics

Ask
Are sufficient
numbers of
consumers willing
to pay more for
the benefits
| offer?

YES

NO

Learn to live with a
smaller company.
If possible,
merge with or
take over rivals

Intensify differentiation by offering more
benefits. Over time, restructure your company
to reduce the price of the benefits you offer

Ask
If | set up a
low-cost business,
will it generate

synergies with
my existing
business?

NO

YES

Switch to selling
solutions or
transform your
company into a
low-cost player

Attack your low-cost rival by setting up a
low-cost business

2006. Copyright © 2006 by the Harvard Business School Publishing Corporation. All rights reserved.
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facing a low-price competitor, for example a high-cost Western manufacturer facing possible
attack by cheap imports from Asia. There are three key decisions:

® Threat assessment. The first decision point is whether the threat is substantial or not.
If there is a threat, the high-cost organisation should not automatically respond to
a low-price competitor by trying to match prices: it is likely to lose a price war with its
existing cost structure. The high-cost organisation needs a more sophisticated response.

* Differentiation response. If there are enough consumers prepared to pay for them, the
high-cost organisation can seek out new points of differentiation. For example, a Western
manufacturer may exploit its closeness to local markets by improving service levels. At the
same time, unnecessary costs should be stripped out. If increased differentiation is not
possible, then more radical cost solutions should be sought.

® Costresponse. Merger with other high-cost organisations may help reduce costs and match
prices through economies of scale. If a low-cost business is synergistic with (in other words,
has benefits for) the existing business, this can be an effective platform for an aggressive
cost-based counter-attack. If there is neither scope for further differentiation or synergy
between the existing business and a possible new low-cost business, then the existing
business must sooner or later be abandoned. For a Western manufacturer, one option
might be to outsource all production to low-cost operators, simply applying its design
and branding expertise. Another option would be to abandon manufacturing in favour
of becoming a‘solutions provider’, aggregating manufactured components from different
suppliers and adding value through whole-systems design, consultancy or service.

Equivalent decisions would have to be made, of course, by a low-price competitor facing a
differentiator. When Apple entered the phone market with its expensive iPhone, established
handset manufacturers had first to decide whether Apple was a serious long-term threat,
and then choose how far they should either match the iPhone’s features or increase the price
differential between their products and Apple’s expensive ones.

These kinds of moves and counter-moves are a constant feature of hypercompetitive
markets with continuous disequilibrium and change. In these conditions, it may no longer
be possible to plan for sustainable positions of competitive advantage and it may actually
destroy competitive advantage by slowing down response. Managers have to be able to act
faster than their competitors. ‘Thinking Differently’ at the end of this chapter highlights the
importance of transient rather than sustainable advantage.

7.3.2 Game theory

The competitive moves and counter-moves in the previous section make it clear that compe-
tition sometimes can escalate in a way that is dangerous to all competitors. It can be in the
self-interest of organisations to restrain competition and even to collaborate. Game theory
provides important insights into competitor interaction and when to compete and when to
cooperate.? The ‘game’ refers to the kinds of interactive moves two players make in a game
of chess. Game theory encourages an organisation to consider competitors’ likely moves
and the implications of these moves for its own strategy. Game theorists are alert to two
kinds of interaction in particular. First, game theorists consider how a competitor response
to a strategic move might change the original assumptions behind that move: for example,
challenging a competitor in one area might lead to a counter-attack in another. Second,
game theorists are sensitive to the strategic signals, or messages, their moves might convey
to competitors, for example with regard to how fiercely they seem willing to defend their
position in a particular market. In the light of possible attacks and counter-attacks, game
theorists often advise a more cooperative approach than head-to-head competition.
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Game theory is particularly relevant where competitors are interdependent. Inter-
dependence exists where the outcome of choices made by one competitor is dependent
on the choices made by other competitors. For example, the success of price cuts by a
retailer depends on the responses of its rivals: if rivals do not match the price cuts, then the
price-cutter gains market share; but if rivals follow the price cuts, nobody gains market share
and all players suffer from the lower prices. Anticipating competitor counter-moves is clearly
vital to deciding whether to go forward with the price-cutting strategy.

There are two important guiding principles that arise from interdependence:

* Getin the mind of the competitors. Strategists need to put themselves in the position of
competitors, take a view about what competitors are likely to do and choose their own
strategy in this light. They need to understand their competitors’ game-plan to plan their
own.

® Think forwards and reason backwards. Strategists should choose their competitive moves
on the basis of understanding the likely responses of competitors. Think forwards to what
competitors might do in the future, and then reason backwards to what would be sensible
to do in the light of this now.

Game theory insights can be gained through two methods. On the one hand, war
gaming is helpful where it is important to get stakeholders to deeply appreciate each
other’s positions through actually playing out their respective roles, and where there is
uncertainty about the range of outcomes. lllustration 7.3 provides a public policy example
of war gaming and using game theory principles when changing and improving public-
sector services. On the other hand, mathematical game theory is useful where there is a
clear but limited range of outcomes and the values associated with each outcome can
be reasonably quantified.

One of the most famous illustrations of mathematical game theory is the prisoner’s
dilemma. Game theorists identify many situations where organisations’ strategic decisions
are similar to the dilemma of two prisoners accused of serial crimes together and being inter-
rogated in separate prison cells without the possibility of communicating with each other.
The prisoners have to decide on the relative merits of: (i) loyally supporting each other by
refusing to divulge any information to their interrogators; and (ii) seeking an advantage by
betraying the other. If both stay silent, they might get away with most of their crimes and
only suffer some lesser punishment, perhaps for just one or two offences. The interrogators,
though, will tempt each of them to divulge full information by offering them their freedom
if only they betray their fellow criminal. However, if both betray, then the judge is unlikely to
be grateful for the confessions and will punish them for all their crimes. The dilemma for each
of the prisoners is how much to trust in their mutual loyalty: if they both refuse to divulge,
they can both get away with the lesser punishment; on the other hand, if one is sure that
the other will not betray, it makes even more sense to betray the loyal one as that allows
the betrayer to go totally free. The two prisoners are clearly interdependent. But because
they cannot communicate, they each have to get in the mind of the other, think forwards to
what they might do, and then reason backwards in order to decide what their own strategy
should be - stay silent or betray.

The prisoner’s dilemma has its equivalence in business where there are two major players
competing head-to-head against each other in a situation of tight interdependence. This
is the position of Airbus and Boeing in the aircraft business or British Airways and Virgin
in transatlantic travel. It would be relevant to the strategic decisions of two such interde-
pendent companies in a range of situations: for example, if one company was thinking about
making a major investment in an innovative new product that the other company could
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Illustration 7.3 Game theory in practice in the public sector

Game theory and war gaming can provide insights when changing and improving

public sector services.

Game theory has not become a common strategic tool. It has
often been considered too theoretical and focused on single
solutions to be able to cope with real-world messy manage-
rial problems. However, it has been proposed that instead
of using game theory to predict a single optimal solution it
can be used to generally understand advantages and disad-
vantages with different strategic options.

When public-sector organisations try to change and
improve public services they frequently need to partner
with and interact with a variety of organisations. They need
to collaborate with other public-sector organisations, with
private companies and not-for profit organisations. Success
therefore depends not only on the public-sector organisa-
tion itself, but on several other partners. This requires an
insight into partners’ intentions and how they may behave.
This is central to game theory — understanding what stra-
tegic options different players have, what their objectives
are and how they will act under different circumstances.

The basic principles of game theory can thus be used
to evaluate changes and improvements of public sector
services. The English National Health Service (NHS) has, for
example, used war games to better prepare them for govern-
ment reforms. War gaming began as a military preparation
that places players in the positions of different actors (e.g.
enemies or allies) and ask them to play out a sequence of
moves and counter-moves as if they were the actors them-
selves. A basic principle underlying the game is that to
know your enemy you must become your enemy in the play.
Another consideration is that you need to test your own plan
and strategy in confrontation with the (played) enemy.

In a war game for healthcare systems, teams are assigned
to play the role of different stakeholders including payers,
hospitals, physician groups, regulators and suppliers. In a
first round the teams are then asked to respond to a given
challenge. The actions each team can consider are stipulated
by the game’s rules, which are based on realistic rules of the
healthcare system. In subsequent rounds each team reacts
to the moves the other teams have made. Through several
rounds every team acts on its own strategies and reacts to

the moves of other teams. The aim is not primarily to deter-
mine a winner, but to develop new insights. War games
make participants think carefully about how they would
act, react to and interact with others under specific condi-
tions. In this way participants gain a better understanding of
other players’ perspectives and possible actions. This helps
them to anticipate how various actors will behave under
different conditions. The participants also gain a better
understanding of their own organisation’s strengths and
weaknesses in interactions with others.

The principles of game theory can thus be of more
general assistance and it has been suggested that public
organisations and their leaders should:

1 Be knowledgeable about partners, their strategies, needs
and decision making

2 Be flexible adjusting their own strategies or objectives to
meet the overall aim

3 Develop clear lines of partnership communication and
decision-making

4 Share the power equally between parties

5 Getagreement on partnership operation and benefits

6 Consider own roles and motives for engaging with the
partnership

7 Create partner trust

Sources: Partly adapted from T. Meaklim, ‘Game theory: what prisoners
and stags can teach public leaders’, The Guardian, 27 November 2013
and International Journal of Leadership in Public Services, 9(1/2), 2013,
pp. 22-31; E. Bury, J. Horn and D. Meredith, "How to use war games as
a strategic tool in health care’, Health International, 11,2011, 28-37.

Questions

1 Besides the public sector, can you think of other busi-
ness situations where war games could be useful?

2 War games could possibly play a role when preparing
for strategic change at a university. What stakeholders
or players would be relevant and what would their
interests be?
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match. For two such competitors to communicate directly about their strategies in these
situations would likely be judged illegal by the competition authorities. They therefore have
to get into each other’s minds, think forwards and reason backwards. How will the other
company act or react, and, in the light of that, what strategy is best?

The kind of situation two interdependent competitors could getinto is represented in the
prisoner’s dilemma matrix of Figure 7.8. Suppose the two main aircraft manufacturers Airbus
and Boeing were both under pricing pressure, perhaps because of falling demand. They each
have to decide whether to announce radical price cuts or to hold their prices up. If both
choose to hold their prices, neither gets an advantage over the other and they both get the
returns represented in the top left-hand quadrant of Figure 7.8: for the sake of illustration,
each might earn profits of €500m. However, if one competitor pursues the radical price cuts
on its own while the other does not, the pattern of returns might be quite different: the radical
price-cutter attracts a significantly larger share of airline customers and earns €700m profits
through spreading fixed costs over greater sales, while the market-share-losing competitor
earns only €100m (as represented in the top-right and bottom-left quadrants). This situation
might tempt one of the competitors to choose radical price cuts for two reasons: first, there
is the prospect of higher profits; but, second, there is the risk of the other competitor cutting
prices while leaving it behind. The problem is that if each reason in the same way, the two
competitors will both cut prices at once. They will thus set off a price war in which neither
gains share and they both end up with the unsatisfactory return of just €300m (the bottom-
right quadrant).

The dilemma in Figure 7.8 is awkward because cooperation is simultaneously attractive
and difficult to achieve. The most attractive strategy for Airbus and Boeing jointly is for
them both to hold their prices, yet in practice they are likely to cut prices because they must
expect the other to do so anyway. A distinctive feature of game theory is that it frequently
highlights the value of a more cooperative approach to competitor interaction, rather than
aggressive competition.

Collaboration between some organisations in a market may thus be preferred under
certain circumstances. Tacit collusion, where companies agree on a certain strategy without
any explicit communication between them, is thus not uncommon; for example, agreeing
to avoid price competition. It is facilitated by industries or sectors with few competitors,
homogenous products and high entry barriers. In short, while organisations need to avoid
illegal collusion, business strategy includes cooperative options as well as competitive ones.'°
Game theory thus encourages managers to consider how a ‘game’ can be transformed from
lose—lose competition to win-win cooperation.

Figure 7.8 Prisoner’s dilemma game in aircraft manufacture
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Note: Hypothetical data constructed for illustration purposes only.
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7.4 Business models

Business models have become increasingly popular as internet-based and platform companies
such as Airbnb, Spotify and Uber have conquered the world with their new models. They are
particularly useful when explaining more complex business interrelationships. Consequently,
the business model concept is commonly discussed in relation to strategy today. Building
on David Teece's work this chapter carefully distinguishes business models from business
strategy.!’ A business model describes a value proposition for customers and other partici-
pants, an arrangement of activities that produces this value, and associated revenue and
cost structures.’? Most fundamentally it concerns the manners and mechanisms of an organ-
isation’s value creation, configuration and capture. Competitors often have the same or similar
business models, but their business strategy and basis for competitive advantage can still differ.

When entrepreneurs in new start-ups have entered old industries with new business models
in recent years, they have frequently changed industry dynamics and competition in radical
ways. The new models often involve more complex interrelationships than traditional ones
and generate value and profits for more parties than just a buyer and seller. This shows that
both entrepreneurs and managers, whose organisations may be threatened by new start-ups,
need to understand business models. Illustration 7.4 discusses how Uber’s business model has
revolutionised the taxi industry globally. The remainder of this section first discusses three
fundamental elements of business models, some typical business model patterns and finishes
with an examination of a common business model: the multi-sided platform.

7.4.1 Value creation, configuration and capture

Business models describe business transactions and interrelationships between various
parties and are best explained in terms of three interrelated components (see Figure 7.9)."3
The first emphasises value creation, a proposition that addresses a specific customer
segment’s needs and problems and those of other participants. The second component is
the value configuration of the resources and activities that produces this value. The final value
capture part explains revenue streams and cost structures that allow the organisation and
other stakeholders to gain a share of the total value generated.

Figure 7.9 Business model components

Value creation
What is offered to what customer segment?

o Customer needs and problems: value and benefit
e Target customer and market segment
« Value for other participants

Value configuration Value capture
How is the value proposition structured? Why does the model generate a margin?
» Composition and selection of resources and activities ¢ Revenue stream and payments
e Linkages between and system of activities e Cost st_ructure and drivers
« |dentifies what participants perform what activities * Apportion of value between stakeholders

221



Chapter 7 Business strategy and models

Illustration 7.4 Uber's ubiquitous business model

The on-demand transportation service that has revolutionised the taxi industry.

Source: NARAPIROM/Shutterstock

With an estimated market value of between $70 and 100bn
Uber has been predicted to become the world’s dominant
transportation company without owning a single vehicle.
After its start in San Francisco 2009 it has quickly expanded
to over 78 countries and 600 cities worldwide. Uber only
employs 12,000, but has over 7 million drivers and 50
million users and generates over four billion rides a year.
The company is growing at exponential rates and in May
2019 the company was valued at over $80 billion in an IPO.

Uber’s smartphone app is at the centre of their business
model. Customers download the app, create an accountand
putin their credit card information. By tapping the app they
request a car and a notification is sent to the nearest driver
who can accept or reject the ride and if rejected it is sent
to another driver in the area. Customers can track the esti-
mated time of arrival and the meter via the app. Payment is
made to Uber via the app with a later payment to the driver.
The customer gets an option to rate the driver and the driver
also has the option to rate the customer.

Through the Uber app customers can search, book, pay
and rate the taxi service. They are offered a convenient,
reliable and fast taxi service either through luxury rides,
priced less than conventional limousine services (Uber
Black), or through regular rides priced less than normal taxi
fares (Uber Pop or UberX). The value for drivers is an extra
source of income and flexible working hours. The review and
rating system is a key difference compared to regular taxis.
Customers can avoid drivers with low ratings and drivers can
avoid passengers with low ratings.

The basic resources of Uber include their technological
platform and app, but they do not own any cars or employ

any drivers. Drivers own the cars and are self-employed
and apply to Uber to become a driver. Uber's activities are
configured to match customers with a nearby driver and car.
In addition to matchmaking, the platform and app include
pricing and payment, car tracking and review systems. Uber
thus structures the value for both customers and drivers
through the development of sophisticated software and
algorithms that optimise matchmaking, pricing and reviews
for different cities and local markets.

Uber captures their profit and value by typically taking
a 20-25 per cent cut on all rides except for special promo-
tions to customers and/or drivers and in areas where they
face competition from similar services. Besides generating a
margin these revenues should cover their expenses to cover
R&D, technology development, marketing, local infrastruc-
ture and own local employees in each city.

Even though the business model has been a success there
are several significant challenges. The UberPOP service has
faced regulatory pushbacks in several European countries
and even been forced to shut down in some markets. Uber is
also facing an increasing number of competitors with similar
business models; Lyft is a significant competitor in the USA and
in China they were defeated by Didi Chuxing, which acquired
their operations. However, the CEO Dara Khosrowshahi has
expanded their food delivery service UberEATS further and
entered into new services such as bike- and scooter-sharing
with a vision to be presentin all the different ways people move
within an urban environment: ‘We want to be the Amazon of
transportation.’

Sources: J. Bhuiyan, ‘Uber powered four billion rides in 2017. It wants
to do more — and cheaper — in 2018’, Recode.com, 5 January 2018;
K. Korosec, "Uber CEO: ride hailing will be eclipsed by scooters, bikes
and even flying taxis’, Techcrunch.com, 2018; M. Ahmed, 'Uber: Back-
seat driver’, Financial Times, 16 September 2015; A. Damodaran,
‘A disruptive cab ride to riches: The Uber payoff’, Forbes, 6 October
2014; Techtrends.tech, 2018.

Seealsothe end-of-chapter case for Chapter 6: Uber and the Ubermensch.

Questions

1 Interms of Figure 7.9, what are Uber's value creation,
value configuration and value capture components?

2 If you were the head of a traditional taxi company: how

could you change your business model to compete with
Uber?
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The business model of the San Francisco-based accommodation broker Airbnb, for
example, creates value for both the customers that rent the apartment, house or private
room and for the hosts that offer their homes for rent. The Airbnb website conveniently
provides a platform for exchange activities between the hosts and guests. These activities
are configured via the web platform so that hosts list, describe and present pictures of their
homes and customers are thus offered a wide selection of accommodation to choose from
and rent. A review system of both accommodation and guests is available to build refer-
ences and prevent deception. Finally, both hosts and Airbnb capture value from this business
model. Hosts receive guest payments and Airbnb gets a 6-12 per cent commission fee on
guest reservations, a 3 per cent to process the payment to the host and guest credit card
processing fees. This points managers and entrepreneurs to three basic and interdependent
attributes of business models:

* Value creation. A key part of a business model describes what is offered and how value
is thus created for the various parties involved: customers, partners and other partici-
pants. The main concern here is thus the targeted customer segment and how their
needs are fulfilled and their problems solved, but also how to create value for any other
parties involved.

* Value configuration. A second component explains how various interdependent
resources and activities in the value chain underlie the value proposition, for example
technology, equipment, facilities, brands, managerial processes, etc. (for a discussion of
the value chain see Section 4.4.3). These factors are part of an activity system that not
only explains what activities create value, but how they are linked and what participants
perform them (for activity systems see Section 4.4.3). While this system is centred on the
organisation it can also involve activities conducted by customers, partners and other
participants.’

* Value capture. A business model also describes the cost structure of resources and activities
and the revenue stream from customers and any other parties. In addition, this compo-
nent shows how the value created will be apportioned between the organisation and
any other stakeholders involved. For a company, then, this last component also describes
how profit is made while for not-for-profits and the public sector there are of course no
expectations of financial gain.'®

Two points need to be emphasised here:

* First, once established in an industry, business models are often taken for granted. All
businesses rely on business models, but as they mature and become standardised they
are rarely questioned. Until Airbnb and others started their services few thought about or
challenged the ‘hotel business model’and how value creation, configuration and capture
were interrelated in this model. There may have been efforts to change individual busi-
ness model components, but few changed or differentiated the whole model and the
relationships between the components as Airbnb did. Business models thus often become
institutionalised and part of an industry’s ‘recipe’ (see Section 6.3.2).

* Second, while competitors may share business models their business strategy can still
differ. Walmart, for example, shares the same discount retailer model with several compet-
itors, but has a distinct lowest-cost strategy; cutting costs systematically throughout its
value chain. Likewise, Airbnb in the example above has the same business model as
Wimdu and many other competitors. However, Airbnb’s extensive selection of accom-
modation from close to one million listings in 34,000 cities in 200 countries surpasses any
competitor and thus differentiates them. Because of this size both customers and hosts
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are likely to prefer Airbnb over competitors as guests are offered more accommodation
and hosts more guests. The more customers that use their service the better it is for every
customer in their network of guests and hosts and Airbnb thus has an advantage based
on network effects (see Section 3.2.6 for network effects).

7.4.2 Business model patterns

Even though business model patterns often become established within industries over time
companies use them competitively. New entrants often use new business models to be able
to compete successfully with established players. Dell, for example, entered the PCand laptop
industry many years ago based on a different business model compared to the established
one. Instead of going via middlemen of retailers and wholesalers as HP, IBM and others did,
they sold directly to customers. It is thus important for managers to understand what type of
business model pattern their business builds on and how it may differ from other competi-
tors. It should be noted, however, that business model patterns are described at various levels
of detail and sometimes only emphasise one or two business model components.!” There are
multiple business models around, but three typical patterns include the following:

* Razor and blade. This is perhaps the most well-known business model pattern, but its
primary focus is on the value capture component, which makes it more of a revenue model.
It builds on Gillette's classic model of selling razors at a very low price and the compatible
replacement blades at a quite high price.'® This model of selling two technically interlinked
products separately is quite common. For example, mobile operators offering consumers a
cheap or even a free mobile phone and then catching them through a two-year fee-based
subscription plan. In other industries it is the services, maintenance and parts that are
priced expensively while the basic product is sold at relatively low margins. This is, for
example, the case for ink-jet printers; they are sold at relatively low prices, but manufac-
turers make their margins on selling expensive ink. It is also common in industrial goods
with an emphasis on expensive services; for example, Rolls Royce and GE and others in the
jet engine industry and for Otis and Schindler and other players in the elevator industry.

* Freemium. This business model pattern name comes from combining ‘free’ and ‘premium’
and it primarily relates to online businesses. It refers to how a basic version of a service or
product is offered for free so as to build a high volume of customers and eventually convince
a portion of the customers to buy a variety of premium services. Revenue is generated by
the premium buying customers. They are often only a small portion of the total user volume,
but their revenues can be enough and can also be used to attract even more users. The
photo sharing service Flickr uses this business model pattern. Flickr offers the basic service
of uploading and sharing photos for free while generating revenues through extra services
for a subscription fee including unlimited uploading and storing of photos. Flickr also uses
contextual advertising and cooperation with retail chains and other photo service companies
besides subscription fees to generate revenue. Other businesses that use this model are the
business-oriented social networking service LinkedlIn, the video chat and voice call service
Skype and the streaming music service Spotify. The aim of freemium, however, is not only
to convince premium customers, but to attract a larger volume of customers as the value of
the service increases with more users. It means that the enterprise can gain network effects
based on a large installed base of adopters (see Section 3.2.6).

* Peer-to-peer (P2P). This model brings people and/or businesses together without neces-
sarily having to go through a middle man. It is based on co-operation among individuals
aided by an app, website or some other online or communication service and can include
all sorts of peer-to-peer transactions. Transactions include offerings of specific services
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like education, lending personal things that may be rarely used but expensive such as
hobby-building tools, or providing loans peer to peer. An example of the latter is California-based
Kiva, an international non-profit micro-finance website that aims to alleviate poverty by allowing
everyday people in developed nations to finance low-income entrepreneurs and students in
developing nations. This business model pattern has even been described as a potential new
economic model, a sharing economy, as it is does not necessarily require a business interme-
diary third party. However, business platform intermediaries often step in to make exchanges
smoother. For example, within countless car-sharing organisations there are many local not-for-
profit peer-to-peer intermediaries, but also global for-profit ones like Zipcar, owned by the US
car rental multinational Avis. Airbnb is also a peer-to-peer model and so is Uber, but they
build on for-profit platforms. This is often referred to as a ‘multi-sided platform’ business
model, which is discussed in the next section.

7.4.3 Multi-sided platforms

Another common business model is the multi-sided platform,19 which is behind some of the
most valuable firms in the world. The so-called US ‘FAANG’ (Facebook, Apple, Amazon, Netflix
and Google) and Chinese ‘BAT’ (Baidu, Alibaba and Tencent) companies all build on platforms.
A multi-sided platform brings together two or more distinct, but interdependent groups
of participants to interact on a platform. They are distinct as they perform separate functions
on the platform and they are interdependent as the platform is of value to each group of
participants only if the other group is also present. The platform YouTube, for example, includes
creators of videos, viewers of videos, and advertisers. A multi-sided platform comes in many
different shapes and can be a technology (e.g. Microsoft's PC operating system), a product (e.g.
Nintendo's video game console), or a service (Uber's transportation service; see lllustration 7.4).

Multi-sided platforms often overlap with other business model patterns, as at Airbnb for
instance with a peer-to-peer model or at Netflix, which primarily is a subscription model. Also,
platforms are not an entirely new phenomena; malls, for example, are platforms that allow
consumers and merchants to interact directly with each other and newspapers link subscribers
with advertisers. As indicated by the name there are several platform sides, most commonly
two, that perform different functions.2® Uber’s platform, for example, has car drivers on one
side and passengers on the other (see lllustration 7.4) and Nintendo has game developers one
side and gamers on the other: see Table 7.1 for further examples. In contrast, on a single-sided

Table 7.1 Platform providers

Side 1 Side 2
(Customers/ Users) Platform provider (Complementors)
Guests Accommodation rentals (e.g. Airbnb) Hosts

Passengers Personal transportation (e.g. Uber) Drivers

Searchers Search engines (e.g. Google) Advertisers
Shoppers Shopping malls Merchants
Readers Newspapers Advertisers
Gamers Game consoles (e.g. Nintendo) Game developers
Buyers On-line marketplaces (e.g. Amazon) Merchants

Users Smartphone operating systems (e.g. Apple) App developers
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platform, like a telecommunication operator, all participants perform similar functions —
making or receiving calls. Over time platforms often introduce new types of interactions and
participants on the platform and thus new value creation. LinkedIn, for example, started out
by linking professionals to recruiters, but is now a three-sided platform including advertisers
and they have started to introduce corporations as a fourth side. Similarly, Amazon started as
an online book-seller and today is a truly multi-sided platform including not only other goods,
but various types of merchants, sellers and advertisers.

Network effects are intimately related to multi-sided platforms as the more participants,
the better for everyone on the platform. For video games console platforms, for example, the
gamers are on one side and favour consoles with a wide variety of games. This makes them
dependent on the other side of the platform, the game developers, which in turn favour plat-
forms with a large enough customer group to regain their development costs for the games.
This shows that the value of the platform increases for both groups as more customers or
gamers use it. It suggests a network effect as customers have a positive effect on the value of
the product or platform for other customers (see Section 3.2.3). Web search companies like
Google also rely on a similar pattern. For them the two sides of the platform involve consumer
searchers on the one hand and advertisers that sponsor links on the search website on the
other. The more searchers that use Google the better for advertisers and the better data for
Google to refine search results and the better quality of the searches the better for consumers.

There are three important factors to consider for platform companies:

* Platform distinctiveness and size. As with any product and service a platform must have
distinctive features in competition with other platforms to attract participants in the first
place. Quality and quantity of content and services, reliability, speed, ease of use, trust-
worthiness, etc. are all important factors, but the size of the platform’s network is also
essential. The total potential market size has to be sufficiently large to begin with to
make a platform valuable and network effects are crucial. This involves a chicken-and-egg
problem: the platform attracts participants by being large, but to become large it needs
to have enough participants. Besides offering superior services, one way to approach this
problem and reach a critical mass network is to subsidise one or all of the sides of the plat-
form. Uber, for example, often subsidises drivers when entering a new market. Another
approach, common among technology platforms, is to offer open source software pack-
ages and services to attract software and hardware developers to join the platform (see
Section 10.2.3 and lllustration 10.4). A third tactic is to piggy-back on another platform, like
US PayPal initially did on eBay.

® Choosing platform sides. Deciding what sides to include and how many is sometimes
obvious, as for Airbnb, but adding more sides may generate further growth and value
as further network effects kick in. However, adding new sides may introduce competi-
tion between the platform and a participant or between platform participants or harm
in other ways the relationship between participants. Amazon, for example, has other
merchants selling the same goods that they sell themselves on the platform and hence,
must carefully consider the balance between cooperation and competition. LinkedIn faces
a challenge when inviting corporate participants in, as professionals may not want their
current employers to be present when they may be searching for a new job. Thereis also a
risk that participants allowed on the platform try to build their own platform and migrate
users to it, like game producer Zynga tried to do with Facebook.?'

* Multi-homing costs. A platform participant is ‘multi-homing’ when using more than one
platform at the same time. For example, music fans that stream, download, store and share
tunes on more than one music site are multi-homing. This may, however, incur transfer
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costs for some platforms, like the inconvenience of transferring all photos from Instagram
to Flickr on image-hosting service platforms. Multi-homing costs are thus costs of being
affiliated with and maintaining presence on multiple platforms.?? Platform companies aim
for high multi-homing costs for platform participants to keep them generating value on
their platform rather than on competing ones. It can thus be quite costly for participants
to use multiple platforms. Besides costs of finding and joining more than one there may be
costs for additional competences to operate on another platform and the time and effort it
takes to use multiple platforms may also incur costs. For example, it's very expensive for an
app and software developer to build simultaneously for both Apple and Android. There are
also user switching costs of permanently leaving one platform for another. For example, for
users to move from an Android to an iPhone smartphone platform there are transferring
costs of moving apps, contacts, messages, files, etc. besides learning a different operating
system. The size of multi-homing costs differs between platforms. Facebook, for example,
has quite high multi-homing costs for users as transferring all data is extremely cumbersome,
but Uber has very low multi-homing costs. A taxi driver can exist simultaneously on Uber, Lyft
or any other service; she or he can even have two or multiple phones on at the same time,

and riders can clearly switch.

Thinking differently Transient rather than sustainable advantage

Some question to what extent sustainable competitive advantage is possible at all

in today’s fast changing world.

Section 7.4.1 indicated that in hypercompetitive environ-
ments it may not be possible to form business strategies
that provide for sustainable competitive advantage.
Some argue that the era of sustainability in competitive
advantage is over altogether as most industries today
are too turbulent. It is claimed that competitors and
customers have become too unpredictable to form any
single long-term strategy. Companies with strong and
long-lasting positions like IKEA are argued to be excep-
tions (see end-of-chapter case example). In this view then,
itis a waste of effort to invest in sustainable advantages;
better to invest in a series of transient advantages.?3

In this new era managers thus need to constantly start
new strategic initiatives and have a portfolio of several
transient competitive advantages. They need to think of
advantages as fleeting and going through a life cycle. Each
competitive advantage has a launch stage that identifies an
opportunity and raises resources to capitalise on it. Next is

aramp-up period in which the business is brought to scale,
which leads into a phase of exploitation where market
shares and profits are gained. Finally, there is a phase
of inevitable erosion as competitors enter and weaken
the advantage, which may force the company to exit.
A company thus needs to catch new advantages continu-
ously as old ones expire; freeing up resources from the old
to invest in the new. Even if each advantage is temporary
a portfolio of several different advantages would always
provide an advantage somewhere. Hence, if managers
continuously start strategic initiatives and build many tran-
sient advantages they could still get ahead of competitors.

Question

If IKEA chose not to build on sustainable competitive advan-
tage, how could it build on many transient advantages?
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Summary

Business strategy is concerned with seeking competitive advantage in markets at the busi-
ness rather than corporate level.

Porter’'s generic strategy framework and the Strategy Clock define various business strat-
egies, including cost-leadership, differentiation, focus and hybrid strategies.

In hypercompetitive conditions sustainable competitive advantage is difficult to achieve
and competitors need to carefully consider moves and counter-moves.

Game theory encourages managers to get in the mind of competitors and think forwards
and reason backwards about competitive as well as cooperative strategies.

A business model describes the business logic of an enterprise including the domains of
value creation, value configuration and value capture.

Multi-sided platforms bring together two or more distinct, but interdependent groups of
participants to create value on a platform.

Work assignments

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

7.1

What are the advantages and what are the disadvantages of applying principles of
business strategy to public-sector or charity organisations? lllustrate your argument
by reference to a public-sector organisation of your choice.

7.2 Using either Porter's generic strategies or the Strategy Clock, identify examples of

organisations following strategies of differentiation, low cost or low price, and
stuck-in-the-middle or hybrid. How successful are these strategies?

7.3% You have been appointed personal assistant to the chief executive of a major manu-

facturing firm, who has asked you to explain what is meant by ‘differentiation” and
why it is important. Write a brief report addressing these questions.

7.4% Choose a company that you are familiar with (e.g. Spotify, Netflix, Apple). How do

the business model components (value creation, configuration and capture) apply to
the company?

7.5% Drawing on Section 7.3.2 (on game theory) write a report for the chief executive of a

business in a competitive market (e.g. pharmaceuticals* or Formula One*) explaining
when and in what ways cooperation rather than direct competition might make
sense.

Integrative assignment

7.6% Applying game theory ideas from Section 7.3.2 to issues of international strategy

(Chapter 9), how might a domestic player discourage an overseas player from
entering into its home market?
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The IKEA approach

Case example
The IKEA approach

Kevan Scholes*

On 28 January 2018 The Guardian' newspaper reported
the death of Ingvar Kamprad, the founder of IKEA, at the
age of 91. In the article Neil Saunders, managing director
of retail at the analysis firm GlobalData, said:

‘Few people can claim to have genuinely revolu-
tionised retail. Ingvar Kamprad did. . . Much of this
difference was down to Ingvar’s Swedish heritage
and instincts. It is no exaggeration to say that his
innovative approach changed not just the furniture
sector, but the way people decorated and led their
lives at home.’

By the time of his death IKEA was the world’s largest home
furnishings company with some 10,000 products in 422
stores in 50 markets. For the year ending 31 August 20182
revenue had grown to €38.8bn (an increase of 4.5 per cent
on 2017) and net profits were €1.4bn. The company had
208,000 co-workers (of which 40,000 were in production
and distribution).? There were almost 1 billion store visits
each year.

IKEA and the home furnishings market

By the late 2010s home furnishings was a huge market
worldwide with retail sales almost $US700bn in items such
as furniture, household textiles and floor coverings. IKEA
sales by region reflected their European heritage with
70 per cent of sales in Europe (including Russia); 19 per cent
in North America and 11 per cent in Asia.*

IKEA's competitors

The home furnishings market was highly fragmented with
competition occurring locally rather than globally and
included competitors of several types:

e Multi-national furniture retailers (like IKEA) all of whom
were considerably smaller than IKEA. These included,
for example, the Danish company Jysk (turnover ~
€3.4bn).

e Companies specialising in just part of the furniture
product range and operating in several countries — such
as Poggenpohl from Germany in kitchens.

e Multi-branch retail furniture outlets whose sales were
mainly in one country, such as DFS in the UK. The USA
market was dominated by such players (e.g. Bed, Bath
& Beyond Inc. with revenues of some $US12bn).

e Non-specialist companies that carried furniture as part
of a wider product range. In the UK Argos (a subsidiary
of Sainsbury’s) offered some 60,000 general merchan-
dise products through its network of 800+ stores and
online sales. Together with Habitat (also Sainsbury’s) it
was number one in UK furniture retailing. General DIY
companies such as Kingfisher (through B&Q in the UK
and Castorama in France) were attempting to capture
more of the bottom end of the furniture market.

e Small and/or specialised retailers and/or manufac-
turers. These accounted for the biggest share of the
market in Europe.

In 2016 it was estimated that the UK market was about
£16.7bn,? of which IKEA had £1.72bn share.

IKEA's approach

IKEA had been founded by Ingvar Kamprad in 1943 in the
small Swedish town of Almhult and opened its first furniture
store in 1958. The company’s success had been achieved
through the now legendary IKEA business approach — revo-
lutionary in the furnishing industry of its early years (see
Table 1). The guiding business philosophy of Kamprad was
that of improving the everyday life of people by making
products more affordable. This was achieved by massive (20
per cent+) reductions in sales prices vs. competitors which, in
turn, required aggressive reductions in IKEA's costs.

Reasons for success

In his book The IKEA Edge® published in 2011 Anders
Dahlvig reflected on the reasons for IKEA's success before,
during and after his period as CEO (1999-2009). He felt
IKEA had five success criteria:

‘1. Design, function, and quality at low prices;
2. Unique (Scandinavian) design; 3. Inspiration,
ideas, and complete solutions; 4. Everything in one
place; 5. “A day out,” the shopping experience. . .

“This case was prepared by Kevan Scholes, Emeritus Professor of Strategic Management at Sheffield Business School. It is intended as a basis
for class discussion and not as an illustration of good or bad management practice. Copyright Kevan Scholes 2019. Not to be reproduced or

quoted without permission.
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Table 1 IKEA's ‘upside-down’ approach

Element of the

Traditional furniture retailer

approach

Design Traditional

Target households Older, established
Style of shop Small specialist shops
Location City centre

Product focus

Individual items

IKEA

Modern (Swedish)

Families with children

All furnishing items in big stores

Out-of-town

‘Room sets’

Free catalogue (203 million in 32 languages in 2017)
Low

Flat pack - self-assembly

Global

IKEA

Sales revenue

Marketing Advertising

Price High

Product Assembly Ready assembled
Sourcing Local

Brand Manufacturers’
Financial focus Gross margin
Overheads Often high

You may well say that they are similar to those of
most companies. The difference, in my opinion,
is that IKEA is much better at delivering on these
customer needs than are other retailers. . . Most
competitors focus on one or at most two of these
customer needs. High-street shops focus on design
and inspiration. Out-of-town low-cost retailers focus
on price. Department stores focus on choice. The real
strength of IKEA lies in the combination of all five.’

IKEA's competitive strategy

Dahlvig explained IKEA's approach to competition:

‘You can choose to adapt your company’s product
range to the markets you are operating in, or you
can choose to shift the market’s preference toward
your own range and style. IKEA has chosen the
latter. By doing this, the company can maintain
a unique and distinct profile. This is, however, a
more difficult path to follow. .. A significant under-
standing of the customer’s situation at home is the
basis for IKEA’s product development.’. .. For most
competitors, having the lowest price seems to mean
being 5 to 10 per cent cheaper than the competition
on comparable products. At IKEA, this means being
a minimum 20 per cent cheaper and often up to 50
per cent cheaper than the competition.®

Frugal- no perks

Managing the value chain

Dahlvig explained that IKEA's strategy crucially requires
the ‘design’ and control of their wider value chain in detail:

‘The secret is the control and coordination of the
whole value chain from raw material, production,
and range development, to distribution into stores.
Most other companies working in the retail sector
have control either of the retail end (stores and
distribution) or the product design and production
end. IKEA’s vertical integration makes it a complex
company compared to most, since it owns both
production, range development, distribution, and
stores.’. . . This included backward integration
by extending the activities of Swedwood (IKEA's
manufacturing arm) beyond furniture factories,
into control over the raw materials, saw mills, board
suppliers, and component factories.”'®

The Franchise system'’

By 2018 all but one of the 422 stores were run by 11
franchisees (partners). The role of the IKEA Group was
to provide the best possible support for franchisees to
implement the IKEA concept worldwide. For this the
Group received 3 per cent of the franchisees’ sales. This
was provided through the following activities:
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e Maintaining the IKEA concept and marketing
communications.

e Developing the product range.

e Managing suppliers’ relationships, procuring product
and distributing/selling to franchisees.

e |n addition, IKEA themselves manufactured about 10
per cent of products and materials (mainly wood-based)
through 40 production units.

So, of the €38.8bn IKEA sales in 2018 the revenue of the
Group was €24.9bn (the remainder being the franchisees’
‘mark-up’).

Global expansion

Despite IKEA's strong global position when Dahlvig took
over as CEO in 1999 he felt there was a need for improve-
ment. Earlier growth had come from going ‘wide but thin’
with limited market shares, but now they would go ‘deep’
and concentrate on their existing markets.'?

He explained his reasoning:

‘Why make the change? ... the competition had been
very fragmented and local in nature. However, many
of the very big retail companies were shifting strategy.
From being local, they were looking to a global expan-
sion, not least in the emerging markets like China,
Russia, and Eastern Europe. .. [and] broadening their

__— sl S

Source: Kevin Foy/Alamy Stock Photo

product range. .. with much more muscle than IKEA's
traditional competitors. . . One way to dissuade them
from entering into the home furnishing arena was to
aggressively reduce prices and increase the company’s
presence with more stores in all local markets in the
countries where IKEA was operating.”’

China

By 2015 around 70 per cent of IKEA stores were still in Europe
and expansion into Asia was crucial, but the company had
come to realise that emerging markets could be particularly
challenging as head of research Mikael Ydholm remarked:
‘The more far away we go from our culture, the more we
need to understand, learn, and adapt.”'*

IKEA first opened in China in 1998 and today it is the
company's fastest growing market. By 2009 it had eight
of its ten biggest stores there. The Chinese market was
extremely challenging for a company that had built
global success through standardisation.’ The main
problems were that in emerging markets IKEA products
were expensive relative to local competitors and the
consumer shopping expectations were centred on small,
local shops and personal service. IKEA thus had to be flex-
ible and presented an image as exclusive Western Euro-
pean interior design specialists — popular with younger,
affluent, city dwellers. Their shops were smaller than usual
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for IKEA and typically nearer city centres. Because DIY was
not well developed in China they offered home delivery
and assembly services. Catalogues were only available
in store. Crucially, stores were allowed to source almost
50 per cent locally (against company average of about
25 per cent) in order to keep prices competitive.

India

India has been an important country in the IKEA supply
chain for more than 30 years. By 2018 the company
sourced €315m of product there through 48 suppliers
employing 45,000 co-workers directly. However, in 2012 it
was announced that IKEA was to enter the Indian market
by investing €1.5bn in 25 stores over 15 to 20 years'® with
the first store opening in Hyderabad in 2018.

The Chinese experience was useful when IKEA entered
India. However, India also proved challenging as a third
of a retailer chains’ merchandise had to be produced
locally. IKEA had significant problems in finding enough
producers that could live up to their strict corporate social
responsibility requirements.

Growing IKEA and reaching more
customers

Although the IKEA approach remained central to the
company's strategy the yearly report for financial year 20157
explained how new challenges were being addressed:

‘We want to be even more accessible to the many
people. This means working hard to ensure we
make it easier for customers to shop with us, wher-
ever and whenever they want to visit our stores and
shopping centres, or our website and apps.’

This included the following:

» Shopping centres. By 20178 IKEA operated 43 shop-
ping centres and 25 retail parks (in 15 countries) and
had 20 projects in the pipeline across several markets.
These family-friendly shopping centres had an IKEA
store as one of the main attractions. There were 460
million shopping centre visits.

e Online. By 2018 online sales were about 5 per cent of
revenue. There were 2.5bn visits to IKEA.com and 2.5 billion
hits on the IKEA catalogue and store apps.'® The company
was continually exploring how they could improve the
ways that customers could find out about IKEA products
and be inspired by the product range through digital chan-
nels, such as website, apps and catalogue.

e Pick up (order and collection) points. Much smaller
than the usual stores. Order and collection points were
designed to offer the same range and, with most prod-
ucts available to order and collect, with a small range of
products available to take home on the day. They also offer
home deliveries.

e Pop-up stores. Pop-up stores are temporary spaces
(max. six months) that concentrate on specific themes,
events or messages.

¢ New leadership. Anders Dahlvig finished as CEO in 2009
(but joined the Supervisory Board and was Chairman
from 2016). He was succeeded as CEO by Michael
Ohlsson —who had already worked for IKEA for 30 years.
In turn he was succeeded in 2013 by another internal
appointee — Peter Agnefjall (18 years at IKEA) and then
in 2017 by Jesper Brodin (20 years at IKEA). It appeared
that the key credential for IKEA leaders was the time
they had been emerged in the company culture.

The future

In a rapidly changing retail environment CEO Jasper
Brodin was eager to restate the IKEA vision that continued
to guide everything that the company did:

‘Our business idea is to offer a wide range of
well-designed, functional, home furnishings at
prices so low that as many people as possible will
be able to afford them.’2°

Questions

1 Identify where (in their value system) and how IKEA
have achieved cost leadership.

2 Identify how IKEA have achieved differentiation from
their competitors.

3 Explain how IKEA tries to ensure that their ‘hybrid’
strategy remains sustainable and does not become
‘stuck-in-the-middle’.

4 How would you explain IKEA's business model in
terms of value creation, configuration and capture?

Video:

http://fortune.com/video/2015/03/10/ikeas-secret-
to-global-success/
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8.1 Introduction

8.1 Introduction

Chapter 7 was concerned with competitive strategy — the ways in which a single business unit
or organisational unit can compete in a given market space, for instance through cost leader-
ship or differentiation. However organisations may choose to enter many new product and
market areas (see Figure PII.1 in Part Il introduction). For example Tata Group, one of India’s
largest companies, began as a trading organisation and soon moved into hotels and textiles.
Since that time Tata has diversified further into steel, motors, consultancy, technologies, tea,
chemicals, power, communications. As organisations add new units and capabilities, their
strategies may no longer be solely concerned with competitive strategy in one market space
at the business level, but with choices concerning different businesses or markets. Corporate
strategy is about the overall scope of the organisation and how value is added to the
constituent businesses of the organisation as a whole. Choices about business areas, indus-
tries and geographies to be active in will determine the direction(s) an organisation might
pursue for growth, which business unit(s) to buy and dispose of, and how resources may
be allocated efficiently across multiple business activities. For Tata, the corporate strategy
questions are whether it should enter any more industries, whether it should exit some, and
how far it should integrate the businesses it retains. For large public-sector organisations and
charities these choices also have to be made. These choices, indicated in Figure 8.1, inform
decisions about how broad an organisation should be. This ‘scope’ of an organisation is
central to corporate strategy and the focus of this chapter.

Scope is concerned with how far an organisation should be diversified in terms of two
different dimensions: products and markets. As the Tata example shows, an organisation may
increase its scope by engaging in industries different to its current ones. Section 8.2 intro-
duces a classic product market framework that uses these categories for identifying different
growth directions for an organisation. This indicates different diversification strategies open
to an organisation, according to the novelty of products or markets. Underpinning diversifi-
cation choices are a range of drivers, which are discussed in Section 8.3, including increasing
market power, reducing risk and exploiting superior internal processes. The performance
implications of diversification are, then, reviewed in Section 8.4.

Another way of increasing the scope of an organisation is vertical integration, discussed
in Section 8.5. It allows an organisation to act as an internal supplier or a customer to itself
(as for example an oil company supplies its petrol to its own petrol stations). Alternatively
the organisation may decide to outsource certain activities — to ‘dis-integrate’ by subcon-
tracting an internal activity to an external supplier — or divest as both may improve organisa-
tional focus and efficiency. The scope of the organisation may therefore be adjusted through
growth or contraction.

Diversified corporations that operate in different areas of activity will have multiple SBUs
(strategic business units) with their own strategies for their specific markets. They can be held
accountable for their success or failure. Nevertheless, corporate head office, the ‘corporate
level’, needs to select an appropriate portfolio of individual SBUs and manage them by estab-
lishing their boundaries, perhaps by market, geography or capability, so they add value to the
group.” The value-adding effect of head office to individual SBUs that make up the organ-
isation’s portfolio is termed parenting advantage (see Section 8.6). Their ability to do this
effectively may give them a competitive advantage over other corporate parents in acquiring
and managing different businesses. The importance of parenting is underlined by a recent
study that found a SBU's corporate parent accounts for more financial performance than the
industry in which the SBU competes.? But just how do corporate-level activities, decisions and
resources add value to businesses? As will be seen at the end of the chapter in the 'Thinking
Differently’ section, some are sceptical about headquarters’ ability to add value.
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Figure 8.1 Strategic directions and corporate-level strategy

Scope
How broad to make the portfolio?

Corporate parenting Portfolio matrices
How should the ‘parent’ add value? Which SBUs to invest in?

In order to decide which industries and businesses organisations should invest in or
dispose of, the corporate centre needs to assess whether the portfolio of businesses is
worth more under its management than the individual businesses would be worth standing
alone. Section 8.7 reviews portfolio matrices, which are useful techniques to help structure
corporate-level choices about businesses in which to invest and those to divest.

This chapter is not just about large commercial businesses. Small businesses may also have
different business units. For example, a local building company may be undertaking contract
work for local government, industrial buyers and local homeowners. Not only are these
different market segments, but the mode of operation and capabilities required for compet-
itive success in each are also likely to be different. Moreover, the owner of that business has
to take decisions about the extent of investment and activity in each segment. Public-sector
organisations such as local government or health services also provide different services,
which correspond to business units in commercial organisations. Corporate-level strategy is
also highly relevant to the appropriate drawing of organisational boundaries in the public
sector. Privatisation and outsourcing decisions can be considered as responses to the failure
of public-sector organisations to add sufficient value by their parenting.

8.2 Strategy directions

238

A central corporate strategy choice is the direction in which a company should grow. Ansoff’s
classic corporate strategy matrix > (Figure 8.2) suggests four basic directions for organisational
growth. Typically an organisation starts in zone A and may choose between penetrating still
further within zone A or increasing its diversity along the two axes of increasing novelty of
markets or products. Increasing the diversity of products and/or markets is known as ‘diver-
sification’. Diversification involves increasing the range of products or markets served
by an organisation. Related diversification involves expanding into products or services
with relationships to the existing business. Thus in Ansoff’s matrix the organisation has two
related diversification strategies available: moving to zone B, product/service development
for its existing markets or moving to zone C by taking its existing products into new markets.
In each case, the further along the two axes, the more diversified the strategy. Alternatively,
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Figure 8.2 Corporate strategy directions

Products/Services
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Source: Adapted from H.I. Ansoff, Corporate Strategy, Penguin, 1988, Chapter 6. Ansoff orignally had a matrix with four
separate boxes, but in practice strategic directions involve more continuous axes. The Ansoff matrix itself was later
developed - see reference 1.

the organisation can move in both directions at once, following a diversification strategy with
altogether new markets and new products/services (zone D). Thus unrelated diversification
involves moving into products or services with no relationships to existing businesses.

Ansoff’s axes can be used for brainstorming strategic options, checking that all four zones
have been properly considered. Illustration 8.1 traces the evolution of giant supermarket
Tesco, raising questions about how businesses might choose their next strategic direction.
The next section will consider each of Ansoff’s four main directions in detail.

8.2.1 Market penetration

For a simple, undiversified business, the most obvious strategic option is often increased
penetration of its existing market, with its existing products. Market penetration implies
increasing share of current markets with the current product or service range. This
strategy builds on established 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 Porter’s five
forces), greater economies of scale and experience curve benefits.
However, organisations seeking greater market penetration may face three constraints:

* Retaliation from competitors. In terms of the five forces (Section 3.2), increasing market pene-
tration is likely to exacerbate industry rivalry as other competitors 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 gains in volume will be more at the expense
of other players. Where retaliation is a danger, organisations seeking market penetration
need resources and capabilities that give a clear competitive advantage. In low-growth or
declining markets, it can be more effective 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 may reduce rivalry, by
taking out independent players and controlling them under one umbrella.
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Illustration 8.1 Choosing new directions at Tesco?

Why has Tesco’s successful growth strategy changed?

Source: DANIEL LEAL-OLIVAS/AFP/Getty Images and Bloomberg/Getty Images.

Starting in 1919 when Jack Cohen sold surplus groceries
on an East London stall, Tesco has grown to become the
UK's largest grocer with 440,000 employees, 6,800 stores
in 10 countries, revenues of £64.5bn and profits of £1.6bn.
However, Tesco posted a record-breaking loss of £6.4bn
in 2015 and experienced several poor years due to much
tougher competition in the supermarket sector. This has
caused investors to speculate whether Tesco’s dominance
iscoming to an end. Is it time for a new strategic direction?

From its humble beginnings, Tesco showed expansionary
zeal in the 1950s and 1960s, buying up hundreds of shops
from competitors. In 1961 Tesco entered the Guinness Book
of Records with the largest store in Europe and soon opened
its first superstore in 1968. Shortly afterwards in 1974 Tesco
opened its first petrol stations and soon became the UK's
largest independent petrol retailer. Tesco continued to
open more stores and in addition took over supermarket
rival Hillards for £220m in 1987. By 1995 Tesco overtook
Sainsbury’s to become the largest food retailer in the UK,
helped by the launch of the Tesco Clubcard. There then
followed a great deal of overseas expansion with shops
opened in Hungary (1995), Poland, the Czech Republic and
Slovakia (1996), Thailand (1998) and South Korea (1999).

By 2000 Tesco was offering more than just food and petrol,
with a wider range of products including clothes, electricals
and personal financial products. Further international expan-
sion followed, with stores being opened in Malaysia (2001),
Japan and Turkey (2003), China (2004) and in the US (2006)
using the name ‘Fresh and Easy’. However, many of these
overseas initiatives did not work out, with closures and sales
in Japan, South Korea, Turkey and the USA, and in China the
operation became a joint venture with a local partner. Never-
thelessin 2008 Tesco managed to complete opening stores in
every UK postcode by taking over rivals Somerfield on remote
Scottish islands. Tesco then decided to create Tesco’s Bank in
a joint venture with the Royal Bank of Scotland in 2009.

In 2013 Tesco saw its profits fall for the first time in 20 years,
with a record-breaking loss of $6.4bn in 2015. This underper-
formance persisted as competitive pressures intensified, with
discounters Lidl and Aldi making deep inroads, and premium
stores such as Waitrose and Marks & Spencer continuing to
be very profitable. In addition Sainsbury was bidding for Asda
(numbers two and three in the industry) in 2018, in order
to increase their buying power, and Amazon'’s purchase of
Whole Foods and launching ‘Fresh’, an online delivery service
in the UK, would further intensify competition.

In response, Tesco acquired the UK's largest food whole-
saler Bookers, which supplies food to caterers, retailers and
businesses, for £3.7bn. The competition authorities said
they were in sufficiently different businesses to not harm
competitors. Tesco also entered into a strategic alliance
with French giant Carrefour, giving them annually £80bn
purchasing power over suppliers and helping them achieve
£400m savings. In October 2018 Tesco's shares fell as the
retailer missed first-half profits forecasts. Weak trading in
Thailand and Poland was blamed for eclipsing accelerating
sales growth in the UK. In 2019 Tesco announced a major
overhaul of its larger stores, which could result in thousands
of job losses, as it tries to achieve cost savings of £1.5bn.

Sources: T. Clark and S.P. Chan, ‘A history of Tesco: the rise of Britain’s
biggest supermarket’, Telegraph, 4 October 2014; J. Kollewe, ‘Tesco and
Carrefour plan “strategic alliance” to buy products’, Guardian, 2 July
2018; J. Davey, ‘Tesco shares suffer as pressures abroad overshadow UK
growth’, Business News, Thomson Reuters, 3 October 2018; ‘Thousands
of jobs affected in Tesco', Belfast Telegraph, 27 January 2019.

Questions

1 Using the Ansoff matrix, plot Tesco’s growth over time.
What do you notice about the pattern of expansion?

2 How has Tesco's corporate strategy changed over time?
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* 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 market, 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, it approved a merger between Ziggo and Liberty
Global, two separate cable TV operators providing mainly fixed telecommunications
services in The Netherlands. However the Commission was concerned that removing two
close competitors would hinder competition in the Dutch market for wholesale premium
Pay TV. To maintain effective competition Liberty Global had to divest its Film1 channel,
and so sold it to Sony.*

* Economic constraints. Market penetration may also not be an option where economic
constraints are severe, for instance during a market downturn or public-sector funding
crisis. Here organisations will need to consider the strategic option of retrenchment: with-
drawal from marginal activities in order to concentrate on the most valuable segments
and products within their existing business. However, where growth is still sought after,
the Ansoff axes suggest further directions, as follows.

8.2.2 Product and service development

Product and service development is where organisations deliver modified or new prod-
ucts (or services) to existing markets. This can involve varying degrees of diversification
along the horizontal axis of Figure 8.2. For Apple, developing its products from iPhone to
iPad to Apple Watch involved little diversification: although the technologies differed, Apple
was targeting the same customers and using very similar production processes and distribu-
tion channels. Despite the potential for benefits from relatedness, product development can
be an expensive and high-risk activity for at least two reasons:

* New resources and capabilities. Product development strategies typically involve mastering
new processes or technologies that are unfamiliar to the organisation. For example, the
digital revolution is forcing universities to reconsider the way learning materials are
acquired and provided to students and the nature of the student/academic interface.
High-quality content available free online and virtual engagement with students now
raise the question of how universities should add new digital products and how they
should consider redeploying their resources in the future. Success is likely to depend on a
willingness to acquire new technological capabilities, to engage in organisational restruc-
turing and new marketing capabilities to manage customer perceptions. Thus product
development typically involves heavy investments and can have high risk of project
failures.

* Project management risk. Even within fairly familiar domains, product development pro-
jects are typically subject to the risk of delays and increased costs as extension of current
strategy focus often leads to growing project complexity and changing project specifica-
tions over time. For example, the UK's high-speed rail project, HS2, was originally projected
to cost £32.7bn in 2010, estimated to cost £56bn in 2018 and now commentators are
suggesting it will end up costing between 20 per cent and 60 per cent more than that,
making it the world’s most expensive railway.

Strategies for product development are considered further in Chapter 10.
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8.2.3 Market development

Market development can be more attractive than product/service development by being
potentially cheaper and quicker to execute. Market development involves offering existing
products/services to new markets. Again, the degree of diversification varies along
Figure 8.2's downward axis. Typically, of course, market development entails some product
development as well, if only in terms of packaging or service. Nonetheless, market develop-
ment remains a form of related diversification given its origins in similar products. Market
development takes two basic forms:

* New users. Here an example would be aluminium, whose original users, packaging and
cutlery manufacturers are now supplemented by users in aerospace and automobiles.

* New geographies. The prime example of this is internationalisation but it would also
include the spread of a small retailer into new towns.

In all cases, it is essential that market development strategies be based on products or
services that meet the critical success factors of the new market (see Section 3.4.3). Strategies
based on simply offloading traditional products or services in new markets are likely to fail.
Moreover, market development faces similar problems to product development. In terms
of 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
coordinating between different users and geographies, which might all have different needs.
International market development strategy is considered in Chapter 9.

8.2.4 Unrelated diversification

Whereas related diversification takes the organisation beyond existing markets and its
existing products (i.e. into zones B and Cin Figure 8.2), where operational links remain with
the core business, unrelated diversification is when an organisation expands into markets,
products and services completely different from its own (i.e. zone D in Figure 8.2). Here
value can be created at the strategic level as businesses may benefit from being part of a
larger group: consumers may have greater confidence in the business unit’s products and
services than before and a larger organisation can reduce the costs of finance.

Itisimportant to note that the distinction between related and unrelated diversification is
often a matter of degree as relationships that might have seemed valuable in related diver-
sification may not turn out to be as valuable as expected. Thus the large accounting firms
have often struggled in translating their skills and client contacts developed in auditing into
effective consulting practices. Similarly, relationships may change in importance over time,
as the nature of technologies or markets changes: see, for example, the decision by TomTom
to move into different product offerings (lllustration 8.2).

An extreme form of unrelated diversification is conglomerate diversification, where there
are no operational or strategic linkages between multiple business, as each remains on its
own. The logic of conglomerate diversification is a financial one of balancing a portfolio of
investments. Such conglomerate strategies are often not trusted by many observers because
there are no obvious ways in which the businesses can work together to generate additional
value, over and above the businesses remaining on their own. In addition, there is often an
additional bureaucratic cost of the managers at headquarters who control them. For this
reason, conglomerate companies’ share prices can suffer from what is called the ‘conglom-
erate discount’—in other words, a lower valuation than the combined individual constituent
businesses would have on their own.
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Illustration 8.2 From Sat nav to driverless cars

Sat Nav manufacturer TomTom diversifies to survive.

Dutch manufacturer TomTom'’s fortunes dived in 2008 with
sales down 36 per cent to €959m (2014) and profits down
71 per cent to €25.4m (2014). From its peek of $15bn, multi-
national TomTom'’s market value was just €2.3bn by 2015.
How did this decline come about and what could manage-
ment do about it?

Originally a software developer for business-to-business
mobile applications and personal digital assistants (PDAs),
TomTom became market leader in PDA software in just
two years with satellite navigation (Sat-Nav) applications
RoutePlanner and Citymaps. In 2002 the TomTom Navi-
gator was launched, providing European customers with an
easy-to-use, affordable, portable navigation device (PND)
for the first time. Demand was strong for the PND, which
was not just a new product but an entirely new consumer
electronics category. TomTom GO, launched in 2004, revolu-
tionised the way millions of drivers got from A to B. Afford-
able and accessible to everyone, it became the fastest selling
consumer technology device ever. Since then, over 75m
devices have been sold in 35 countries, guiding drivers over
280bn kilometres.

During 2008 TomTom'’s sales fell dramatically due to an
increasingly saturated sat nav market, plus smartphone
alternatives from Google and Nokia. TomTom was forced
to reconsider its business and diversified into fleet manage-
ment and vehicle telematics, where it is now a recognised
leader. TomTom evolved from just a hardware business,
selling sat navs to stick on windscreens, to a software and
services provider that offered free mapping on smartphones
and integrated traffic management systems used by govern-
ments to quell trafficand manage roads.

After partnering with Nike on the Nike+ SportWatch,
TomTom launched its own TomTom Runner and TomTom
Multi-Sport watches in 2013, to help runners, cyclists and
swimmers keep moving towards their fitness goals, by
providing essential performance information at a glance.
Both have GPS sensors, allowing them to tap into TomTom's
navigation platform. TomTom is now straying further from
its roots by launching Bandit, an action camera, to chal-
lenge American market leader GoPro. It will contain GPS
sensors allowing users to find and tag exciting moments in
their video footage, based on speed, altitude, G-force and

acceleration. Bandit's real selling point is its video editing
and sharing capabilities.

Although SatNav devices, sports watches and action
cameras may seem unlikely bedfellows, co-founder Vigreux,
explains that TomTom is a collection of start-ups under one
umbrella. Employees are actively encouraged to be entre-
preneurial in product development. ‘We're a tech brand at
the end of the day — the only consumer electronic brand to
come out of Europe in the last 15 years with a global foot-
print,” she said. If there is one thing that unites TomTom
products it is that ‘we make things easy for consumers'’.

The decline in TomTom'’s valuation challenges their existing
strategy. Nonetheless TomTom still feels there is a market for
standalone Sat Nav for people to avoid roaming charges on
mobile phones and the need to buy a new car if they want an
in-built system. They are also working with car manufacturers
to build embedded navigation systems into their vehicles as
the era of the ‘connected car’ — where manufacturers do
everything from updating car entertainment to suspension
adjustment — has forced automakers into partnerships with
technology companies. Competitive concerns mean manufac-
turers are unwilling to share data with rivals so rely on third
parties for services such as traffic management as it is not
always cost-effective for them to make the investment them-
selves. In 2019 TomTom announced the sale of its telematics
business for £800m to enable it to reduce costs and fund
further investments into real-time map updates for driverless
carsin the face of tough competition from Google and Apple.

Sources: 'About TomTom’, www.corporate.tomtom.com, July 2014;
Curtis, S., "“TomTom: from satnavs to driverless cars’, The Telegraph,
20 August 2015; Robinson, D., “TomTom signs deal to supply satnavs
in Volkswagen cars’, Financial Times, 12 February 2015; Bernal, N.,
‘TomTom sells telematics unit to Bridgestone for £800m’, The Tele-
graph, 22 January 2019.

Questions

1 Explain the ways in which relatedness informed
TomTom'’s post-2008 strategy.

2 Were there alternative strategies open to TomTom post
2008?
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Diversification might be chosen for a variety of reasons, including response to macro-

competitive changes and managerial ambitions,” with some more value-creating than others.®

Growth in organisational size is rarely a good enough reason for diversification on its own:

growth must be profitable. Indeed, growth can often be merely a form of ‘empire building’,

especially in the public sector. Diversification decisions need to be approached sceptically.
Four potentially value-creating drivers for diversification are as follows.

* Exploiting economies of scope. Economies of scope refer to efficiency gains through
applying the organisation’s existing resources or capabilities to new markets or services.” If
an organisation has under-utilised resources or capabilities that it cannot effectively close or
sell to other potential users, it is efficient to use these resources or capabilities by diversifica-
tion into a new activity. In other words, there are economies to be gained by extending the
scope of the 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 under-uti-
lised out of term-time. These halls of residence are more efficiently used if the universities
expand the scope of their activities into conferencing and tourism during holiday 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.

* Stretching corporate management capabilities (‘dominant logics’). This is a special case of econ-
omies of scope, and refers to the potential for applying the skills of talented corporate-level
managers (referred to as ‘corporate parenting skills’ in Section 8.6) to new businesses. The
dominant logic is the set of corporate-level managerial capabilities applied across the
portfolio of businesses.? Corporate-level managers may have capabilities that can be
applied even to businesses not sharing resources at the operating-unit level.? Thus the French
luxury-goods conglomerate LVMH includes a wide range of businesses — from champagne,
through fashion, jewellery and perfumes, to financial media - that share very few opera-
tional resources or business-level capabilities. However, LVMH creates value for these special-
ised companies by applying corporate-level competences in developing classic brands and
nurturing highly creative people that are relevant to all its individual businesses. See also the
discussion of dominant logic at Berkshire Hathaway in lllustration 8.4 later.

* Exploiting superior internal processes:

* Internal processes within a diversified corporation can be more efficient than external
processes in the open market.

* In emerging markets, where markets for capital and labour do not work so well and
where there is a lack of market and competitive pressures, conglomerates may work
when regional growth rates are between 5 per cent and 15 per cent. For example,
China has many conglomerates because they are able to mobilise internal investment,
develop managers and exploit networks in a way that standalone Chinese companies,
relying on imperfect markets, cannot. For example, China’s largest privately owned
conglomerate, the Fosun Group, owns steel mills, pharmaceutical companies and
China’s largest retailer, Yuyuan Tourist Mart."°

* Increasing market power."" Being diversified in many businesses can increase power

vis-a-vis competitors in at least two ways. First, having the same wide portfolio of prod-
ucts as a competitor increases the potential for mutual forbearance. The ability to retaliate
across the whole range of the portfolio acts to discourage the competitor from making
any aggressive moves at all. Two similarly diversified competitors are thus likely to forbear
from competing aggressively with each other. Second, having a diversified range of busi-
nesses increases the power to cross-subsidise one business from the profits of the others.



8.4 Diversification and performance

The ability to cross-subsidise can support aggressive bids to drive competitors out of a
particular market and, being aware of this, competitors without equivalent power will
be reluctant to attack that business.

Where diversification creates value, it is described as ‘synergistic’.'? Synergies are benefits
gained where activities or assets complement each other so that their combined effect is
greater than the sum of the parts (the famous 2 + 2 =5 equation). Thus a film company and
amusic publisher would be synergistic if they were worth more together than separately —if
the music publisher had the sole rights to music used in the film company productions for
instance. However, synergies are often harder to identify and more costly to extract in prac-
tice than managers like to admit."3

Indeed, some drivers for diversification involve negative synergies, in other words value
destruction. Three potentially value-destroying diversification drivers are:

® Responding to market decline is one common but doubtful driver for diversification.
Rather than let the managers of a declining business invest spare funds in a new busi-
ness, conventional finance theory suggests it is usually best to let shareholders find new
growth investment opportunities for themselves. For example, Kodak (Illustration 6.4
in Chapter 6), the US photo film corporation, spent billions of dollars on diversification
acquisitions such as chemicals, photocopiers and telecommunications in order to compen-
sate for market decline in its main product. Many of these initiatives failed and Kodak
went bankrupt. Shareholders might have preferred Kodak simply to hand back the large
surpluses generated for decades beforehand rather than spending on costly acquisitions.
If shareholders had wanted to invest in the chemicals, telecommunications or photo-
copiers, they could have invested in the original companies themselves.

* Spreading risk across a range of markets is another common justification for diversifica-
tion. Again, conventional finance theory is very sceptical about risk-spreading by diversi-
fication. Shareholders can easily spread their risk by taking small stakes in dozens of very
different companies themselves. Diversification strategies, on the other hand, are likely to
involve a limited range of fairly related markets. While managers might like the security of
having more than one market, shareholders typically 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. However, conventional finance theory
does not apply to private businesses, where owners have a large proportion of their assets
tied up in their company: here it can make sense to diversify risk across a number of
distinct activities, so that if one part is in trouble, the whole business is not pulled down.

* Managerial ambition can sometimes drive inappropriate diversification. For example, Vijay
Mallya, CEO of UB Group, an Indian conglomerate involved in alcoholic beverages, aviation
infrastructure, real estate and fertiliser, diversified further into airlines with Kingfisher
Airlines. This seemed in keeping with his extravagant lifestyle and pursuit of glamour;
fitting his reputation as ‘the King of Good Times'. However there were no obvious syner-
gies, and the airline industry was not competitive — leading to the collapse of Kingfisher
and the loss of other key group assets. Managers such as Mallya might gain short-term
benefits in terms of prestige and financial rewards from diversification, but going beyond
his areas of true expertise soon brought financial disaster.

8.4 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 companies really perform better than
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Figure 8.3 Diversity and performance
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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 busi-
nesses or to generate short-term benefits for managers.

Research studies of diversification have particularly focused on the relative benefits of
related diversification, unrelated and conglomerate diversification. Researchers gener-
ally find that related or limited diversifiers outperform both firms that remain specialised
and those that have unrelated or extensively diversified strategies.' In other words, the
diversification—performance relationship tends to follow an inverted (or upside-down)
U-shape, as in Figure 8.3. The implications of this finding have been that companies have
tended to pursue lower levels of unrelated diversification over time and recent research now
suggests that the average performance outcomes for unrelated diversifiers are improved,
thus smoothing the curve in Figure 8.3.7> The implication is that some diversification is
good - but not too much.

However, these performance studies produce statistical averages. Some related diversifi-
cation strategies fail — as in the case of some accounting firms’ ventures in consulting — while
some conglomerates succeed — as in the case of luxury goods conglomerate LVMH. The
case against unrelated diversification is not solid, and effective dominant logics or particular
national contexts can play in its favour. For instance, easyGroup with interests including
planes, pizza, cars and gyms has a strong dominant logic around business model innovation
in mature industries. In terms of national contexts, conglomerate diversification may work
where internal processes are superior to imperfect markets and institutional weaknesses
such as poor law enforcement, lack of quality labour and capricious political contexts. The
conclusion from the performance studies is that, although on average related diversification
pays better than unrelated, any diversification strategy needs to be mindful of context and
be subject to rigorous questioning on its particular merits.

8.5 Vertical integration

Another form of diversification, and another direction for corporate strategy is vertical inte-
gration. Vertical integration describes entering activities where the organisation is its
own supplier or customer. Thus it involves operating at another stage of the value network
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(see Section 4.4.2). This section considers both vertical integration and vertical dis-integration,
particularly in the form of outsourcing.

8.5.1 Forward and backward integration

Vertical integration can go in either of two directions:

* Backward integration is movement into input activities concerned with the company’s
current business (i.e. further back in the value system). For example, acquiring a compo-
nent supplier would be backward integration for a car manufacturer.

* Forward integration is movement into output activities concerned with the company’s
current business (i.e. further forward in the value network). For a car manufacturer,
forward integration would be into car retail, repairs and servicing.

Thus vertical integration, like other forms of diversification, increases corporate scope. The
difference is that it brings together activities up and down the same value network, while
diversification typically involves more or less different value networks. However, because real-
ising synergies involves bringing together different value networks, diversification (especially
related diversification) is sometimes also described as horizontal integration. For example,
a company diversified in cars, trucks and buses could find benefits in integrating aspects of
the various design or component-sourcing processes. The relationship between horizontal
integration and vertical integration is depicted in Figure 8.4.

Vertical integration often appears attractive as it seems to ‘capture’ some of the profits
gained by retailers or suppliers in a value network — the retailers’ or suppliers’ profits. However
there are two dangers. First, vertical integration involves investment. Expensive investments
in activities that are less profitable than the original core business will be unattractive to
shareholders because they are reducing their average or overall rate of return on invest-
ment. Second, even if there is a degree of relatedness through the value network, vertical
integration is likely to involve quite different resources and capabilities. Thus car manufac-
turers forwardly integrating into car servicing found managing networks of small service
outlets very different to managing large manufacturing plants. Growing appreciation of
both the risks of diluting overall returns on investment and the distinct capabilities involved
at different stages of the value network has led many companies in recent years to vertically
dis-integrate.

8.5.2 To integrate or to outsource?

Where a part of vertically integrated operations is not adding value to the overall business,
or a partner organisation can manage it better, it may be replaced through outsourcing
or subcontracting. Outsourcing is the process by which value chain activities previously
carried out internally are subcontracted to external suppliers. In other words the organisa-
tion continues to offer its products and services based on external inputs instead of providing
those in-house (see Illustration 8.3). The argument for outsourcing to suppliers is often based
on their unique capabilities that allow lower costs to the sourcing organisation. Suppliers
may have lower wages, scale economies, expertise, more professional employees and better
incentives. Suppliers may have access to better technology and may be be more effective
than the sourcing organisation. Outsourcing may also allow the organisation to be more
flexible in reducing the size of its balance sheet and allowing it to adjust to market demand.
Specialists in a particular activity are therefore likely to have superior capabilities than an
organisation for a particular activity not central to its business. A specialist IT contractor is
usually better at IT than the IT department of a healthcare company.
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Figure 8.4 Diversification and integration options: car manufacturer example
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However, Nobel prize-winning economist Oliver Williamson has argued that the decision
to integrate or outsource involves more than just relative capabilities. His transaction cost
framework helps analyse the relative costs and benefits of managing (‘transacting’) activities
internally or externally.'® Assessing whether to integrate or outsource an activity, Williamson
warns against underestimating the long-term costs of opportunism by external subcontrac-
tors. Subcontractors are liable over time to take advantage of their position, either to reduce
their standards or to extract higher prices. Market relationships tend to fail in controlling
subcontractor opportunism where:

* there are few alternatives to the subcontractor and it is hard to shop around;

* the product or service is complex and changing, and therefore impossible to specify fully
in a legally binding contract;

* investments have been made in specific assets, which the subcontractors know will have
little value if they withhold their product or service.

This transaction cost framework suggests that the costs of opportunism can outweigh
the benefits of subcontracting to organisations with superior resources and capabilities. For
example, mining companies in isolated parts of the Australian outback typically own and
operate housing for their workers. The isolation creates specific assets (the housing is worth
nothing if the mine closes down) and a lack of alternatives (the nearest town might be a
hundred miles away). Consequently, there would be large risks to both partners if the mine
subcontracted housing to an independent company specialising in worker accommodation,
however strong its capabilities. Transaction cost economics therefore offers the following
advice: if there are few alternative suppliers, if activities are complex and likely to change, and
if there are significant investments in specific assets, then it is likely to be better to vertically
integrate rather than outsource.

In sum, the decision to integrate or subcontract rests on the balance between:

* Relative resources and capabilities. Does the subcontractor have the potential to do the
work significantly better?

® Risk of opportunism. Is the subcontractor likely to take advantage of the relationship over time?
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Illustration 8.3 oOutsourcing - a broken model?

Outsourcing Cambridge University Hospitals Trust’s patient record system.

It seemed a good idea for the UK-based Cambridge Univer-
sity Hospitals Trust to outsource its patient records system.
The current system of circulating paper notes to a limited
number of users, mainly GPs, took time and money. Mindful
of pressures upon funding, turning paper data into an
electronic database accessible by hand-held devices in real
time, and cheaper to operate, was very attractive. However
the Trust did not have expertise in-house and so turned to
external provider, US software company, Epic, to design and
build a new electronic patient record system, e-Hospital, for
£200m. It went live in 2014 and then the troubles started.

Accident and emergency performance fell by 20 per
cent in two years and the system produced inaccurate
discharge information, meaning patients might not receive
the right sort of care afterwards. There were also prob-
lems providing timely information to patients and various
healthcare professionals. Reasons given for these problems
included staff confusion over the new system and difficul-
ties in getting locum cover because they were not familiar
with the system and therefore became harder and more
expensive to find. The difficulties became so serious that
the Trust ended up in ‘special measures’ due to the financial
problems. A report by the county’s Clinical Commissioning
Group concluded: ‘The Trust underestimated the scale
and challenges of implementing its new electronic patient
record system, e-Hospital, and the impact this would have
on its provision of healthcare for its patients. These issues
led to significant cost increases and a failure to realise the
benefits the system could provide.’

The Trust was not alone in experimenting with
outsourcing. Many local authorities have seen their budgets
cut by as much as 40 per cent since 2010 and are struggling
to reduce costs and improve efficiency. It is estimated they
have outsourced £120bn per year of services to private
companies to save money and improve efficiency. But
instead costs have gone up, and complications have ensued
with notorious disasters such as G4S's problems with security
atthe London Olympics, that forced the army to step in, the
collapse of Southern Cross, Britain's largest care home oper-
ator and the crash of a £10bn NHS upgrade. Local authorities

often lack the necessary professional judgement, technical
experience and practical skills to assess complex contracts so
private companies with expensive lawyers are advantaged.
Particularly difficult are contracts for social services with
qualitative and complex outcomes that are often hard to
assess. Maybe not surprisingly private contractors are more
driven by profit than good service, but there are also many
instances of them obtaining contracts through bidding low
and subsequently raising prices by increasing the amount of
work or by arguing over specification. In addition, there are
examples in social care that they pay their employees less
than the minimum wage.

Maybe the outsourcing model in public services is broken
with the collapse of corporate behemoth Carillion with
£1.5bn in debts and just £29m in cash in 2018. Carillion had
underbid for thousands of school meal, hospital and court
cleaning contracts that became unviable when there were
delays and costs overruns. Now another major provider
Capita has issued a profits warning and the Care Quality
Commission has written to 84 local authorities telling them
that as many as 9,300 elderly people are at risk of losing
home care services, as Allied Healthcare may cease services
when a loan payment becomes due. Over 40 per cent of local
authorities have now ‘in-sourced’ their contracts, particu-
larly those relating to IT and technology. However, during
the outsourcing period many ran down their expertise and
technical resources. Going forwards in lower skilled, more
labour-intensive jobs, costs can only be reduced through
lower wages, worse conditions and fewer employees.

Sources: K. de Freytas-Tamura, The Independent, 6 February 2018;
R. Mulgan, Sunday Morning Herald, 27 April 2017; J. Super, Financial
Times, 9 February 2018; G. Burton, Computing, 26 April 2017; Editorial,
The Observer, 4 February 2018; L. Presser, The Guardian, 2 March 2016;
J. Jolly, The Guardian, 6 November 2018.

Questions

1 Why do local authorities outsource?

2 What are the problems with outsourcing?
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8.5.3 Divestment

* Divestment occurs when the organisation decides to pull out of out one or more of its
businesses. This often occurs with unrelated diversified businesses, SBUs with poor oper-
ating performance, poor stock market performance, external pressures such as activists and
the arrival of a new CEO. Well-known shareholder activists include Carl Icahn, Nelson Peltz,
Daniel Loeb and Bill Ackman. Estimates vary but some say that as many as 1,000 companies
were subjected to activist demands during 2018. Divestment allows the parent to reduce the
scope of its portfolio of businesses and this can raise the overall value of the organisation.

* The decision to divest may occur if the SBU in question is not adding value to the firm and
the price obtained through sell-off is more than it standalone value. But before divestment
happens it isimportant to consider whether the business might be restructured in such a
way that its contribution to the group could be improved. Also it is important to consider
if there are interdependencies with other SBUs where divestment might damage a SBU
that is retained. Divestment should also be considered for SBUs that are adding value to
the group but a better corporate parent can be found, provided that a really good price
can be obtained and other synergies within the organisation are not damaged.

There are two main types of divestment i) sell-off and ii) spin-off.

* In a sell-off the SBU is sold to another company. If the acquirer uses a lot of debt to buy
the sell-off this is termed a leveraged buy-out (LBO) and if the SBU management team
raises finance to buy the business it is a management buy-out (MBO).

* In a spin-off, the shares of the SBU are distributed to parent organisation shareholders
and the business is listed on the stock exchange.

* The parent organisation may not want to be rid of the SBU entirely and may therefore prefer
an iii) equity carve out. Here the organisation sells a portion of SBU shares to the publicin an
initial public offering (IPO) and retains a significant amount of shares for itself so they can
keep control. Generally this is a temporary arrangement but it has advantages of establishing
a market price that the organisation can use to negotiate a full sell-off, and, if it occurs before
a spin-off, it generates cash. Figure 8.5 shows a decision tree for a divestment decision.

Figure 8.5 Divestiture decision

Yes Sell-off
Is there a
better parent?
Yes No ngp, or
equity carve
SBU adds out, or spin off
value to
organisation
Sell off
No Yes Spin-off
Is there a
better parent?
No Restructure or
Spin off

Source: Adapted from P. Puranam and B. Vanneste, Corporate Strategy. Cambridge University Press, 2016.
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8.6 Value creation and the corporate parent

Sometimes corporate parents do not add value to their constituent businesses. Where there is
no added value, or where there may be a better parent, it is usually best to divest the relevant
businesses from the corporate portfolio. Thus in 2017 Swedish engineering group Sandvik
carried out a portfolio review and divested its loss making Mining System:s, its welding wire
business and then sold advanced wear resistant tools SBU, Hyperion, to KKR for SEK 4bn in
order to focus on its core business. In the public sector too, units such as schools or hospitals
are increasingly being given freedom from parenting authorities, because independence is
seen as more effective. Some theorists even challenge the notion of corporate-level strategy
altogether (see Thinking Differently at the end of the chapter). The following section exam-
ines how corporate parents can both add and destroy value, and considers three different
parenting approaches that can be effective.

8.6.1 Value-adding and value-destroying activities
of corporate parents'’

Corporate parents need to demonstrate that they create more value than they cost. This
applies to both commercial and public-sector organisations. For public-sector organisations,
privatisation or outsourcing is likely to be the consequence of failure to demonstrate value.
Companies whose shares are traded freely on the stock markets face a further challenge.
They must demonstrate they create more value than any other rival corporate parents could
create. Failure to do so is likely to lead to a hostile takeover or break-up. Rival companies that
think they can create more value out of the business units can bid for the company’s shares,
on the expectation of either running the businesses better or selling them off to other poten-
tial parents. If the rival’s bid is more attractive and credible than what the current parent can
promise, shareholders will back it at the expense of incumbent management.

In this sense, competition takes place between different corporate parents for the right to
own and control businesses. In this ‘market for corporate control’, corporate parents must show
that they have parenting advantage, on the same principle that business units must demon-
strate competitive advantage. They must demonstrate that they are the best possible parents
for the businesses they control. Parents therefore must be clear on how they create value. In
practice, however, parenting activities can be value-destroying as well as value-creating.

Value-adding activities'®
There are five main types of activity by which a corporate parent can potentially add value:

* Envisioning. The corporate parent can provide a clear overall vision or strategic intent for
its business units.'® This should guide and motivate business unit managers to maximise
corporation-wide performance through commitment to a common purpose. Envisioning
should also provide stakeholders with a clear external image about what the organisation
as a whole is about: to reassure shareholders about the rationale for having a diversified
strategy in the first place.?? Finally, a clear vision provides a discipline on the corporate
parent to stop its wandering into inappropriate activities or taking on unnecessary costs.

* Facilitating synergies. The corporate parent can facilitate cooperation and sharing across
business units, so improving synergies from being within the same corporate organisation.
This can be achieved through incentives, rewards and remuneration schemes.

® Coaching. The corporate parent can help business unit managers develop capabilities,
by coaching them to improve their skills and confidence. Corporate-wide management
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courses are one effective means of achieving these objectives, as bringing managers across
the business to learn strategy skills also allows them to build relationships between each
other and perceive opportunities for cooperation.

* Providing central services and resources. The centre can provide capital forinvestment as well
as central services such as treasury, tax and human resource advice. If these are centralised
they may have sufficient scale to be efficient and can build up relevant expertise. Centralised
services often have greater leverage: for example, combining many business unit purchases
increases bargaining power for shared inputs such as energy. This leverage can be helpful
in brokering with external bodies, such as government regulators, or other companies in
negotiating alliances. Finally, the centre can have an important role in managing expertise
within the corporate whole, for instance by transferring managers across the business units
or by creating shared knowledge management systems via corporate intranets.

* Intervening. Finally, the corporate parent can also intervene within its business units to
ensure appropriate performance. The corporate parent should be able to closely monitor
business unit performance and improve performance either by replacing weak managers
or by assisting them in turning around their businesses. The parent can also challenge and
develop the strategic ambitions of business units, so good businesses are encouraged to
perform even better.

Value-destroying activities
However, there are three ways in which the corporate parent can inadvertently destroy value:

* Adding management costs. Most simply, corporate staff and facilities are expensive. Corpo-
rate staff are typically the best-paid managers with the most luxurious offices. It is the actual
businesses that have to generate the revenues that pay for them and if corporate centre costs
are greater than the value they create, then corporate staff are net value-destroying.

* Adding bureaucratic complexity. As well as these direct financial costs, there is the "bureau-
cratic fog’ created by an additional layer of management and the need to coordinate with
sister businesses. These typically slow down managers’ responses to issues and lead to
compromises between the interests of individual businesses.

® Obscuring financial performance. One danger in a large diversified company is that the
under-performance of weak businesses can be obscured. Weak businesses might be
cross-subsidised by stronger ones. Internally, the possibility of hiding weak performance
diminishes the incentives for business unit managers to strive as hard as they can for their
businesses: they have a parental safety net. Externally, shareholders and financial analysts
cannot easily judge the performance of individual units within the corporate whole. Diver-
sified companies’ share prices are often marked down, because shareholders prefer the
‘pure plays’ of standalone units, where weak performance cannot be hidden.?

These dangers suggest clear paths for corporate parents that wish to avoid value destruc-
tion. They should keep a close eye on centre costs, both financial and bureaucratic, ensuring
that they are no more than required by their corporate strategy. They should also do all
they can to promote financial transparency, so that business units remain under pressure to
perform and shareholders are confident that there are no hidden disasters.

Overall, there are many ways in which corporate parents can add value. It is, of course,
difficult to pursue them all and some are hard to mix with others. For example, a corporate
parent that does a great deal of top-down intervening is less likely to be seen by its managers
as a helpful coach and facilitator. Business unit managers will concentrate on maximising
their own individual performance rather than looking out for ways to cooperate with
other business unit managers for the greater good of the whole. For this reason, corporate
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parenting roles tend to fall into three main types, each coherent within itself but distinct from
the others.?? These three types of corporate parenting role are summarised in Figure 8.6.

8.6.2 The portfolio manager

The portfolio manager operates as an active investor in a way that shareholders in the
stock market are either too dispersed or too inexpert to be able to do. In effect, the port-
folio manager is acting as an agent on behalf of financial markets and shareholders with a
view to extracting more value from the various businesses than they could achieve them-
selves. They identify and acquire under-valued assets or businesses and improve them. They
may not be much concerned about relatedness typically adopting a conglomerate strategy.
Portfolio managers do not get closely involved in the routine management of the businesses,
only acting over short periods of time to improve performance by target setting, intervention
and the provision (or withdrawal) of investment.

Figure 8.6 Portfolio managers, synergy managers and parental developers

© O O

Portfolio manager

e Office size: small

e Focus: downward,
investing and intervening

Synergy manager

e Office size: large

e Focus: across,
facilitating cooperation

O-0-0

Parental developer

e Office size: large

e Focus: downward,
providing parental capa-
bilities

OO0

Source: Adapted from M. Goold, A. Campbell and M. Alexander, Corporate Level Strategy, Wiley, 1994.
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Portfolio managers seek to keep the cost of the centre low, with small corporate staff and
few central services, leaving the business units alone so that their chief executives have a high
degree of autonomy. They set clear financial targets for those chief executives, offering high
rewards if they achieve them and likely loss of position if they do not. Such corporate parents
can, of course, manage quite a large number of such businesses because they are not directly
managing the everyday strategies of those businesses.

Some argue that the days of the portfolio manager are gone. Improving financial markets
mean that the scope for finding and investing cheaply in under-performing companies is
much reduced. However, some portfolio managers remain and are successful (see lllustra-
tion 8.4). Private equity firms such as Blackstone operate a portfolio management style,
typically investing in, improving and then divesting companies in loosely knit portfolios.
For example, in 2015, Blackstone, with $434bn in assets, owned companies in automotive,
energy, entertainment, hotels, real estate, water treatment, banking, railway operation and
seed development with 500,000 employees around the world.

8.6.3 The synergy manager

Obtaining synergy is often seen as the prime rationale for the corporate parent.? The
synergy manager is a corporate parent seeking to enhance value for business units by
managing synergies across business units. Synergies are likely to be particularly rich when
new activities are closely related to the core business. In terms of value-creating activities, the
focus is threefold: envisioning building a common purpose; facilitating cooperation across
businesses; and providing central services and resources. For example, at Apple, Steve Jobs’
vision of his personal computers being the digital hub of the new digital lifestyle guided
managers across the iMac computer, iPod, iPhone and iPad businesses to ensure seamless
connections between the fast-developing offerings. The result is enhanced value through
better customer experience.
However, achieving such synergistic benefits involves at least three challenges:

* Excessive costs. The benefits in sharing and cooperation need to outweigh the costs
of undertaking such integration, both direct financial costs and opportunity costs.
Managing synergistic relationships tends to involve expensive investments in manage-
ment time.

® Overcoming self-interest. Managers in the business units have to want to cooperate. Espe-
cially where managers are rewarded largely according to the performance of their own
particular business unit, they are likely to be unwilling to sacrifice their time and resources
for the common good.

* |llusory synergies. It is easy to overestimate the value of skills or resources to other busi-
nesses. This is particularly common when the corporate centre needs to justify a new
venture or the acquisition of a new company. Claimed synergies often prove illusory when
managers actually have to put them into practice.

The failure of many companies to extract expected synergies from their businesses has
led to growing scepticism about the notion of synergy. Synergistic benefits are not as
easy to achieve as would appear. For example, lawsuits between Hewlett Packard and
former Autonomy employees following the former's €3.8bn (£3bn, $5bn) write down
of Autonomy, a British software company, have resulted from failure to achieve antici-
pated integration benefits. Hewlett Packard blamed the former management team of
Autonomy for fraudulent misrepresentation during the acquisition process. Nevertheless
synergy continues to be a common theme in corporate-level strategy, as lllustration 8.2 on
TomTom shows.
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Illustration 8.4 Eating its own cooking: Berkshire Hathaway's

parenting

The challenge of managing a highly diverse set of businesses for shareholders.

From a small struggling textile business in the 1960s
Warren Buffet, Berkshire Hathaway's 87-year-old billionaire
Chairman and CEO, had built a $545bn (£419bn; €482bn)
conglomerate in 2018. Its businesses were highly diverse
including insurance companies (GEICO, General Re, NRG),
carpets, building products, clothing and footwear manufac-
turers, retail companies and private jet service, NetJets. It
also held significant long-term minority stakes in Coca-Cola
and General Electric. Since 2007 Berkshire had spent $106bn
on 158 acquisitions, for cash, including BNSF for $34bn in
2009 (the second largest US railway company), Lubrizol
(speciality chemicals; $9bn, 2011), Heinz ($23.3bn, 2013)
and Duracell (batteries, $4.7bn, 2014). In 2015 Precision
Castparts, an aircraft components company suffering from
falling revenues, profits and a 30 per cent decline in share
price, was acquired for $37bn. But as Buffet remarked, the
size of Berkshire Hathaway made finding deals that make a
difference, difficult — a bit like ‘elephant hunting’.

Annual reports explained how Buffet and Deputy
Chairman Charlie Munger ran 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 busi-
ness assets but instead view the company as a conduit
through which our shareholders own the assets. .. In line
with Berkshire’s owner-orientation, most of our directors
have a major portion of their net worth invested in the
company. We eat our own cooking.’

Berkshire has a clear ‘dominant logic”:

‘Charlie and | avoid businesses whose futures we can't
evaluate, no matter how exciting their products may be.
In the past, it required no brilliance for people to foresee
the fabulous growth that awaited such industries as autos
(in 1910), aircraft (in 1930) and television sets (in 1950).
But the future then also included competitive dynamics
that would decimate almost all of the companies entering
those industries. Even the survivors tended to come
away bleeding. Just because Charlie and | can clearly see
dramatic growth ahead for an industry does not mean we
can judge what its profit margins and returns on capital
will be as a host of competitors battle for supremacy.
At Berkshire we will stick with businesses whose profit
picture for decades to come seems reasonably predict-
able. Even then, we will make plenty of mistakes.’

Explaining how they managed their subsidiary busi-
nesses, Buffet said:

‘We subcontract all of the heavy lifting to the managers
of our subsidiaries. In fact, we delegate almost to the
point of abdication: though Berkshire has about 340,000
employees, only 25 of these are at headquarters. Charlie
and | mainly attend to capital allocation and the care of
our key managers. Most are happiest when they are left
alone to run their businesses, and that is just how we leave
them. That puts them in charge of all operating decisions
and of dispatching the excess cash they generate to head-
quarters. 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. Furthermore, Charlie and | are exposed to a much
wider range of possibilities for investing these funds than
any of our managers could find.”

Buffet's investment genius is often cited alongside ‘a
weirdly intense contagious devotion of shareholders and
media’ (Munger). Many would like to fully understand
the success formula that has stood Berkshire Hathaway
in such good stead for so long. However closer analysis
suggests that its acquired industrial businesses — it is the
second largest industrial concern in the US - achieve lack-
lustre profits with a ROE of 6 per cent, meaning Berkshire’s
sustained compound annual growth rate of 8-9 per cent is
supported by excellent financial operations that also have
low debt levels. Why then is Berkshire buying large indus-
trials which require high premiums and where there are no
synergies that other corporate buyers might promise and
no management overhauls which are often associated with
private-equity firms? In the meantime, Berkshire Hathaway
still had a huge cash pile in 2018. Should the aging billion-
aire investor reload his ‘elephant gun’ for another acquisi-
tion, return surplus cash to investors, or wait for another
recession?

Questions

1 Inwhat ways does Berkshire Hathaway fit the arche-
typal portfolio manager (see Section 8.6.2)?

2 Warren Buffet still had $100bn in spare cash to invest.
Suggest industries and businesses he would be unlikely
to invest in.
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8.6.4 The parental developer?*

The parental developer seeks to employ its own central capabilities to add value to its
businesses. This is not so much about how the parent can develop benefits across business
units or transfer capabilities between business units, as in the case of managing synergy.
Rather parental developers focus on the resources or capabilities they have as parents which
they can transfer downwards to enhance the potential of business units. For example, a
parent could have a valuable brand or specialist skills in financial management or product
development. It would seem that McDonald’s believed it had identified a parenting oppor-
tunity with its acquisition of Chipotle (lllustration 8.5). Parenting opportunities tend to be
more common in related rather than unrelated diversified strategies and are likely to involve
exchanges of managers and other resources across the businesses. Key value-creating activ-
ities for the parent will be the provision of central services and resources. For example, a
consumer products company might offer substantial guidance on branding and distribution
from the centre; a technology company might run a large central R&D laboratory.
There are two crucial challenges to managing a parental developer:

® Parental focus. Corporate parents need to be rigorous and focused in identifying their
unique value-adding capabilities. They should always be asking what others can do better
than them, and focus their energy and time on activities where they really do add value.
Other central services should typically be outsourced to specialist companies that can do
it better.

® The ‘crown jewel’ problem. Some diversified companies have business units in their port-
folios which are performing well but to which the parent adds little value. These can
become ‘crown jewels’, to which corporate parents become excessively attached. The logic
of the parental development approach is: if the centre cannot add value, it is just a cost
and therefore destroying value. Parental developers should divest businesses?> they do
not add value to, even profitable ones. Funds raised by selling a profitable business can
be reinvested in businesses where the parent can add value.

8.7 Portfolio matrices

256

Section 8.6 discussed rationales for corporate parents of multi-business organisations. This
section introduces models by which managers can determine financial investment and
divestment within their portfolios of business.?® Each model gives more or less attention to
at least one of three criteria:

* the balance of the portfolio (e.g. in relation to its markets and the needs of the corporation);

* the attractiveness of the business units in terms of how strong they are individually and
the growth rates of their markets or industries; and

* thefit' that the business units have with each other in terms of potential synergies or the
extent to which the corporate parent will be good at looking after them.

8.7.1 The BCG (or growth/share) matrix?’

One of the most common and longstanding ways of conceiving of the balance of a port-
folio of businesses is the Boston Consulting Group (BCG) matrix (see Figure 8.7). The BCG
matrix uses market share and market growth criteria for determining the attractiveness
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and balance of a business portfolio. High market share and high growth are, of course,
attractive. However, the BCG matrix also warns that high growth demands heavy investment,
for instance to expand capacity or develop brands. There needs to be a balance within the
portfolio, so that there are some low-growth businesses that are making sufficient surplus
to fund the investment needs of higher-growth businesses.

The growth/share axes of the BCG matrix define four sorts of business:

* A staris a business unit within a portfolio that has a high market share in a growing
market. The business unit may be spending heavily to keep up with growth, but high
market share should yield sufficient profits to make it more or less self-sufficient in terms
of investment needs.

* Aquestion mark (or problem child) is a business unit within a portfolio that is in a growing
market, but does not yet have high market share. Developing question marks into stars,
with high market share, takes heavy investment. Many question marks fail to develop, so
the BCG advises corporate parents to nurture several at a time. It is important to make
sure that some question marks develop into stars, as existing stars eventually become cash
cows and cash cows may decline into dogs.

® A cash cow is a business unit within a portfolio that has a high market share in a mature
market. However, because growth is low, investment needs are less, while high market
share means that the business unit should be profitable. The cash cow should then be a
cash provider, helping to fund investments in question marks.

* Dogs are business units within a portfolio that have low share in static or declining markets
and are thus the worst of all combinations. They may be a cash drain and use up a dispro-
portionate amount of managerial time and company resources. The BCG usually recom-
mends divestment or closure.

The BCG matrix has several advantages. It is a good way of visualising different needs and
potentials of all the diverse businesses within the corporate portfolio. It warns corporate
parents of the financial demands of what might otherwise look like a desirable portfolio
of high-growth businesses. It also reminds corporate parents that stars are likely eventually
to wane. Finally, it provides a useful discipline to business unit managers, underlining the
fact that the corporate parent ultimately owns the surplus resources they generate and can
allocate them according to what is best for the corporate whole. Cash cows should not hoard
their profits.

Figure 8.7 The growth share (or BCG) matrix

Market share

High Low
High
e Question
marks
Market
growth
Cash Dogs
Ccows
Low
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However, there are at least four potential problems with the BCG matrix:

* Definitional vagueness. It can be hard to decide what high and low growth or share mean
in particular situations. Managers are often keen to define themselves as 'high-share’ by
defining their market in a particularly narrow way (e.g. by ignoring relevant international
markets).

® Capital market assumptions. The notion that a corporate parent needs a balanced port-
folio to finance investment from internal sources (cash cows) assumes that capital cannot
be raised in external markets, for instance by issuing shares or raising loans. The notion
of a balanced portfolio may be more relevant in countries where capital markets are
under-developed or in private companies that wish to minimise dependence on external
shareholders or banks.

® Unkind to animals. Both cash cows and dogs receive ungenerous treatment, the first being
simply milked, the second terminated or cast out of the corporate home. This treatment
can cause motivation problems, as managers in these units see little pointin working hard
for the sake of other businesses. There is also the danger of the self-fulfilling prophecy.
Cash cows will become dogs even more quickly than the model expects if they are simply
milked and denied adequate investment.

* Ignores commercial linkages. The matrix assumes there are no commercial ties to other
business units in the portfolio. For instance, a business unit in the portfolio may depend
upon keeping a dog alive. These commercial links are less important in conglomerate
strategies, where divestments or closures are unlikely to have knock-on effects on other
parts of the portfolio.

8.7.2 The directional policy (GE-McKinsey) matrix

Another way to consider a portfolio of businesses is by means of the directional policy
matrix,?® which categorises business units into those with good prospects and those with
less good prospects. The matrix was originally developed by McKinsey & Co. consultants
in order to help the American conglomerate General Electric manage its portfolio of busi-
ness units. Specifically, the directional policy matrix positions business units according to (i)
how attractive the relevant market is in which they are operating, and (ii) the competitive
strength of the SBU in that market. Attractiveness can be identified by PESTEL or five forces
analyses; business unit strength can be defined by competitor analysis (for instance, the
strategy canvas); see Section 3.4.3. Some analysts also choose to show graphically how large
the market is for a given business unit’s activity, and even the market share of that business
unit, as shown in Figure 8.8.

For example, managers in a firm with the portfolio shown in Figure 8.8 will be concerned
that they have relatively low shares in the largest and most attractive market, whereas their
greatest strength is in a market with only medium attractiveness and smaller markets with
little long-term attractiveness.

The matrix also offers strategy guidelines given the positioning of the business units. It
suggests that the businesses with the highest growth potential and the greatest strength
are those in which to invest for growth. Those that are the weakest and in the least attractive
markets should be divested or 'harvested’ (i.e. used to yield as much cash as possible before
divesting).

The directional policy matrix is more complex than the BCG matrix. However, it can have
two advantages. First, unlike the simpler four-box BCG matrix, the nine cells of the directional
policy matrix acknowledge the possibility of a difficult middle ground. Here managers have
to be carefully selective. In this sense, the directional policy matrix is less mechanistic than



8.7 Portfolio matrices

lllustration 8.5 chipotle: Doing things differently

Struggling to find parenting advantage.

Chipotle Mexican Grill had always done things rather
differently to the rest of the restaurant industry. Its outlets
were not in the busiest locations, it spent lots on food,
rarely added to the menu, didn’t serve breakfast, do drive-
throughs, franchises, or much advertising. And yet by 2015
it was a $22bn burrito empire. Despite its success, why did
owner McDonald'’s sell it, especially when McDonald'’s own
sales and stock price had dropped, as it became associated
with America’s obesity epidemic?

Founded in 1993 in Denver, USA by Steve Ells, and relying
initially on parents and wealthy friends for initial funding,
Chipotle’s fast casual dining business soon needed signifi-
cant capital to expand beyond its 13 stores. In 1998 McDon-
ald’s made a $50m investment in Chipotle as part of the
group’s expansion that included Boston Market, Donatos
Pizza, Pret a Manger, Aroma Cafe. It also investigated other
businesses such as dry cleaning, a maid service and mowing
the lawn.

McDonald’s brought distribution systems, real estate
expertise, construction knowledge and organisational
structure along with its capital investment. To McDonald's,
Chipotle brought new products — fresh cilantro, red onions
and avocados. ‘Our Portland distribution centre smelled like
a produce house — our product is fresh but sealed in bags
for shelf-life purposes’ (McDonald’s executive). Only one
product was common to both companies —a five-gallon bag
of Coca-Cola syrup.

Coming from a standardised, rules-based, efficiency-
oriented culture, McDonald's executives were startled when
they first visited Chipotle’'s headquarters. People brought
their dogs into the office and Steve Ells walked around in
blue jeans. Chipotle employees showed McDonald'’s execu-
tives how they scrubbed the grill by hand - ‘there’s gotto be a
better system —maybe a power-tool’ (McDonald's executive)?
They showed food could be customised as customers walked
down the line. ‘If you want a bit more or less, nobody ever says
no. They might charge you but it doesn’t slow the process.’

By 2005, McDonald’s owned 90 per cent of Chipotle.
They pressed Chipotle to do drive-throughs, breakfasts
and advertising, and suggested the name Chipotle Fresh
Mexican Grill. Steve Ells hated the idea and was beginning
to be resented at McDonald'’s for rejecting everything.

Chipotle did franchise eight restaurants for McDonald's
but they didn’t succeed, costing a lot to be bought back. ‘We
justdo it differently —the way we approach our food and our
culture’ (Steve Ells). McDonald’s invited Steve to visit their
chicken farm in Arkansas but he was repelled and soon real-
ised sourcing from small farms dramatically improved the
taste of his food. Chipotle food costs ran at 30-32 per cent of
total costs, similar to up-market restaurants and McDonald'’s
executives found this difficult to accept: ‘that’s ridiculous:
that’s like a steakhouse.’ But Steve Ells was now focusing on
ingredients and food integrity.

After seven years Chipotle’s contribution to McDon-
ald’s bottom line was small, despite 500 restaurants which
investors wanted co-branded. Franchisees were getting
distracted and Chipotle was increasingly unhappy about
McDonald'’s supply chain. Jim Cantalupo, McDonald's CEO,
had already begun to sell off partner brands and the stock
price had begun to rise. It was time for a McSplit.

Since leaving McDonald’s, Chipotle worth had risen
to $15bn (2015), with 1,800 locations and business was
booming. McDonald’s pocketed $1.5bn (after $360m
investment).

Sources: Chipotle: the definitive oral history, www.bloomberg.com/
graphics/2015-chiptole-oral-history

Questions

1 What parenting advantages did McDonald's perceive it
might bring to Chipotle?

2 Despite its success, why was Chipotle spun-off?
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Figure 8.8 Directional policy (GE-McKinsey) matrix
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the BCG matrix, encouraging open debate on less clear-cut cases. Second, the two axes of
the directional policy matrix are not based on single measures (i.e. market share and market
growth). Business strength can derive from many other factors than market share, and
industry attractiveness does not just boil down to industry growth rates. On the other hand,
the directional policy matrix shares some problems with the BCG matrix, particularly about
vague definitions, capital market assumptions, motivation and self-fulfilling prophecy and
ignoring commercial linkages. Overall, however, the value of the matrix is to help managers
invest in the businesses that are most likely to pay off.

So far the discussion has been about the logic of portfolios in terms of balance and attract-
iveness. The third logic is to do with “fit" with the particular capabilities of the corporate
parent.

8.7.3 The parenting matrix

The parenting matrix (or Ashridge Portfolio Display) developed by consultants Michael Goold
and Andrew Campbell introduces parental fit as an important criterion for including busi-
nesses in the portfolio.??

Businesses may be attractive in terms of the BCG or directional policy matrices, but if the
parent cannot add value, then the parent ought to be cautious about acquiring or retaining
them.

There are two key dimensions of fit in the parenting matrix (see Figure 8.9):

* ‘Feel’. This is a measure of the fit between each business unit's critical success factors
(see Section 3.4.3) and the capabilities (in terms of competences and resources) of the
corporate parent. In other words, does the corporate parent have the necessary ‘feel’, or
understanding, for the businesses it will parent?
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Figure 8.9 The parenting matrix: the Ashridge Portfolio Display
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Source: Adapted from M. Goold, A. Campbell and M. Alexander, Corporate Level Strategy, Wiley, 1994.

e 'Benefit’. This measures the fit between the parenting opportunities, or needs, of busi-
ness units and the capabilities of the parent. Parenting opportunities are about the
upside, areas in which good parenting can benefit the business (for instance, by bringing
marketing expertise). For the benefit to be realised, of course, the parent must have the
right capabilities to match the parenting opportunities.

The power of using these two dimensions of fit is as follows. It is easy to see that a corporate
parent should avoid running businesses that it has no feel for. What is less clear is that
parenting should be avoided if there is no benefit. This challenges the corporate parenting
of even businesses for which the parent has high feel. Businesses for which a corporate
parent has high feel but can add little benefit should either be run with a very light touch
or be divested.

Figure 8.8 shows four kinds of business along these two dimensions of feel and benefit:

® Heartland business units are ones that the parent understands well and can continue to
add value to. They should be at the core of future strategy.

® Ballast business units are ones the parent understands well but can do little for. They
would probably be at least as successful as independent companies. If not divested, they
should be spared as much corporate bureaucracy as possible.

* Value trap business units are dangerous. They appear attractive because there are oppor-
tunities to add value (for instance, marketing could be improved). But they are deceptively
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attractive, because the parent’s lack of feel will result in more harm than good (i.e. the
parent lacks the right marketing skills). The parent will need to acquire new capabilities
if it is to be able to move value trap businesses into the heartland. It might be easier to
divest to another corporate parent that could add value, and will pay well for the chance.

* Alien business units are clear misfits. They offer little opportunity to add value and the
parent does not understand them anyway. Exit is definitely the best strategy.

This approach to considering corporate portfolios places the emphasis firmly on how the
parent benefits the business units. It requires careful analysis of both parenting capabilities
and business unit parenting needs. The parenting matrix can therefore assist hard decisions
where either high feel or high parenting opportunities tempt the corporate parent to acquire
or retain businesses. Parents should concentrate on actual or potential heartland businesses,
where there is both high feel and high benefit.3°

The concept of fit has equal relevance in the public sector. The implication is that public-
sector managers should control directly only those services and activities for which they have
special managerial expertise. Other services should be outsourced or set up as independent

agencies (see Section 8.5).

Thinking differently corporate strategy is a fool’s errand

Is there a need for corporate strategy at all?

This chapter has argued that corporate strategy
may potentially add value to the multi-business (see
Section 8.6.1) and it assumes that corporate headquar-
ters are easily identifiable at the head of an organisa-
tion and physically located in one place. However recent
research' suggests that headquarters are now disaggre-
gating and dispersing geographically so that firms are
‘Bermuda incorporated, Paris Headquartered, with a chief
information officer in Bangalore, a chief finance officer in
Brussels and a chief operating officer in Beijing’.3> Some go
even further and ask ‘does the headquarters actually add
any value?’ 33 Other commentators also worry corporate
functions do not generate the value from their activi-
ties they expect. 34 Although today’s multi-businesses
seem to have somewhat related businesses, in reality
the various divisions operate completely independently
from one another.3> Also a third of the largest companies
in North America and Europe have reported increased
numbers of corporate functions with growing influence
and yet complaints about that function’s performance
have increased.3®

Disparate businesses come from companies growing
into adjacent business areas each then requiring their
own strategy, management teams and profit and loss
responsibility. Corporate top management teams then
aim to find synergies between the different divisions, by
promoting cooperation, to create extra value as recom-
mended by corporate finance. If none can be found, then

headquarters is just managing a portfolio. The alterna-
tive view is that those businesses should be spun-off, as
investors can diversify for themselves, and money would
be saved on expensive headquarters.

Corporate top management may have advantages
over external investors including greater in-depth under-
standing of their businesses and they are less likely to be
fooled by numbers and charismatic SBU CEOs. They can
act as the company’s governance mechanism ensuring
shareholder funds are wisely spent and strategies are
genuine and they can staff divisional management teams
with experts they know. However this may just be rhetoric
to conceal portfolio management. Or it may be a genuine
attempt to contrive an overarching corporate strategy
that seeks to proclaim cross-divisional synergies and
cooperation, but is really an expensive illusion, as value
is often not created. If the latter, corporate managers
should really get out of the way of divisional strategies,
rather than trying to set them. And if they are acting as
portfolio managers, external investors can do this more
efficiently. Therefore corporate strategy is a fool’s errand.

Question

Evaluate the arguments for and against diversifica-
tion for Berkshire Hathaway (lllustration 8.4) or Tesco
(INustration 8.1).
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Summary

Many corporations comprise several, sometimes many, business units. Corporate strategy
involves the decisions and activities above the level of business units. It is concerned with
choices concerning the scope of the organisation.

Organisational scope is often considered in terms of related and unrelated diversification.

Related diversification involves increasing the range of products, services and markets served
by an organisation. Benefits come from economies of scope, stretching corporate manage-
ment capabilities, exploiting superior internal processes and increasing market power.

Unrelated diversification involves expanding into products, services and markets with no
relationship to the existing business. Benefits may come from risk reduction and portfolio
management.

There are several portfolio models to help corporate parents manage their businesses,
of which the most common are: the BCG matrix, the directional policy matrix and the
parenting matrix.

Divestment and outsourcing should be considered as well as diversification, particularly in
the light of relative capabilities and the transaction costs of opportunism.

Corporate parents may seek to add value by adopting different parenting roles: the port-
folio manager, the synergy manager or the parental developer.

Work assignments

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

8.1 Using the Ansoff axes (Figure 8.2), identify and explain corporate strategic directions

for any one of these case organisations: CRH*, Marks & Spencer*, Megabrew*.

8.2  Go to the website of any large multi-business organisation (e.g. Alphabet, Megabrew*,

Siemens, Tata Group, Virgin Group) and assess the degree to which its corporate-
level strategy is characterised by (a) related or unrelated diversification and (b) a
coherent ‘dominant logic’ (see Section 7.3).

8.3  For any large multi-business corporation (as in Section 8.2), Marks & Spencer* or

the Virgin Group, explain how the corporate parent should best create value for its
component businesses (as portfolio manager, synergy manager or parental devel-
oper: see Section 8.6). Would all the businesses fit equally well?

8.4% For any large multi-business corporation (as in Section 8.2), Megabrew™ or the Virgin

Group (end of chapter case), plot the business units on a portfolio matrix (e.g. the
BCG matrix: Section 8.7.1). Justify any assumptions about the relative positions of
businesses on the relevant axes of the matrix. What managerial conclusions do you
draw from this analysis?

Integrative assignment

8.5 Take a case of a recent merger or acquisition (see Chapter 11), and assess the extent

to which it involved related or unrelated diversification (if either) and how far it was
consistent with the company’s existing dominant logic. Using share price information
(see www.bigcharts.com or similar), assess shareholders’ reaction to the merger or
acquisition. How do you explain this reaction?
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Recommended key readings

e An accessible discussion of corporate strategy is
provided by P. Puranam and B. Vanneste, Corporate
Strategy. Tools for analysis and strategic decision
making, Cambridge University Press, 2016.

e L. Capron and W. Mitchell, Build, Borrow or Buy:
solving the growth dilemma, Harvard Business Press,
2012, provides a good review of the arguments for
and against different modes of growth.

e A good review of the current state of corporate
portfolio management research is provided by
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Case example

Grand strategies in vision
by Peter Barton

Seeing opportunities

Most wearers of prescription eyewear and sunglasses
are aware of the large retail brands on their high street
and, increasingly online, as well as many of the brand
names that they sell. What many are less aware of is the
giant companies that operate the manufacturing of the
vast majority of the products behind this industry, which
was worth $109bn (£82bn/€93bn) in 2018 and is set to
grow 7.4 per cent each year until 2023 to around $167bn
(£125bn/€142bn) (ResearchAndMarkets.com, 2018).

While the continued growth in prescriptive eyewear
came about in part due to a rapid worldwide popula-
tion increase, the number of those requiring corrective
prescriptions has also risen dramatically. This may be
partially down to wider awareness and eye testing but it
is also due to a lack of time spent outdoors, increased use
of screens and LED lighting, and, the impact of most popu-
lations living longer. Notably, there is a global epidemic of
myopia (short-sightedness), which has increased roughly
two-fold in just a couple of decades. Reportedly, in the
1950s in China, around 10 to 20 per cent of the popu-
lation were short-sighted but this has risen to around
90 per cent.

Vision as fashion

Up until the 1980s, glasses were largely seen as medical
devices with functional designs despite labels such
as Christian Dior and Pierre Cardin attempts to bring
fashion to the market. It wasn’t until the early 1990s
that the global manufacturing giant Luxottica played a
large partin bringing fashion to the industry through the
licensing of the fashion brand Giorgio Armani, and then
Prada, Ralph Lauren, Gucci and Chanel. Other major brand
manufacturers have since emerged, including Safilo, the
world’s second largest manufacturer of eyewear, which
manages rival fashion brands such as Carrera, Dior, Fendi,
BOSS, Tommy Hilfiger and Jimmy Choo.

Luxottica (formerly)

Luxottica was founded by Italy’s current highest individual
taxpayer Leonardo Del Vecchio who originally started with a
workshop in Agordo, in Italy, in 1961. He grew his company
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List of Luxottica brands: www.luxottica.com/en/eyewear-brands.

into the world's largest maker of frames with two notable
objectives: to do everything itself, and to focus on fashion.
Progressively, he set about controlling every element in the
supply chain, sourcing raw materials, making all parts of the
frames which involves around 200 manufacturing stages
to produce and, later, the stores where they were sold.
Del Vecchio, the current Chairman, was recently quoted as
saying: ‘Although today we are strong, life has taught me
that you should never think of having arrived; | believe that
you should always have the courage to reinvent yourself
and innovate' (Luxottica Report, 2016). This attitude to
ownership, control and innovation has enabled Luxottica
to control standards, bringing higher quality products to
market faster and in higher quantities.

The most valuable optical brand in the world is
Ray-Ban, which now generates more than $2bn (£1.5bn)
in sales for Luxottica each year, making it an impres-
sive brand turnaround. Luxottica bought Ray-Ban from
Bausch & Lomb in 1999 at a time when the brand was
at a notable low with Ray-Bans reportedly being sold at
petrol stations for just $19 (£14/€16). Having promised to
protect thousands of jobs at four factories in the USA and
Ireland, Del Vecchio quickly closed the plants and shifted
production to Italy and China. His next move was perhaps
less expected as he withdrew Ray-Ban from 13,000 retail
outlets, increasing their prices and significantly improving
quality: the number of layers of lacquer on a pair of
Wayfarers increased from just two to over 30. Once the
brand had regained its prestige across its core styles,
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including Aviators, Wayfarers and Clubmasters, he then
introduced a highly successful prescription glasses range.

The other important frame brand to Luxottica is Oakley
but this was a brand acquired through much hostility. In
2000, Luxottica asked all its suppliers to reduce its prices to
them, but despite its stores making up over 25 per cent of
Oakley’s business, Oakley refused to comply. Del Vecchio's
response was to produce Ray-Bans reportedly more similar
to Oakley’s designs leading to Oakley suing them in 2001,
which ultimately ended in an out-of-court settlement.
Perhaps as a show of strength from Del Vecchio, in 2007,
Luxottica purchased Oakley for $2.1bn (£1.5bn).

As a result of many acquisitions and significant brand
growth, Luxottica now supplies over 25 per cent of the
world’s frames, catering for multiple market segments. As
quoted in the Guardian (2018), Luxottica’s Chief Operating
Officer Striano says: ‘Luxottica has around 27,000 models in
production at any one time and turns out 400,000 frames a
day catering for global fashion demands as well as widely
different face shapes that vary from country to country.’

While establishing its business in frame manufacturing,
in the 1990s Luxottica sought to diversify its portfolio of
optical businesses across the optical supply chain. Del
Vecchio listed Luxottica on the New York stock exchange
and, in 1995, acquired a conglomerate five times larger
than itself called US Shoe through a hostile takeover
for $1.4bn (£1.05bn/€1.2bn). US Shoe was founded in
1879 and included LensCrafters, the US's largest optical
store. Del Vecchio promptly sold all non-optical elements
of the business and filled all the stores with Luxottica’s
own glasses putting it in competition with thousands of
competing opticians that it already supplied. Jeff Cole, the
former chief executive of Cole National Corporation, an
even larger optical retailer that sold out to Luxottica in
2004 said, "When they buy a company, they spend a little
time figuring it out and kick out all the other suppliers.’

This is a growth formula that they have continued to
adopt around the world including through Sunglass Hut,
John Lewis Opticians and David Clulow in the UK, Oticas
Carol in Brazil, Xueliang Glasses in Shanghai or Ming Long
Store in Hong Kong. Luxottica now has almost 9,000 stores
and supplies over 100,000 opticians around the world.

HAL Holdings

Two other giants in the global optical market include
designer frame manufacturer Safilo, and, retail focused
Grand Vision, both of which are owned and controlled by
HAL Holdings.

Safilo operates an extensive wholly owned global
distribution and wholesale network in over 40 countries
servicing almost 100,000 selected stores with its diverse
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List of Safilo brands: http://www.safilogroup.com/en/2-licensed-brands.

brand portfolio. The direct management of proprietary
brands ensures bigger margins, while licensed brands
allow for a larger portfolio, through different consumer
and distribution segments.

While HAL Holding's other major interest, GrandVision,
has some of its own frame brands as well as contact lens
brands, its main operation is the overarching control and
governance of over 7,000 optical stores serving over 150
million customers across 44 countries and with sales of
over €3.6bn (£3.1bn) in 2017. GrandVision sources a large
portion of its premium designer frames from Safilo but is
also free to source from other suppliers including Luxottica.

Figure 1 GrandVision's historical revenue

Historical revenue development
(in € million)
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Source: http://investors.grandvision.com/key-figures
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Figure 2 Recent GrandVision M&A activity

Focus on M&A a key fact of the company’s growth profile

February: September:
Rayners (rebranded Vision Atasun, Turkey
Express), UK, 65 Stores 96 Stores
December:
April: Conlons (rebranded
Robin Look, Vision Express), UK and
Germany Ireland
20 Stores 19 Stores
August: December:
Vision center, Optissimo (Angelo
Econolentes, Maniac, Randazzo), Italy
Optica Xpress 101 Stores
Peru, 176 stores
February: September:
MultiOpticas, Red Star, Grand
Colombia Optical, China
71 stores 52 Stores

March:
Optica Lux, Uruguay
9 Stores

July:
Walmart stores (rebranded
MasVision), Mexico
181 Stores

September:

Visilab, Switzerland
Additional 30% stake to
60%

December:

For Eyes (US Aranon
Corporation), US
117 Stores

€300mn

spent in total on M&A
between 2015 and 2017

GrandVision can trace its roots back to 1891 when
Christian Nissen opened its first store in Helsinki,
Finland. However, it wasn't until 1996 that HAL Hold-
ings stepped in by first acquiring the Dutch and Belgian
operations of Pearle Vision, which then led to the even-
tual merger of Pearle to create GrandVision in 2011.
Since, GrandVision has continued to seek growth in new
markets as well as acquire and merge into existing retail
brands, rolling out its largely standardised formula
across each market. For example, in the UK, Vision
Express increased its number of stores from around
300 stores to over 600 stores in the space of five years
(see Vision Express Industry Case example). This rapid
expansion has helped to grow the manufacturing part
of the business as well as other products sold through
its stores. While its relationship to Safilo remains at
arm’s-length, as GrandVision's principal designer frame
supplier, the knock-on effect has seen Safilo’s revenues
exceed €1 billion in 2018 despite still failing to make a
profit for the previous three years.

Operating a two-tier governance structure consisting
of a Management Board and Supervisory Board, Grand-
Vision is set up and structured to deliberately ensure that
the subsidiaries in each country can be close to their own
markets. Its strategic priorities are to continue expan-
sion into new markets as well as expand and enhance
existing ones.

Enter new
markets

December:
Zonnebrillen.com,
Netherlands

Pure online

April:
Tesco opticians, UK
209 Stores

Strengthen and
deploy global
apabilities

5 Global strategic

Expand in current
markets also
through bolt-on
acquisitions

priorities

ceccccee
Drive further
comparable

growth

Optimise the
existing store
network

‘For Vision Express in the UK, all our department
teams, from marketing to purchasing, make it
their job to understand the market and its needs.
GrandVision’s role is to support us in delivering it
to the market. A large part of this comes from the
economies of scale and leverage of synergies on a
greater scale than if it was just us. So this model
enables us to have preferential buying to ensure
the delivery of economic value. We are also hungry
to learn best practices from others that have had
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success and relate it back to opportunities within
our own market. The longevity of retail brands
such as Vision Express in the UK, Apollo-Optik in
Germany, Grand Optical in France is clear testament
to their commitment and they have no intention to
destroy that or create a homogenous brand.’

CEO of Vision Express, Jonathan Lawson

When rival giants collide

On 1 October 2018, GrandVision's and Safilo’s biggest
competitor, and the world’s largest supplier of eyewear,
Luxottica merged with global giant Essilor, which itself
supplies over 45 per cent of the world's prescription lenses.
The merging of Luxottica with the French multi-
national Essilor has made the newly named company
‘EssilorLuxottica’ comfortably the world’s largest optical
company valued at around $50bn (£37bn) with over
140,000 employees and a customer base of over 1.4
billion, which, to put it perspective, is more than either
Microsoft (1.2 billion) or Apple have (1.3 billion). Essilor’s
chairman and chief executive, Hubert Sagnieres, believes
that the merger between Luxottica and Essilor will enable
them to equip the planet with eyewear over the coming
decades. ‘The Luxottica frames with our lenses will be a
hugely powerful force’ (Stothard, 2017, Financial Times).
Essilor itself was the merger of two French optical
companies, Essel and Silor, which merged in 1972. Special-
ising in plastic lenses, as opposed to glass, they were
renowned for inventing the first progressive/multi-focal
lens, allowing people to see both close-up and far away,
which they branded under the name ‘Variux'. Essilor has
acquired more than 250 other companies in the past 20
years, including online glasses retailer MyOptique in 2016.
It now supplies around 350,000 stores around the world,
which is over three times that of Luxottica. It also holds
over 8,000 patents and it is focused on new technologies
in lenses, such as building upon Google’s failed concept of
Google Glass with the idea to project information from the
Internet such as emails, maps, message and social media.
While most people have heard of neither Luxottica or
Essilor, the creation of EssilorLuxottica is likely to have a
great impact upon the industry as the control of supply
within the industry is held by fewer manufacturers
operating more brands across diverse retail and legal
environments. The Guardian quotes Dr Gorny (Head of
R&D Essilor) as saying: ‘There is nothing close to that fire-
power once the combination is done. You have the global
footprint. You can play all the courts.’
However, its ability to integrate effectively is yet to be
seen and will not be without a potential clash of cultures.
Insiders say that Luxottica is run like a monarchy with little

clear management structure, whereas Essilor is clearly
defined and organised with 55 per cent of its employees
as shareholders. Furthermore, despite inherent optimism,
both companies reported an early sales dip in 2018, with
Essilor dropping 5.8 per cent and Luxottica 11 per cent,
which they put down to fluctuating currencies, bad
weather and a dip in wholesale revenue.

Sources: S. Knight, ‘The spectacular power of Big Lens’, The Guardian,
10 May 2018, www.theguardian.com/news/2018/may/10/the-
invisible-power-of-big-glasses-eyewear-industry-essilor-luxottica; 'AOP
Profession Threat and Opportunities’: www.aop.org.uk/
advice-and-support/threats-and-opportunities-in-the-profession; R.
Calver, 'The Health and Social Security Act 1984 and the price of spec-
tacles among corporate practices in the United Kingdom (1980-2007):
a review’, Ophthalmic and Physiological Optics, vol. 30, no. 2 (2010),
pp. 113-23; C. Fulop and K. Warren (1993) ‘Deregulation and its
impact on the opticians’ market: a comparison of the forecasts of both
proponents and opponents with events in practice’, International
Journal of Advertising, vol. 12, no. 3, pp. 257-78; Essilor Website: www.
essilor.com/essilor-content/uploads/2016/10/Essilor_Press_Release_
Forbes_most_innovating_companies_24_August_2016-.pdf; GrandVi-
sion Website: www.grandvision.com/; T. Hockley (2012) ‘A giant leap
by small steps: The Conservative Party and National Health Service
reform’ (Doctoral dissertation, The London School of Economics and
Political Science (LSE)); Insightnews website: www.insightnews.com.
au/Article3/1608/Essilor-Luxottica-sales-dip-ahead-of-merger; Luxot-
tica website: www.luxottica.com/en; Luxottica Group, ‘2016 Investor and
analyst presentation’, 2 March 2016, www.luxottica.com/sites/luxottica.
com/files/2016_03_02_-_luxottica_2016_investor_and_analyst_
presentation_-_transcript_2.pdf; E. McCormick, ‘Lens group features

on the “100 Most Innovative Companies” list for a sixth year’, Forbes,

1 September 2016, www.aop.org.uk/ot/industry/eyewear-and-lens-
es/2016/09/01/essilor-named-on-forbes-list; M. Olczak, ‘Chain-store
pricing and the structure of retail markets', Journal of Industry, Competi-
tion and Trade, vol. 15, no. 2 (2015), pp. 87-104; ‘Optical Goods Retailing’,
February 2018, Mintel; ResearchAndMarkets.com (2018), ‘Global $167
Billion Eyewear Market Report 2018 with Forecasts to 2023 by Product,
Gender, and Distribution Channel’, www.researchandmarkets.com/
research/lvw69x/global_167?w=4; Safilo website: www.safilogroup.
com/en/; M. Stothard, ‘Hubert Sagniéres, Essilor CEO, on an eyewear
megamerger’, financial Times, 11 June 2017, www.ft.com/content/10b-
de3b0-33ea-11e7-99bd-13beb0903fa3; G.S. Valentina Za, ‘Luxottica CEO
exits eyewear giant ahead of Essilor merger’, 15 December 2017, www
reuters.com/article/us-luxottica-ceo/luxottica-ceo-exits-eyewear-giant-
ahead-of-essilor-merger-idUSKBN 1E92IB; www.grandvision.com/about-
us/exclusive-eyewear-brands/frames-and-sunglasses.

Questions

1 With reference to Ansoff’s matrix, show how Luxot-
tica and GrandVision have evolved over time. What
can you conclude from each?

How does GrandVision compete in its market?
How do you think that GrandVision adds or destroys
value for its portfolio?

4 \Vith the creation of EssilorLuxottica, what would you
recommend for GrandVision's future strategy?

Note: ‘Glasses’ (or spectacles) are referred to as ‘eye-glasses’ in
the USA.
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9.1 Introduction

9.1 Introduction

The last chapter introduced market development as a strategy, in relation to the Ansoff axes
(see Section 8.2.3). This chapter focuses on a specific but important kind of market devel-
opment, operating in different geographical markets. Many types of organisations expand
internationally and face new customer needs and are challenged by local economic, regu-
latory, political and cultural institutions that often differ substantially from home. There are
of course the large traditional multinationals such as Nestlé, Toyota and McDonald's. But
recent years have seen the rise of emerging-country multinationals from Brazil, Russia, India
and China. New small firms, like internet-based start-ups, are also increasingly ‘born global’,
building international relationships right from the start. Likewise, not-for-profit organisa-
tions like the Red Cross and Doctors without Borders have been working internationally from
the beginning. Public-sector organisations also have to make choices about collaboration,
outsourcing and even competition with overseas organisations. For example, European
Union legislation requires public service organisations to accept tenders from non-national
suppliers.

Figure 9.1 identifies the five main themes of this chapter, with international strategy as
the core. The themes are as follows:

* Internationalisation drivers. Drivers of an organisation’s internationalisation include
market demand, the potential for cost advantages, government pressures and induce-
ments, and the need to respond to competitor moves. Given the risks and costs of inter-
national strategy, managers need to know that the drivers are strong to justify adopting
an international strategy in the first place.

® Geographical and firm-specific advantages. In international competition, advantages
might come from firm-specific and geographical advantages. Firm-specific advantages
are the unique resources and capabilities proprietary to an organisation as discussed in

Figure 9.1 International strategy: five main themes
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Chapter 4. Geographical advantages might come both from the geographic location of
the original business and from the international configuration of their value system.

* International strategy. If drivers and advantages are sufficiently strong to merit an inter-
national strategy, then a range of strategic approaches are opened up, from the simplest
export strategies to the most complex global strategies.

* Market selection. Having adopted the broad approach to international strategy, the next
question is which country markets to prioritise and which to steer clear of. Here managers
need to consider differences and distances in economic, regulatory, political and cultural
institutions.

* Entry strategy mode. Finally, once target countries are selected, managers must determine
how they should enter each particular market. Again, export s a simple place to start, but
there are licensing, franchising, joint venture and wholly owned subsidiary (acquisition or
‘greenfield’ investments) alternatives to consider as well.

The chapter takes a cautious view on international strategy. Despite the widespread talk of
increasing ‘globalisation’, there are many challenges and pressures for being local or regional
as well. Impediments to global integration and connectedness remain high and the degree
of globalisation is often overstated and has slowed down considerably since the financial
crisis 2008." The chapter will therefore distinguish between international strategy and global
strategy and consider the financial performance implications of growing internationalisa-
tion.? International strategy refers to a range of options for operating outside an organ-
isation’s country of origin. Global strategy is only one kind of international strategy. Global
strategy involves high coordination of extensive activities dispersed geographically in
many countries around the world.

9.2 Internationalisation drivers
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There are many general pressures increasing internationalisation. Barriers to international
trade and investment are now lower than they were a couple of decades ago. Better inter-
national legal frameworks mean that it is now less risky to deal with unfamiliar partners.
Improvements in communications — from cheaper air travel to the Internet — make move-
ment and the spread of ideas much easier around the world. Not least, the success of new
economic powerhouses such as the so-called ‘BRICs’ (Brazil, Russia, India and China) or the
rising ‘MINTs" (Mexico, Indonesia, Nigeria and Turkey) — are generating new opportunities
and challenges for business internationally.>

However, far from all internationalisation trends are one-way. Nor do they hold for all
industries. Trade barriers still exist for some products, especially those relating to defence
technologies, and barriers have increased since the financial crisis 2008. Certain companies
are not welcome in some countries, like Huawei in the US and Facebook and Twitter in China.
Many countries also protect their leading companies from takeover by overseas rivals. In
addition, markets vary widely in the extent to which consumer needs are standardising —
compare computer operating systems to the highly variable national tastes in chocolate.
Some so-called multinationals are in fact concentrated in very particular markets, for example
North America and Western Europe, or have a quite limited set of international links, for
example in supply or outsourcing arrangements with just one or two countries overseas. In
short, managers need to beware of ‘global boloney’, by which economic integration into a
single homogenised and competitive world is wildly exaggerated.* The US discount retailer
Walmart has learned the hard way that international markets are not only very different from
home, but differ significantly from each other (see lllustration 9.1).°
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IHHlustration 9.1 walmart: International successes and failures

The biggest retailer in the world has found that internationalisation is considerably

more challenging than expansion at home.

Walmart began its international operations in 1991 and
today the UK, Brazil and China are its largest markets outside
the US. Walmart International grew constantly up until 2016
with sales of $118bn (£85bn, €106bn) in 2017, accounting
for about 25 per cent of Walmart'’s overall sales. It included
close to 800,000 employees in over 6,300 stores and 11
e-commerce websites in 28 countries. Internationalisation
results have, however, been mixed as Walmart has struggled
to understand local buying patterns, competitors, culture
and regulations, not the least in emerging markets.

Walmart first entered the Americas and has since
expanded into ever more distant geographic markets. The
early entry into Canada and Mexico was successful, but
South America’s largest market, Brazil, has been consider-
ably more challenging. After two decades it is still losing
money there. Its challenges include regulatory problems,
strong competition from the French supermarket chain
Carrefour and being unable to convince shoppers about
Walmart's ‘everyday low prices’ model.

European expansion performance has similarly been
mixed. The acquisition of the ASDA Group in the UK was rela-
tively successful even though it has struggled against local
competition lately. In Germany Walmart experienced eight
years of struggle that ended in a market exit. First, it did not
have enough scale economies compared to local compet-
itors, like Aldi, with strong relationships with German
suppliers and already catering to price-conscious consumers.
Second, cultural mistakes were made as customers did not
approve of American service practices. A third challenge was
Germany's then strict regulations on location and opening
hours. German workers also resisted Walmart ‘s workplace
customs, resulting in labour union conflicts.

Walmart's first Asian expansion into South Korea met
strong local competition and failed to meet local customer
needs; it also ended in exit after eight years. China has been
more of a mixed picture. On the one hand sales have steadily
increased; over 400 stores have been established and they
make a profit. On the other hand, the cultural distance was
considerably larger than first anticipated. An early discovery
was that Chinese consumers prefer frequent shopping trips

in contrast to Walmart’'s home-based experience where
customers drive to out-of-town stores and fill their cars
with large multi-packs. While it encountered a completely
different international market it also faced large regional
variations in this vast and multi-ethnic country. It has also
struggled with local regulations and food safety issues and
tough competition from Carrefour.

After some disappointing years with international
sales dropping over 10 per cent Judith McKenna, a long-
time Asda Executive and Executive Vice President of
Strategy, was promoted to President and CEO of Walmart
International in 2018. She has partly shifted the strategy
towards more mergers, acquisitions and partnerships:
in India the largest online retailer Flipkart was acquired
and in Brazil the majority stake in the operations was
sold and in Latin America Cornershop, a fast-growing
online grocery app was acquired: ‘The transaction is an
important step forward in accelerating the company’'s . . .
growth in Latin America . .. [their] digital expertise, tech-
nology and capabilities will strengthen our successful
businesses in Mexico and Chile and provide learning for
other markets in which we operate.’

Sources: Dudely, R., "Wal-Mart's everyday low prices fail to stir Brazil-
ians’, Bloomberg Business, 23 April 2014; Felsted, A., ‘Chinese grocery
sales forecast to rise by a third: Food & beverages, 24 August 2015,
Financial Times; Thomson Reuters Street Events, '"Wal Mart Stores Inc
22nd Annual Meeting For The Investment Community’, Edited Tran-
script, 14 October 2015; L. Whipp, ‘"Walmart to close 269 stores as it
revamps online presence’, 15 January 2016, Financial Times; N. Bose,
‘Walmart attempts international turnaround with UK, India tie-ups’,
29 April 2018. Reuters; Judith McKenna, Walmart President and CEO
in:J. Webber, "Walmart boosts LatAm ecommerce push with Corner-
shop purchase’, 13 September 2018, Financial Times.

Questions

1 What are the internationalisation drivers Walmart
International has struggled with?

2 What might be the dangers for a large Western retailer
in staying out of emerging markets?
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Figure 9.2 Drivers of internationalisation
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Given internationalisation’s complexity, international strategy should be underpinned

by a careful assessment of trends in each particular market. George Yip at China Europe
International Business School provides a framework for analysing ‘drivers of globalisation’.
In the terms of this chapter, these drivers can be thought of as ‘internationalisation drivers’
more generally. In this book, therefore, Yip's globalisation framework sees international
strategy potential as determined by market drivers, cost drivers, government drivers and

C

ompetitive drivers (see Figure 9.2).5 In more detail, the four internationalisation drivers

are as follows:

Market drivers. A critical facilitator of internationalisation is standardisation of market char-
acteristics. There are three components underlying this driver. First, the presence of similar
customer needs and tastes: for example, the fact that in most societies consumers have
similar needs for easy credit has promoted the worldwide spread of a handful of credit
card companies such as Visa. Second is the presence of global customers: for example, car
component companies have become more international as their customers, such as Toyota
or Ford, have internationalised, and required standardised components for their factories
around the world. Finally, transferable marketing promotes market globalisation: brands
such as Coca-Cola are still successfully marketed in very similar ways across the world.

Cost drivers. Costs can be reduced by operating internationally. Again, there are three main
elements to cost drivers. First, increasing volume beyond what a national market might
support can give scale economies, both on the production side and in purchasing of supplies.
Companies from smaller countries such as the Netherlands, Switzerland and Taiwan tend
therefore to become proportionately much more international than companies from the
USA, which have a vast market at home. Scale economies are particularly important in
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industries with high product development costs, as in the aircraft industry, where initial
development costs need to be spread over the large volumes of international markets.
Second, internationalisation is promoted where it is possible to take advantage of variations
in country-specific differences. It thus makes sense to locate the manufacture of clothing in
Africa or Bangladesh where labour is still considerably cheaper, but to keep design activities
in cities such as New York, Paris, Milan or London, where fashion expertise is concentrated.
The third element is favourable logistics, or the costs of moving products or services across
borders relative to their final value. From this point of view, microchips are easy to source
internationally, while bulky materials such as assembled furniture are harder.

* Governmentdrivers. There are three main factors here that facilitate internationalisation.
First, reduction of barriers to trade and investment has accelerated internationalisation.
During the last couple of decades governments have reduced restrictions on both flow of
goods and capital. The World Trade Organization has been instrumental in reducing trade
barriers globally.” Similarly, the emergence of regional economic integration partner-
ships like the European Union (EU), the Association of Southeast Asian Nations (ASEAN)
Economic Community and the United States—Mexico—Canada Agreement (USMCA) (The
trade agreement is signed but yet not ratified.) has promoted this development. No
government, however, allows complete economic openness and it typically varies widely
from industry to industry, with agriculture and high-tech industries related to defence
likely to be particularly sensitive. Even if trade barriers have been reduced the last few
years have seen a push back by the USA against international trade and trade agree-
ments with raised trade tariffs, renegotiations of international trade agreements and
blocking sensitive Chinese technology companies. Likewise, US companies like Google
and Facebook have encountered new barriers and regulations from Chinese authorities.
The liberalisation and adoption of free markets in many countries around the globe have
also encouraged international trade and investments. Economic and free market reforms
in China and later in Eastern Europe and Russia have been followed by market-based
reforms in numerous Asian, South American and African economies. A third important
government factor is technology standardisation. Compatible technical standards make
it easier for companies to access different markets as they can enter many markets with
the same product or service without adapting to local idiosyncratic standards.

* Competitive drivers. These relate specifically to globalisation as an integrated worldwide
strategy rather than simpler international strategies (see Section 9.4). These have two
elements. First, interdependence between country operations increases the pressure for
global coordination. Company value chains are increasingly fragmented with suppliers,
manufacturing and sales dispersed over a range of different countries facing various compet-
itive and customer pressures. For example, a business with a plant in Mexico that sources
parts in Brazil and serves both the US and the Japanese markets has to coordinate carefully
between the different locations: surging sales in one country, or a collapse in another, will
have significant knock-on effects on the other countries. The second element relates directly
to competitor strategy. The presence of globalised competitors increases the pressure to
adopt a global strategy in response because competitors may use one country’s profits to
cross-subsidise their operations in another. A company with a loosely coordinated inter-
national strategy is vulnerable to globalised competitors, because it is unable to support
country subsidiaries under attack from targeted, subsidised competition. The danger is of
piecemeal withdrawal from countries under attack, and the gradual undermining of any
overall economies of scale that the international player may have started with.®

The key insight from Yip's drivers framework is that the internationalisation potential of
industries is variable. There are many different factors that can support it as indicated above,
but others can inhibit it. For example, customer needs and tastes for many food products
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inhibit their internationalisation and local governments often impose tariff barriers, owner-
ship restrictions and local content requirements on foreign entrants. An important step in
determining an internationalisation strategy is a realistic assessment of the true scope for
internationalisation in the particular industry.

9.3 Geographic sources of advantage
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A company entering a market from overseas typically starts with considerable disadvantages
relative to local competitors, which will usually have superior knowledge of the local market
and its institutions. When firms expand internationally they thus start with a liability of foreign-
ness and face additional costs of doing business compared with local firms as these already
have established relationships with customers, suppliers and authorities.? A foreign entrant
must therefore have significant firm-specific competitive advantages for it to overcome these
inherent advantages of local competitors. Tesco’s failure in the USA is an example of this. After
seven years and investments of about £ 1bn (€1.2bn) in its'US ‘Fresh & Easy’ business Tesco was
forced to withdraw. Unlike in the UK, Tesco had limited competitive advantage over the strong
US domestic retailers. Internationalisation thus requires building on the sources of sustain-
able competitive advantage that we have discussed earlier in Chapters 4 and 7 including the
organisation’s unique strengths in resources and capabilities and business strategy. While
these firm- or organisation-specific advantages are important, competitive advantage in an
international context also depends on country-specific or geographic advantages.'°

As the earlier discussion of cost drivers in international strategy has shown, the geograph-
ical location of activities is a crucial source of potential advantage and one of the distin-
guishing features of international strategy relative to other diversification strategies. Bruce
Kogut at Columbia University has explained that an organisation can improve the configur-
ation of its value chain and system (see Section 4.4.3) by taking advantage of country-specific
differences.’’ There are two principal opportunities available: the exploitation of particular
locational advantages, in the company’s home country, and sourcing advantages overseas
via an international value system.

Managers need to appraise these potential sources of competitive advantage carefully:
if there are no firm-specific or geographical competitive advantages, international strategy
is liable to fail.

9.3.1 Locational advantage: Porter’s diamond'?

Countries and regions within them, and organisations originating in those, often benefit
from competitive advantages grounded in specific local conditions. They become associated
with specific types of enduring competitive advantage: for example, the Swiss in private
banking, the northern Italians in leather and fur fashion goods, and the Taiwanese in laptop
computers. Michael Porter has proposed a four-pointed ‘diamond’ to explain why some loca-
tions tend to produce firms with competitive advantages in some industries more than others
(see Figure 9.3). Specifically, Porter’s Diamond suggests that locational advantages may
stem from local factor conditions; local demand conditions; local related and supporting
industries; and from local firm strategy structure and rivalry. These four interacting deter-
minants of locational advantage work as follows:

* Factor conditions. These refer to the ‘factors of production’ that go into making a product
or service (i.e. raw materials, land and labour). Factor condition advantages at a national
level can translate into general competitive advantages for national firms in international
markets. For example, the linguistic ability of the Swiss has traditionally provided a
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igure 9.3 Porter’s Diamond — the determinants of national advantages
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tage of Nations by Michael E. Porter. Copyright © 1990, 1998 by Michael E. Porter. All rights reserved

significant advantage to their banking industry. Cheap energy has traditionally provided
an advantage for the North American aluminium industry.

Home demand conditions. The nature of the domestic customers can become a source of
competitive advantage. Dealing with sophisticated and demanding customers at home helps
train a company to be effective overseas. For example, America’s long distances have led to
competitive strength in very large truck engines. Sophisticated local customers in France and
Italy have helped keep their local fashion industries at the leading edge for many decades.

Related and supporting industries. Local ‘clusters’ of related and mutually supporting
industries can be an important source of competitive advantage. These are often region-
ally based, making personal interaction easier. In northern Italy, for example, the leather
footwear industry, the leatherworking machinery industry and the design services that
underpin them group together in the same regional cluster to each other’s mutual
benefit. Silicon Valley forms a cluster of hardware, software, research and venture capital
organisations that together create a virtuous circle of high-technology enterprise.

Firm strateqgy, industry structure and rivalry. The characteristic strategies, industry structures
and rivalries in different countries can also be bases of advantage. German companies’
strategy of investing in technical excellence gives them a characteristic advantage in
engineering industries and creates large pools of expertise. A competitive local industry
structure is also helpful: if too dominant in their home territory, local organisations can
become complacent and lose advantage overseas. Some domestic rivalry can actually be
an advantage, therefore. For example, the Swiss pharmaceuticals industry became strong
in part because each company had to compete with several strong local rivals.

Porter's Diamond model underlines the environmental conditions and structural attri-

butes of nations and their regions that contribute to their competitive advantage and to
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firms coming from them. It has been used by governments aiming to increase the competi-
tive advantage of their local industries. The argument that rivalry can be positive has led to
a major policy shift in many countries towards encouraging local competition rather than
protecting home-based industries. Governments can also foster local industries by raising
safety or environmental standards (i.e. creating sophisticated demand conditions) or encour-
aging cooperation between suppliers and buyers on a domestic level (i.e. building clusters
of related and supporting industries in particular regions).

For individual organisations, however, the value of Porter’s Diamond is to identify the
extent to which they can build on home-based advantages to create competitive advan-
tage in relation to others internationally. To compete with local actors, organisations must
carefully exploit the distinct environmental conditions and structural attributes illustrated
in Figure 9.3. For example, Dutch brewing companies — such as Heineken — had an advan-
tage in early internationalisation due to the combination of sophisticated consumers and
limited room to grow at home. Volvo Trucks, the Swedish truck and construction equipment
manufacturer, has achieved global success by building on a local network of sophisticated
engineering partners and suppliers and a local demand orientated towards reliability and
safety. Before embarking on an internationalisation strategy, managers should thus seek
out sources of general locational advantage to underpin their company’s individual sources
of advantage.

9.3.2 The international value system

The sources of geographic advantage need, however, not be purely domestic. In addition,
as companies continue to internationalise, the country of origin becomes relatively less
important for competitive advantage. For companies with most of their sales abroad, like
the telecom giant Ericsson with 95 per cent of sales outside its home country Sweden, the
configuration of the international environments where they operate is at least as important
as their domestic environment. This implies that for international companies, advantage
also needs to be drawn from the international configuration of their value system (see
Section 4.4.3). Here the different skills, resources and costs of countries around the world
can be systematically exploited in order to locate each element of the value chain in that
country or region where it can be conducted most effectively and efficiently. Large multi-
national companies often develop and manage complex global supply chains in this way.
This may be achieved through both foreign direct investments and joint ventures but also
through global sourcing: purchasing services and components from the most appropriate
suppliers around the world, regardless of their location. For example, in the UK for many
years the National Health Service has been sourcing medical personnel from overseas to
offset a shortfall in domestic skills and capacity. Smaller organisations can also build on the
broader system of suppliers, channels and customers as demonstrated in lllustration 9.2.
Locational advantages can be of different kinds. Facebook, for example, has located huge
centres for their servers in the northern part of Sweden not only because of the low energy
cooling costs due to a cold climate, but because of local technology capabilities and skills
and Sweden’s policy of low CO? emissions. Different locational advantages can be identified:

® (Cost advantages include labour costs, transportation and communications costs and
taxation and investment incentives. Labour costs are important. American and European
firms, for example, have moved much of their software programming tasks to India where
a computer programmer costs an American firm about one quarter of what it would pay
for a worker with comparable skills in the USA. As wages in India have risen, however,
some IT firms have started to move work to even more low-cost locations such as Thailand
and Vietnam.
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Illustration 9.2 The international Joint Effort Enterprise’

For Blue Skies international strategy is something more than profit alone.

Blue Skies specialises in producing fresh-cut fruit and juice
products from a network of factories in Africa and South
America. It supplies over 12 major European retailers,
including Waitrose in the UK, Albert Heijn in the Nether-
lands and Monoprix in France. The company has factories in
Ghana, Egypt, South Africa and Brazil. Its biggest factory is in
Ghana and employs over 2,500 people and sources fruit from
over 100 small to medium-sized farms. Blue Skies believes
in value adding at source whereby the raw materials are
processed within the country of origin rather than shipped
overseas and processed elsewhere. By doing this, as much as
70 per cent of the value of the finished product stays within
the country of origin, compared to as little as 15 per cent if
itis processed outside.

Blue Skies works within a framework it has developed
called the ‘Joint Effort Enterprise’ (JEE). While it is their
model for a sustainable business, it is not a model which has
been introduced to respond to the growing hype around
‘sustainability’. Instead it is a set of principles from the foun-
dation of the business in 1998 to ensure that the organisa-
tion would endure. The JEE is principally made up of three
strands: a diverse society, a culture of respect and a drive for
profit. The latter must not, however, come at the expense
of all the other strands. Blue Skies believes that this model
ensures that it retains the best people and conserves the
resources it relies on, so that it can produce the best quality
products and therefore generate the income that keeps
the organisation going. Its approach is ‘based on fairness
in business, respect for each other and above all, trust’. In
addition, Blue Skies raised over £1m (€1.3m) in partnership
with two European retailers and completed over 40 pro-
jects in Ghana and South Africa, including the construction
of schools, latrines and community centres. The Blue Skies
JEE approach has also been awarded a Queens Award for
Enterprise in the Sustainable Development Category in
2009, 2011 and 2015.

During the last decade Blue Skies has encountered several
international challenges: a world recession, rising energy prices,
exchange rate volatility, shortage of raw materials, etc. It realises
that these are challenges that an international operation across
three continents must be ready and willing to respond to.
Accordingly, it has undertaken a number of initiatives:

e Developing products for local and dollar-based markets
to reduce exposure to exchange rate losses and supply
chain disruption.

e Expanding its supply base around the world to ensure
year-round supply of fruit.

e Helping its suppliers achieve agricultural standards such
as LEAF (Linking Environment and Farming) to ensure sus-
tainability of supply.

e Growing the Blue Skies Foundation to strengthen its rela-
tionship with staff, farmers and their communities.

e Developing plans to generate renewable energy to re-
duce electricity costs and greenhouse gas emissions.

e Opening a European-based contingency factory to ensure
consistency of supply during supply chain disruption.

Source: Prepared by Edwina Goodwin, Leicester Business School, De
Montfort University.

Questions

1 What internationalisation drivers (Figure 9.2) do you
think were most important for Blue Skies’ decision to
enter its specific markets?

2 How does Blue Skies' strategy fit into a broader inter-
national value system including suppliers, channels and
customers (see also Figure 3.5)?

3 To what extent is JEE key to Blue Skies' international
strategy and competitive advantage or rather a social
entrepreneurship effort?
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® Unique local capabilities may allow an organisation to enhance its competitive advantage.
Gradually, value-creating and innovative activity become geographically dispersed across
multiple centres of excellence within multinational organisations.’® For example, leading
European pharmaceuticals company GSK has R&D laboratories in Boston and the Research
Triangle in North Carolina in order to establish research collaborations with the prominent
universities and hospitals in those areas. Internationalisation, therefore, is increasingly not
only about exploiting an organisation’s existing capabilities in new national markets, but
about developing and drawing on capabilities found elsewhere in the world.

* National market characteristics can enable organisations to develop differentiated
product offerings aimed at different market segments. American guitar-maker Gibson,
for example, complements its US-made products with often similar, lower-cost alternatives
produced in South Korea under the Epiphone brand. However, because of the American
music tradition, Gibson'’s high-end guitars benefit from the reputation of still being ‘made
in the USA'".

9.4 International strategies
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Given their organisation-specific advantages and the ability to obtain sources of inter-
national competitive advantage through geographic home-based factors or international
value systems, organisations still face difficult questions about what kind of international
strategy to pursue. The fundamental issue in formulating an international strategy is to
balance pressures for global integration versus those for local responsiveness.'* Pressures for
global integration encourage organisations to coordinate their activities across diverse
countries to gain efficient operations. The internationalisation drivers discussed above
(Section 9.2) indicate forces that organisations can build on to achieve lower costs and higher
quality in operations and activities on a global scale. However, there are conflicting pressures
that also encourage organisations to become locally responsive and meet the specific needs
in each individual country (see Section 9.5.1 below). Values and attitudes, economics, political
institutions, cultures and laws differ across countries, which imply differences in customer
preferences, product and service standards, regulations and human resources that all need
to be addressed. These two opposing pressures — global integration vs. local responsiveness
— put contradictory demands on an organisation’s international strategy. High pressure for
global integration implies an increased need to concentrate and coordinate operations glob-
ally. In contrast, high pressure for local responsiveness implies a greater need to disperse
operations and adapt to local demand.

This key problem is sometimes referred to as the global-local dilemma: the extent to
which products and services may be standardised across national boundaries or need
to be adapted to meet the requirements of specific national markets. For some prod-
ucts and services — such as TVs — markets appear similar across the world, offering huge
potential scale economies if design, production and delivery can be centralised. For other
products and services — such as processed food — tastes still seem highly national-specific,
drawing companies to decentralise operations and control as near as possible to the
local market.

This dilemma between global integration and local responsiveness suggests several
possible international strategies, ranging from emphasising one of the dimensions to
complex responses that try to combine both. Organisations need to assess to what degree
there are potential advantages of cost and quality of global integration and balance those
pressures against the need to adapt products and/or services to local conditions. This section
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Figure 9.4 International strategies: global integration vs. local responsiveness
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introduces four different kinds of international strategy, based on strategic choices and
management about this balance (see Figure 9.4). The four basic international strategies are:"?

® Exportstrategy. This strategy leverages home country capabilities, innovations and prod-
ucts in different foreign countries. It is advantageous when both pressures for global
integration and local responsiveness are low, as shown in Figure 9.4. Companies that have
distinctive capabilities together with strong reputation and brand names often follow this
strategy with success. Google, for example, centralises its R&D and the core architecture
underlying its internet search services at its headquarters in California in the USA and
exploits it internationally with minor adaptations except for local languages and alpha-
bets. The downside of this approach is the limits of a home country centralised view of
the business with risks of skilled local competitors getting ahead. Google, for example,
meets strong local rivals in Baidu in China and Naver in Korea both of which have superior
mastery of the language and understanding of local consumer behaviour and regulation.

* Multi-domestic strategy. This is a strategy that maximises local responsiveness. It is based
on different product or service offerings and operations in each country depending on
local market conditions and customer preferences. Each country is treated differently with
considerable autonomy for each country manager to best meet the needs of local markets
and customers in that particular country. As with the export strategy, this strategy is simi-
larly loosely coordinated internationally. The organisation becomes a collection of rela-
tively independent units with value chain activities adapted to specific local conditions.
This multi-domestic approach is particularly appropriate when there are strong benefits
to adapting to local needs and when there are limited efficiency gains from integration.
It is common in food and consumer product industries where local idiosyncratic prefer-
ences are significant. Marketing-driven companies often pursue this type of strategy. For
example, Frito-Lay, a US branded-snacks company, tailors its global products to local tastes
and even creates entirely new snack products for local markets.'® The disadvantages of
a multi-domestic strategy include manufacturing inefficiencies, a proliferation of costly
product and service variations and risks towards brand and reputation if national practices
become too diverse.

* Global strategy. This is a strategy that maximises global integration. In this strategy the
world is seen as one marketplace with standardised products and services that fully
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exploits integration and efficiency in operations. The focus is on capturing scale economies
and exploiting location economies worldwide with geographically dispersed value chain
activities being coordinated and controlled centrally from headquarters. In these respects,
this strategy is the exact opposite to the multi-domestic strategy. A global strategy is
most beneficial when there are substantial cost or quality efficiency benefits from stand-
ardisation and when customer needs are relatively homogeneous across countries. It is
a common strategy for commodities or commodity-like products. For example, Mexican
Cemex, one of the largest cement companies in the world, follows a global strategy with
centralised and shared services in information technology, R&D, human resources and
financial services across countries and regions."” Non-commodity companies can also
follow a global strategy, like Sweden'’s furniture retailer IKEA. Based on a strong home
base they standardise products and marketing with limited local adaptation to gain
maximum global integration efficiency. The drawback of the global strategy is reduced
flexibility due to standardisation that limits possibilities to adapt activities and products
to local conditions. This has, for example, led IKEA to make minor modifications of some
furniture offerings to suit local tastes.

* Transnational strategy. This is the most complex strategy that tries to maximise both respon-
siveness and integration. Its aim is to unite the key advantages of the multi-domestic and
global strategies while minimising their disadvantages. In addition, it maximises learning
and knowledge exchange between dispersed units. In this strategy products and services
and operational activities are, subject to minimum efficiency standards, adapted to local
conditions in each country. In contrast to the multi-domestic strategy, however, this
strategy also leverages learning and innovation across units in different countries. The
value chain configuration includes an intricate combination of centralised manufacturing
to increase efficiency combined with distributed assembly and local adaptations. Coordin-
ation is neither centralised at home nor dispersed in foreign countries, but knowledge
flows between units are encouraged from wherever ideas and innovations come from.
The major advantage of this strategy is its capacity to support efficiency and effectiveness
while at the same time being able to serve local needs and leverage learning across units.
General Electric has been celebrated as having a transnational strategy that emphasises
seeking and exchanging ideas irrespective of where they come from. The company swaps
ideas regarding efficiency, business processes, customer responsiveness and innovation
across different parts of the value chain and diverse countries worldwide.'® However,
while itis argued that transnational strategies are becoming increasingly necessary, many
firms find it difficult to implement given its complexity and the fundamental trade-off
between integration and responsiveness. ABB, the Swiss—Swedish engineering giant, was
once identified as the archetypal transnational company, but later ran into serious prob-
lems."® They have since tried to find the middle ground in a more regional strategy — a
compromise discussed below.

In practice, these four international strategies are not absolutely distinct as indicated by
the overlapping ovals in Figure 9.4. They are rather illustrative examples of alternative
international strategies with global integration and local responsiveness being matters of
degree rather than sharp distinctions. Moreover, choices between them will be influenced by
changes in the internationalisation drivers introduced earlier. It is rare that companies adopt
a pure form of international strategy; instead they often blend approaches and are located
somewhere between the four strategies. As exemplified above, IKEA has a global strategy,
but also makes some minor local adaptations, which may eventually move the company
towards more of a transnational strategy.

Often regions (e.g. Europe or North America) play a larger role in international strategy
than individual countries or global expansion. Thus many multinationals compromise
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between local and global logics by opting for regional strategies.?® The aim of this strategy
is to attain some of the economic efficiency and location advantages while simultaneously
reaching local adaptation advantages. Regions are treated as relatively homogenous markets
with value chain activities concentrated within them. Sales data suggests that many multi-
national companies follow this type of strategy focused on one or two regions including the
triad of Europe, North America and/or Japan/Asia.?" For example, over 85 per cent of all cars
sold within each of these regions are built in that same region. This regional approach to
international strategy shows that distances and differences between nations are still rela-
tively large (see Section 9.5.1 below), which makes global integration difficult.

These differences can, however, be exploited in arbitrage for value creation. Arbitrage
implies that multinationals take advantage of price differences between two or more
markets by purchasing goods cheaply in one market and selling them at a higher price in
another. For example, Walmart is known for sourcing much of what the company sells in
the USA from China. Not only purchasing price differences, but differences in labour costs, in
knowledge, capital and taxes can be exploited by operating in diverse countries. The poten-
tial for arbitrage in multinationals is substantial and it has been suggested as a third signif-
icant international strategy dimension, besides integration and responsiveness.?? Finally,
different international strategies require diverse organising requirements for success, which
are discussed in Chapter 14 (Section 14.2.4).

9.5 Market selection and entry

Having decided on an international strategy built on significant sources of competitive
advantage and supported by strong internationalisation drivers, managers next need to
decide which countries to enter. There are substantial differences in customer needs and in
economic, regulative—administrative, political and cultural institutions. To an extent, however,
countries can initially be compared using standard environmental analysis techniques, for
example along the dimensions identified in the PESTEL framework (see Section 2.2) or
according to the five forces (Section 3.3) for specific industries. However, there are specific
determinants of market attractiveness that need to be considered in internationalisation
strategy: the intrinsic characteristics of the country and market. A key point is how initial esti-
mates of country attractiveness can be modified by considering various measures of distance
and the likelihood of competitor retaliation. The section concludes by considering different
entry strategy modes into national markets.

9.5.1 Country and market characteristics

A common procedure for evaluating a nation’s potential for entry is to analyse its economic
conditions (GDP, income growth rates per capita, etc.) and perhaps other aggregate measures
of competitiveness and political stability. Based on this a company can choose the most
attractive country. However, Tarun Khanna and Krishna Palepu from Harvard Business School
have shown that this may not be enough, especially not for emerging markets.?3 These are
often equally attractive on composite measures but may differ considerably on the specifics
of institutional infrastructure. They emphasise that regulatory systems, contract-enforcing
mechanisms, specialised intermediaries and other ‘soft’ infrastructure like the availability of
market information need to be carefully evaluated. These kinds of institutional voids must
then be taken into consideration when evaluating country attractiveness, besides composite
country rankings.?* Illustration 9.3 describes a company for which institutions triumph all
other international challenges.
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The PESTEL framework can thus be used here as it not only considers economic factors
but broader institutional ones as well. This suggests that at least four of its elements can be
of help in evaluating and comparing countries for entry:

* Political. Political environments vary widely between countries and can alter rapidly. Russia
since the fall of communism has seen frequent swings for and against private foreign
enterprise. It isimportant to determine the level of political risk before entering a country.
In the extreme case governments simply take over companies. For example, the Argen-
tinian government nationalised the Spanish oil company Repsol’s 57 per cent stake in
Argentina’s largest oil company and General Motor's plant in Venezuela was seized by
the authorities. Governments can of course also create significant opportunities for organ-
isations. For example, the British government has traditionally promoted the financial
services industry in the City of London by offering tax advantages to high-earning finan-
ciers from abroad and providing a 'light-touch’ regulatory environment.

® Economic. Key comparators in deciding entry are levels of gross domestic product and
disposable income that help in estimating the potential size of the market. Fast-growth
economies obviously provide opportunities, and in developing economies such as China
and India growth is translating into an even faster creation of a high-consumption middle
class. At the same time entirely new high-growth markets are opening up in Africa
including Nigeria and Ghana.

* Social. Social factors will clearly be important, for example the availability of a well-trained work-
force or the size of demographic market segments — old or young — relevant to the strategy.
Cultural variations also need to be considered, for instance in defining tastes in the marketplace.

® Legal. Countries vary widely in their legal regime, determining the extent to which busi-
nesses can enforce contracts, protect intellectual property or avoid corruption. Similarly,
policing will be important for the security of employees, a factor that in the past has
deterred business in some African countries.

Pankaj Ghemawat from Spain’s IESE Business School emphasises that what matters is
not just the attractiveness of different countries relative to each other, based on PESTEL
for example. He points out that the compatibility of the countries with the international-
ising firm itself and its country of origin is what really matters.?> Thus Ghemawat underlines
the importance of match between country and firm. For firms coming from any particular
country, some countries are more ‘distant’ — or mismatched — than others. For example, a
Spanish company might be ‘closer’ to a South American market than an East Asian market
and might therefore prefer that market even if it ranked lower on standard criteria of attract-
iveness. As well as a relative ranking of countries, therefore, each company has to add its
assessment of countries in terms of closeness of match.

Ghemawat's "CAGE framework’ measures the match between countries and companies
according to four dimensions of distance, reflected by the letters of this acronym. Hence, the
CAGE framework emphasises the importance of cultural, administrative, geographical
and economic distance, as follows:

® Cultural distance. The distance dimension here relates to differences in language, ethnicity,
religion and social norms (see Section 6.3.1 for four key dimensions upon which national
cultures tend to differ). Cultural distance is not just a matter of similarity in consumer
tastes, but extends to important compatibilities in terms of managerial behaviours. Here,
for example, US firms might be closer to Canada than to Mexico. Figure 9.5 draws on the
GLOBE survey of 17,000 managers from 62 different societal cultures around the world
to contrast specifically the orientations of American and Chinese managers on some key
cultural dimensions. According to this GLOBE survey, American managers appear to be
typically more risk-taking, while Chinese managers are more autonomous.®
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Illustration 9.3 Tomra’s institutional challenges

Price, competition and technology are the least of Tomra’s internationalisation worries.

TOMRA'

A Tomra reverse vending machine.
Source: dpa picture alliance/Alamy Stock Photo

Coping with different legal and cultural aspects across
nations has been at the core of Tomra'’s strategic challenges
when internationalising. Tomra, a Norwegian company,
manufactures and sells reverse vending machines that auto-
mate the collection of recyclable beverage containers. The
need for such machines was created by container-deposit
legislation in Scandinavia in the 1970s. Consumers can
claim back the deposit when returning empty containers
to retail outlets, which bear the responsibility for collec-
tion. By receiving, sorting and compacting containers
and reimbursing deposits, reverse vending machines not
only save on retailer labour costs, but satisfy customers’
increasing concerns for environmental waste.

As deposit laws were adopted by other European coun-
tries and some states in the USA, Tomra piggybacked, swiftly
internationalised and captured large market shares. It is
supermarkets that have the legal responsibility to collect
beverage containers and Tomra could thus rely on laws to
unlock new territories while keeping competition at bay
through incremental technological advances. However, inter-
national container-deposit legislation has slowed down and
even been withdrawn in some US states. This is challenging
for Tomra’s further internationalisation process and they
essentially face two possible approaches: lobbying for deposit
legislation or in other ways trying to influence customers.

Lobbying for legislation

Tomra could try to turn the opinion towards legislation in
seemingly fit countries. They could focus on the public by
joining forces with environmentalist and other pro-deposit
organisations. Efforts could also be made to more directly
target lawmakers in countries with advanced discussions on

recycling legislation. This is a high risk, high return strategy
that pays out greatly if successful but is inherently unpredict-
able. Political processes take time and the opposing side in the
lobbying war includes strong industry actors, including multi-
national beverage firms and Tomra’s retail outlet customers.
At worst, years of struggling could result in laws being voted
down, sending Tomra back to the drawing board.

In Germany, Tomra took part in a prolonged struggle
to introduce a federal deposit and came out victorious
but exhausted. Although Germany in one swoop became
its largest market, Tomra has been less successful with this
approach in other markets, like Texas.

Experimenting with non-deposit solutions

Another way forward is by creating demand that does not
depend on legislation. Instead, non-deposit solutions call for
other, culturally related sources of motivation, such as environ-
mental or littering concerns, social pressures to be a respon-
sible citizen, etc. For supermarkets, schools, sports stadiums
and other potential premises for reverse vending machines,
motivators include customer attraction and retention.

Non-deposit solutions work only if associated soci-
etal and moral ideals trump consumers’ inconvenience of
having to bring empty bottles to reverse vending machines.
For machine operators, often ambiguous virtues must be
weighed against purchase and maintenance costs, and the
possible reduction of shelf space from housing a reverse
vending machine. After more than a decade of non-deposit
experimentation and pulling out of the UK, Tomra found
a viable solution in Japan, where consumers were already
used to returning bottles without financial incentives.

In brief, the choice between deposit or non-deposit solu-
tions is central for Tomra's further internationalisation. It will
differ depending on country and institutional characteristics
including political, legal, cultural and normative factors.

Source: Prepared by Ivar Padron-Hernandez, Stockholm School of
Economics.

Questions

1 What are the most important elements of the CAGE
framework for Tomra’s different strategies?

2 What would be suitable countries to enter for deposit
and non-deposit solutions?

3 Canyou think of other examples where local differences
in legislation and norms may be more important than
issues of price, competition and technology?

285



Chapter 9 International strategy

286

Figure 9.5 International cross-cultural comparison
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Note: Based on a survey of managers on standard dimensions (selection presented here).

Source: M. Javidan, P. Dorman, M. de Luqgue and R. House, In the eye of the beholder: cross-cultural lessons in leader-
ship from Project GLOBE’, Academy of Management Perspectives, February 2006, pp. 67-90 (Figure 4: USA vs China,
p. 82). (GLOBE stands for ‘Global Leadership and Organizational Behavior Effectiveness’.)

* Administrative and political distance. Here distance is in terms of incompatible administra-
tive, political or legal traditions. Colonial ties can diminish difference, so that the shared
heritage of France and its former West African colonies creates certain understandings
that go beyond linguistic advantages. Institutional weaknesses or voids — for example,
slow or corrupt administration — can open up distance between countries. So too can
political differences: Chinese companies are increasingly able to operate in parts of the
world that American companies are finding harder, for example parts of Africa and the
Middle East.

® Geographical distance. This is not just a matter of the kilometres separating one country
from another, but involves other geographical characteristics of the country such as size,
sea access and the quality of communications infrastructure. Transport infrastructure can
shrink or exaggerate physical distance. France is much closer to large parts of Continental
Europe than to the United Kingdom thanks to its high-speed rail network and because of
the barrier presented by the English Channel and the latter’s relatively poor road and rail
infrastructure. Another example is the Brazilian mining company Vale, which has devel-
oped mega-ship carriers for its Chinese exports to limit the effect of geographic distances.

* Economic. The final element of the CAGE framework refers particularly to wealth distances.

There are of course huge disparities in wealth internationally: around the world, there are
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4 billion people beneath the poverty income threshold of less than $2 a day.?” Multi-
nationals from rich countries are typically weak at serving such very poor consumers.
However, these rich-country multinationals are losing out on large markets if they only
concentrate on the wealthy elites overseas. C.K. Prahalad pointed out that the aggre-
gated wealth of those at the ‘base of the pyramid’in terms of income distribution is very
substantial: simple mathematics means that those 4 billion below the poverty threshold
represent a market of more than $2,000bn per year. If rich-country multinationals can
develop new capabilities to serve these numerically huge markets, they can bridge the
economic distance, and thereby both significantly extend their presence in booming
economies such as China and India and bring to these poor consumers the benefits that
are claimed for Western goods.?® See Illustration 9.4 for examples of innovative bases of
pyramid strategies.

9.5.2 Competitive characteristics

Assessing the relative attractiveness of markets by PESTEL and CAGE analyses including
careful examinations of institutions is a significant first step. Thinking Differently at the end
of this chapter highlights the significance of institutions for market entry and selection and
considers an entirely new strategy view based on them. However, there is also a second
element, which relates to competition. Here, of course, Michael Porter’s Five Forces Frame-
work can help (see Section 3.3), but it is important to observe that an attractive industry in
the home market can be unattractive in another country. For example, country markets with
many existing competitors, powerful buyers (perhaps large retail chains such as in much of
North America and Europe) and low barriers to further new entrants from overseas would
typically be unattractive. An additional consideration is the likelihood of retaliation from
other competitors.

In the Five Forces Framework, retaliation potential relates to rivalry and entry, but
managers can extend this by using insights directly from ‘game theory’ (see Section 7.3.2). It
takes competitor interdependence, including moves and countermoves, into consideration.
Here the likelihood and ferocity of potential competitor reactions are added to the simple
calculation of relative country market attractiveness. As in Figure 9.6, country markets can

be assessed according to three criteria:2°

* Market attractiveness to the new entrant, based on PESTEL, CAGE and five forces analyses,
for example. In Figure 9.6, countries A and B are the most attractive to the entrant.

* Defender’s reactiveness, likely to be influenced by the market’s attractiveness to the
defender but also by the extent to which the defender is working with a globally inte-
grated, rather than multi-domestic, strategy. A defender will be more reactive if the
markets are important to it and it has the managerial capabilities to coordinate its
response. Here, the defender is highly reactive in countries A and D.

* Defender’s clout, that is the power that the defender is able to muster in order to fight
back. Clout is typically a function of share in the particular market, but might be influ-
enced by connections to other powerful local players, such as retailers or government. In
Figure 9.6, clout is represented by the size of the bubbles, with the defender having most
clout in countries A, C, D and F.

Choice of country to enter can be significantly modified by adding reactiveness and clout
to calculations of attractiveness. Relying only on attractiveness, the top-ranked country to
enter in Figure 9.6 is country A. Unfortunately, it is also one in which the defender is highly
reactive, and the one in which it has most clout. Country B becomes a better international
move than A. In turn, country C is a better prospect than country D, because, even though

287



Chapter 9 International strategy

Illustration 9.4 Base of the pyramid strategies

Base of the pyramid strategy means more than just low prices and involves designing
new products, forming partnership, reshaping distribution channels and introducing

novel financing solutions.

Product design

A key problem in the developing world is the poor quality
of piped water. Unilever Hindustan, India’s largest consumer
goods company, owned by Anglo-Dutch Unilever, devel-
oped a water filter that makes water as safe as boiling. It
is marketed and sold through the wide Unilever distribu-
tion network. The filter has attracted over three million
households, mainly in India’s mega- or middle-sized cities.
However, at $35 (€26) it is still unattainable for millions of
Indians who live on less than a dollar a day. In an effort to
reach rural customers Unilever has introduced a light-version
(lower capacity) of the filter. The success of the product on
the Indian market has led Unilever Hindustan to introduce
the water filter in other markets in Asia, Eastern Europe and
South Africa.

Partnerships

First Energy Oorja started as a partnership between the
Indian Institute of Science Bangalore and British Petroleum
(BP) Emerging Consumer Market (ECM) division to develop
a stove using the ‘power of innovation and a strong under-
standing of consumer energy needs’. It was later acquired
by The Alchemists Ark, a privately held business consulting
firm. The First Energy Oorja stoves are low-smoke, low-cost
stoves, which work on pellets — an organic biofuel made of
processed agricultural waste. First Energy Oorja works in
close partnership with both local non-governmental organ-
isations and dealer networks in rural markets to distribute
and market the stove. This distribution model ensures that
the product reaches remote Indian locations and the stove
had reached over 3,000 households.

Distribution channels

Bayer CropScience, a global firm that develops and manu-
factures crop protection products, initiated a Green World
venture in Kenya. It introduced small packs of pesticides and
trained a network of small, rural agrodealers to guide and
educate small farmers on product handling and use. It also

provided further support and marketing via radio. Bayer
CropScience carefully selected dealers based on their repu-
tation in the community and sales volumes. Today about
25 per cent of its horticultural retail revenues in Kenya now
come from Green World stores.

Financial solutions

Cemex, a global cement corporation from Mexico, has been
an innovative pioneer in designing a microfinancing system,
‘Patrimonio Hoy' (Property Now), for the poor in Mexico and
later in the rest of Latin America. In the past, building houses
for this group had often proved lengthy and risky because
without savings or access to credit, low-income families could
only buy small amounts of building material at a time. Patri-
monio Hoy is a solution to this. It is a combination of savings
and credit schemes in which Cemex provides collateral-free
financing to customers via a membership system based on
small monthly fees. Customers demonstrate their savings disci-
pline by regular monthly payments and Cemex develops trust
in them by delivering building raw materials early on credit.
The programme is a success and has reached 265,000 families
so far with a further commitment to provide at least 125,000
additional low-income families with affordable housing.

Sources: Business Call to Action, 2016; Swiss Agency for Develop-
ment and Cooperation, 2011; Institute for Financial and Management
Research, 2012; E. Simanis and D. Duke, 'Profits at the Bottom of the
Pyramid’, Harvard Business Review, October 2014; A. Karamchandani, M.
Kubzansky and N. Lalwani, ‘Is the bottom of the pyramid really for you?’,
Harvard Business Review, March 2011; Business Today, December 2011.

Questions

1 Canyou imagine any risks or dangers that Western
companies might face in pursuing base of the pyramid
strategies?

2 s there anything that Western companies might
learn from base of the pyramid strategies in emerging
markets that might be valuable in their home markets?
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Figure 9.6 International competitor retaliation
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Note: Each bubble represents a country and its size indicates defender’s relative clout.

Source: Reprinted by permission of Harvard Business Review. Exhibit adapted from 'Global gamesmanship’ by
I. MacMillan, S. van Putter and R. McGrath, May 2003. Copyright © 2003 by the Harvard Business School Publishing
Corporation. All rights reserved.

they are equally attractive, the defender is less reactive. One surprising result of taking
defender reactiveness and clout into account is the re-evaluation of country E: although
ranked fifth on simple attractiveness, it might rank second overall if competitor retaliation
is allowed for.

This sort of analysis is particularly fruitful for considering the international moves of two
interdependent competitors, such as Unilever and Procter & Gamble or British Airways and
Singapore Airlines. In these cases the analysis is relevant to any aggressive strategic move, for
instance the expansion of existing operations in a country as well as initial entry.

9.5.3 Entry mode strategies

Once a particular national market has been selected for entry, an organisation needs to
choose how to enter that market. Entry mode strategies differ in the degree of resource
commitment to a particular market and the extent to which an organisation is oper-
ationally involved in a particular location. In order of increasing resource commitment, the
four key entry mode types are: exporting,; contractual arrangement through licensing or fran-
chising to local partners; joint ventures with local companies, in other words the establishment
of jointly owned businesses; and wholly owned subsidiaries, through either the acquisition of
established companies or ‘greenfield’ investments; the development of facilities from scratch.

This staged international expansion model emphasises the role of experience and learning
in determining entry mode strategy. Internationalisation typically brings organisations into
unfamiliar territory, requiring managers to learn new ways of doing business.3? The staged
international expansion model proposes a sequential process whereby companies grad-
ually increase their commitment to newly entered markets, as they build knowledge
and capabilities. Thus firms might enter initially by exporting or licensing, thereby acquiring
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some local knowledge while minimising local investments. As they gain knowledge and
confidence, firms can then increase their exposure, perhaps first by a joint venture and finally
by creating a wholly owned subsidiary. For example, the leading Danish wind turbine manu-
facturer Vestas first entered the US market through exports. Subsequently Vestas established
manufacturing and R&D facilities in Eastern Colorado to strengthen its competitive posi-
tion versus domestic players and now supplies 90 per cent of components required for the
assembly of a final turbine within the USA.

There are advantages and disadvantages for each entry mode strategy depending on a
range of factors including resource and investment requirements, control, risks, transport
costs, trade barriers, entry speed, etc. Table 9.1 lists some of these fundamental factors that
can help guide managers in choosing between market entry modes, but case-specific factors
need to be considered:

® Exportis the baseline option and has the advantage of requiring relatively less resources
and risks while offering speedy entry and possibilities to fully exploit production economies
in prevailing facilities. However, a potential disadvantage is of course transportation costs
and the possibility that products can be manufactured cheaper locally. Limited control of
marketing and sales and possible international trade barriers are other drawbacks.

* Licensing or franchising involves a contractual agreement whereby a local firm receives the
right to exploit a product technology or a service concept commercially for a fee during
a specific time period. Soft-drink companies like Coca-Cola use license agreements for
its drinks and brands internationally and fast food chains like McDonald’s use franchise
arrangements. Resource commitments can be kept low as local partners bear the primary
financial and political risks while entry can be relatively quick. The main disadvantage with
this entry mode is potential lack of control over technologies and product and service
quality plus a possible risk of technological leakage and poor quality.

* Jointventures are jointly owned companies where the international investor shares assets,
equity and risk with a local partner. This implies that resource and financial commitments
are limited compared to full ownership, and financial and political risks are also reduced.
Another advantage is the ability to build on the local partner’s knowledge of customer
needs and local institutions. In some countries, China for example, joint ventures may be
the only option for foreign investors in certain sectors. An important drawback, however,
is the risk of losing control over technologies to the partner even if agreements can be
made to lower this risk. Another disadvantage is disagreements and conflicts between the
partners when the joint venture evolves and changes over time. Companies balance the
trade-offs between these advantages and disadvantages in different ways. For example,
Sweden'’s heavy truck maker Volvo has set up joint ventures in China while its compet-
itor Scania, also headquartered in Sweden, has decided not to enter into Chinese joint
ventures due to the risk of losing control of its technological expertise.

* Wholly owned subsidiaries involve 100 per cent control through setting up entirely new
greenfield operations or by acquiring a local firm. This entry mode has the advantage
of giving the company strong control over technologies, operations, sales and finan-
cial results. It also allows for exploiting production and coordination economies among
diverse units globally. On the negative side this mode of entry involves substantial
resource commitments and costs besides risks for larger firms even though the latter
can be lowered somewhat if acquiring a local company (but acquisitions involve their
own challenges; see Section 11.5.2). Acquisitions are a common entry mode in the auto
industry including a whole range of acquisitions during the last decade from Chinese
Geely's acquisition of Volvo Cars to Indian Tata Motors’ acquisition of Jaguar and Land
Rover to Italian Fiat's mega acquisition of Chrysler.
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Table 9.1 Comparison of entry mode strategies

Licensing or Wholly owned
Export  franchising Joint ventures subsidiaries

Resource commitments (financial, Low Low Medium High
managerial, equity, etc.)

Control: technology and quality High Low/Medium Low/Medium  High
Control: marketing and sales Low Low/Medium Medium High

Risk (financial, political, etc.) Low Low Medium High

Entry speed High High Medium Low/Medium

Other case-specific factors are also liable to enter the calculation of appropriate entry
mode besides those discussed above and displayed in Table 9.1. For example, if global
coordination of various value chain and system activities across different countries is essential,
wholly owned subsidiaries would be the principal entry mode. Entry mode choice and char-
acteristics of course also depend on company size. Entry speed for small and medium-sized
companies, for example, may be rather quick through a wholly owned mode if a small local
unit is set up or acquired (see below).

It should now be clear that each entry mode strategy involves important trade-offs
between various factors and managers need to carefully consider the specific situation and
context when trying to choose the optimal entry mode. For example, if entering an entirely
new and unknown market a joint venture may be preferable as a local partner could provide
valuable market and institutional knowledge. However, if the international investor’s prod-
ucts build on unique and patented technologies and the ability to enforce contracts and
protect intellectual property is weak, a wholly owned subsidiary may still be the wiser choice.

The gradualism of staged international expansion outlined above has, however, recently
been challenged by two phenomena:

® 'Born-global firms' are new small firms that internationalise rapidly at early stages in their
development.! New technologies now help small firms swiftly link up to international
sources of expertise, supply and customers worldwide. For such firms, waiting till they
have enough international experience is not an option: international strategy is a condi-
tion of existence. For example, companies such as Instagram and Spotify internationalised
quickly from being small start-ups. The early, rapid internationalisation of born-global
firms are common today and it is estimated that some 20 per cent of new enterprises in
Europe belong to the born-global category.3? Other types of companies may also inter-
nationalise fast. Blue Skies in lllustration 9.2 with operations across three continents is an
example of a small company that started out as a mini-multinational.

* Emerging-country multinationals also often move quickly through entry modes. Prominent
examples are the Chinese white-goods multinational Haier, the Indian pharmaceuticals
company Ranbaxy Laboratories and Mexico’s Cemex cement company mentioned
above.33 Such companies typically develop unique capabilities in their home market that
then need to be rolled out quickly worldwide before competitors catch up. For example,
Haier became skilled at very efficient production of simple white goods, providing a
cost advantage that is transferable outside its Chinese manufacturing base. Haier now
has factories in Italy and the USA, as well as the Philippines, Malaysia, Indonesia, Egypt,
Nigeria and elsewhere round the world. The rapid internationalisation made by emerging
multinationals from China has largely been based on acquisitions.3* These are often high
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profile, as illustrated by the Chinese conglomerate Wanda buying the second-biggest
movie theatre chain in the USA, AMC and the Hollywood film studio Legendary (see end
case example).

9.6 Subsidiary roles in an international portfolio
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International strategies imply different relationships between subsidiary operations and the
corporate centre. The complexity of the strategies followed by organisations such as General
Electric or Unilever can result in highly differentiated networks of subsidiaries with a range
of distinct strategic roles.3> Subsidiaries may play different roles according to the level of
local resources and capabilities available to them and the strategic importance of their local
environment. Corporate headquarters can assign these roles, but subsidiaries sometimes also
take on roles more independently (see Figure 9.7):3®

Strategic leaders are subsidiaries that not only hold valuable resources and capabilities, but
are also located in countries that are crucial for competitive success because of, for example,
the size of the local market or the accessibility of key technologies. Japanese and Euro-
pean subsidiaries in the USA often play this role. Subsidiaries are seen as playing important
strategic roles with entrepreneurial potential for the whole multinational organisation.?”
Subsidiaries and subunits are thus either assigned strategic roles or take autonomous stra-
tegic initiatives. Hewlett Packard, for example, is known to have used both approaches.3®

Contributors are subsidiaries located in countries of lesser strategic significance, but with
sufficiently valuable internal capabilities to nevertheless play key roles in a multinational
organisation’s competitive success. The Australian subsidiary of the Swedish telecommu-
nications firm Ericsson played such a role in developing specialised mobile phone systems.

Figure 9.7 Subsidiary roles in multinational firms

High
Black hole Strategic
leader
Strategic
importance
of the local
environment
Implementer Contributor

Low

Lo High

Level of local resources
and capabilities

Source: Reprinted by premission of Harvard Business School Press. From Managing across Borders: The Transnational
Solution by C.A. Bartlett and S. Ghoshal. Boston, MA 1989, pp. 105-11. Copyright © 1989 by the Harvard Business

School Publishing Corporation. All rights reserved.



9.7 Internationalisation and performance

* Implementers, though not contributing substantially to the enhancement of a firm’s
competitive advantage, are important in the sense that they help generate vital financial
resources. In this sense, they are similar to the ‘cash cows’ of the Boston Consulting Group
matrix, but the danger is that they turn into the equivalent of ‘dogs’ (see Figure 8.6).

* Black holes are subsidiaries located in countries that are crucial for competitive success but
with low-level resources or capabilities. This is a position many subsidiaries of American
and European firms found themselves in over long periods in Japan. They have some of
the characteristics of ‘question marks’ in the Boston Consulting Group matrix, requiring
heavy investment (like an astrophysicist’s ‘black hole,” sucking matter in).

9.7 Internationalisation and performance

Just as for product and service diversity discussed in Section 8.4 the relationship between
internationalisation and performance has been extensively researched.3® Some of the main
findings are as follows:

* An inverted U-curve. While the potential performance benefits of internationalisation are
substantial, in that it allows firms to realise economies of scale and scope and benefit from
the locational advantages available in countries around the globe, the combination of
diverse locations and diverse business units also gives rise to high levels of organisational
complexity. At some point, the costs of organisational complexity may exceed the benefits of
internationalisations. Accordingly, theory, and the balance of evidence, suggest an inverted
U-shaped relationship between internationalisation and performance (similar to the findings
on product/service diversification shown in Section 8.4), with moderate levels of interna-
tionalisation leading to the best results. However, Yip's research on large British companies
suggests that managers may be getting better at internationalisation, with substantially
internationalised firms actually seeing performance improving to the point where interna-
tional sales are above 40 per cent of total sales.*® Experience and commitment to interna-
tionalisation may be able to deliver strong performance for highly internationalised firms.

* Service-sector disadvantages. A number of studies have suggested that, in contrast to
firms in the manufacturing sector, internationalisation may not lead to equally improved
performance for service-sector firms. There are three possible reasons for such an effect.
First, the operations of foreign service firms in some sectors (such as accountants or banks)
remain tightly regulated and restricted in many countries; second, due to the intangible
nature of services, they are often more sensitive to cultural differences and require greater
adaptation than manufactured products which may lead to higher initial learning costs;
third, the services typically require a significant local presence and reduce the scope for
the exploitation of economies of scale in production compared to manufacturing firms.#'

* [nternationalisation and product diversity. An important question to consider is the inter-
action between internationalisation and product/service diversification. Compared to
single-business firms it has been suggested that product-diversified firms are likely to do
better from international expansion because they have already developed the necessary
skills and structures for managing internal diversity.*? At the other end of the spectrum there
is general consensus that firms that are highly diversified in terms of both product and inter-
national markets are likely to face excessive costs of coordination and control leading to poor
performance. As many firms have not yet reached levels of internationalisation where nega-
tive effects outweigh possible gains and because of current scepticism with regard to the
benefits of high levels of product diversification, many companies currently opt for reducing
their product diversity while building their international scope. Unilever, for example, has
been combining a strategy of growing internationalisation with de-diversification.
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Thinking differently An institution-based view of strategy

A new strategy view focused on institutions rather than competition and capabilities

has been proposed.

The primary difference between strategies at home
compared to in foreign markets is the lack of knowledge
of local customer needs and local institutions. While
the emphasis traditionally has been on responding to
the former, there has recently been an increased focus
on the latter. It was observed in Section 9.5.1 that local
economic, regulatory, normative, political and cultural-
cognitive institutions often differ substantially from
those in home markets. They include local market regu-
lations, rules, practices and behaviour that local actors
take for granted, but that can be severely constraining
and challenging for a foreign company.

It has been argued that current strategy views
largely ignore the importance of institutions despite
research demonstrating how institutions significantly
influence strategic decision making. Therefore it has
been suggested that strategy needs a new third view in
addition to the industry and competitive focused view
by Michael Porter (see Chapter 3) and the resource and
capabilities-based view (see Chapter 4).#3 The argument

is that managerial strategic choices must not only
consider these aspects, but also local market’s institu-
tional characteristics.

Managers thus need to consider several choices in rela-
tion to institutions. For example, if the local institutions
work in favour of the organisation managers can try to
re-enforce and stabilise them by cooperating with local
competitors and regulators. However, if the institutions
are constraining and difficult to change, the only choice
for the organisation may be to adapt to and follow them.
Managers in powerful organisations could possibly choose
to actively resist institutions and even change them. For
example, they can try to influence local regulations or the
legitimacy of various local business practices.**

Question

Why would institutions be of particular importance for
strategy in emerging economies?

Summary

¢ [nternationalisation potential in any particular market is determined by Yip's four drivers
of internationalisation: market, cost, government and competitors’ strategies.

e Besides firm-specific advantages there are geographic sources of advantage in international
strategy that can be drawn from both national sources of advantage, as captured in
Porter’s Diamond, and global sourcing through the international value system.

e There are four main types of international strategy, varying according to the extent of
coordination and geographical configuration: export strategy, multi-domestic strategy,
global strategy and transnational strategy.

e Market selection for international entry or expansion should be based on attractiveness,
institutional voids, multi-dimensional measures of distance and expectations of competitor

retaliation.

e Entry mode strategies into new markets include export, licensing and franchising, joint
ventures and wholly owned subsidiaries.

e Subsidiaries in an international firm can be managed by portfolio methods just like busi-

nesses in a diversified firm.

e Internationalisation has an uncertain relationship to financial performance, with an
inverted U-curve warning against over-internationalisation.
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Work assignments

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

9.1  Using Figure 9.2 (internationalisation drivers), compare two markets you are familiar
with and analyse how strong each of the drivers is for increased international

strategy.

9.2  Visit the websites of the following companies and try to plot their international
strategies in one of the four international strategy types of Figure 9.4 (each company
primarily fits one strategy): Nestlé, ABB, Louis Vuitton and Lenovo.

9.3  Using the CAGE framework (Section 9.5.1), assess the relative ‘distance’ of the USA,
China, India and France for a British company (or a company from a country of your

choice).

9.4  Using the diverse modes of international market entry of Figure 9.7 classify the entry
mode of H&M*, Teva* or AB InBev (Megabrew* case) or any other multinational
corporation with which you are familiar.

9.5 Critically evaluate the suggestion that globalisation is mostly beneficial for

companies.

9.6 Take any part of the public or not-for-profit sector (e.g. education, health) and
explain how far internationalisation has affected its management and consider how

far it may do so in the future.

Integrative assignment

9.7 Asin Section 9.2, use the four international strategies of Figure 9.4 to classify the
international strategy of H&M* or AB InBev (Megabrew* case) or any other multi-
national corporation with which you are familiar. Drawing on Section 13.2.4, how
does this corporation’s organisational structure fit (or not fit) this strategy?

Recommended key readings

e A useful text on international business and strategy
is written by A.M. Rugman and S. Collinson Inter-
national Business, Pearson, 2009.

e For an overview of important theoretical perspectives
of the MNC see M. Forsgren, Theories of the Multi-
national Firm, 3rd edn, Edward Elgar, 2017.

e A good collection of academic articles is available in T.
Devinney, T. Pedresen and L. Tihanyi, The Past, Present
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China goes to Hollywood: Wanda’s move into the US movie industry

Patrick Regnér

Introduction

Chinese foreign direct investments in the USA have
reached record levels during the last few years and
amounted to almost $30bn (€7.5bn or £6bn) in 2017.
Despite this, Wanda’s $2.6bn acquisition of US second-
largest cinema chain AMC and the later $3.5bn acqui-
sition of one of the world’s biggest movie producers,
Legendary Entertainment, sent shock waves through the
US entertainment industry. The AMC acquisition created
the world'’s largest cinema company by revenues and the
Legendary Entertainment acquisition was the biggest
China-Hollywood deal ever.

Wanda Cinema Line Corp. is China’s largest operator
by cinema screens with close to 300 cinemas and 2,550
screens. Through the AMC acquisition Wanda now
controls more than 10 per cent of the global cinema
market. AMCis the second-biggest cinema chain operator
in North America, which is the world’s biggest film market
with ticket sales of over $10bn. The company has more
than 5,250 screens and 375 theatres in this market and
is the world's largest operator of IMAX and 3D screens
including 120 and 2,170 screens respectively.

The AMC and Legendary investments marked a new
era as Chinese investment reached into the heart of US
entertainment and culture. Although Chinese acquisitions

s

Gerry Lopez, CEO of AMC Entertainment Holdings,

left, shakes hands with Zhang Lin, Vice President of
Wanda during a signing ceremony in Beijing, China,
Monday, May 21, 2012. (Ng Han Guan)

Source: Ng Han Guan/AP/Shutterstock

in the USA have proven to be controversial before, they
may prove to be even more challenging and it was spec-
ulated that a Hollywood ending was far from certain.
According to one analyst the AMC deal strengthens
Wanda's global status as movie theatre owner:

‘Wanda has been the largest theatre owner in the
second largest film market in the world. Now the
deal makes it also the owner of the second largest
theatre chain in the largest film market.’

Another analyst commented on the Legendary deal:

‘Buying Legendary Entertainment puts Wanda on the
road to becoming a global media company and one
of the world’s biggest players in movie production.’

Legendary Entertainment is a leading film production
company that owns film, television, digital and comics divi-
sions. Its big-budget, action and special-effects global block-
buster type of movie productions have performed very well
in China. They include films such as The Dark Knight batman
trilogy, Jurassic World, Inception, Pacific Rim and Godzilla
— the last two particularly successful in China. The Holly-
wood studio adds experience and expertise to Wanda'’s
movie production business. Wanda group is constructing
an $8.2bn studio in eastern China. It is claimed to be the
biggest studio complex globally, competing with and even
exceeding Hollywood'’s best studios, but with Chinese costs.

l]l_(
> | LEGENDARY

Signing of the Wanda Cultural Industry Group and
Legendary Entertainment merger

Source: Imaginechina/Shutterstock
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Although the acquisitions are huge, they are rela-
tively small compared with the rest of the Dalian Wanda
real-estate conglomerate. Dalian Wanda Group Corp.
Ltd includes assets of over $86bn and annual income of
about $35bn (2017). Wanda, which means ‘a thousand
roads lead here’, consists of five-star hotels, tourist resorts,
theme parks and shopping malls. The ‘Wanda Plaza’
complexes that combine malls with housing and hotels
have been a huge success in China and can be found in
more than 60 Chinese cities.

Mr Wang lJianlin, the Founder, Chairman and Presi-
dent of Dalian Wanda, is the richest man in China. He
joined the army as a teenager and stayed in the military
for 17 years. In 1988 he founded Dalian Wanda and rode
the wave of China’s phenomenal growth by investing in
property. His military background and ties to local officials
helped him as large commercial land sales are handled
by local governments. As he was willing to take on what-
ever property the local government was ready to give, he
became popular with officials. Soon Wanda was the first
property company to work in several cities.

Landmark deals

AMC was considered a ‘trophy’ acquisition in the Amer-
ican entertainment industry and it was described as a
landmark deal by analysts and investors. As announced
by the Chairman and President, Mr Wang:

‘This acquisition will help make Wanda a truly
global cinema owner, with theatres and technology
that enhance the movie-going experience for audi-
ences in the world’s two largest movie markets.’

Mr Wang considered the AMC deal to be a springboard
to expand Wanda'’s global cinema presence further with
the goal to reach 20 per cent of the world movie theatre
market by 2020.

At the announcement of the deal Gerry Lopez, Chief
Executive Officer and President, explained:

‘As the film and exhibition business continues its
global expansion, the time has never been more
opportune to welcome the enthusiastic support of
our new owners. Wanda and AMC are both dedi-
cated to providing our customers with a premier
entertainment experience and state-of-the-art
amenities and share corporate cultures focused on
strategic growth and innovation. With Wanda as its
partner, AMC will continue to seek out new ways to
expand and invest in the movie-going experience.’

When expanding on its home market Wanda wants to
benefit from the know-how of AMC, which operates on
a market five times Chinese annual box office sales. AMC

has an established worldwide network of cinema theatres
and this will give Wanda a reputable brand. There is also
a trend for more foreign movies in China and the transac-
tion may allow Wanda to secure more Hollywood movies
for distribution in China. The AMC deal was later followed
by the acquisitions of Hoyts, Australia’s second-largest
multiplex chain and later Carmike Cinemas, which made
Wanda the largest cinema chain in the United States.

The Legendary Entertainment acquisition was
considered as a next bold step towards Wanda’s goal
of becoming a global film and entertainment company.
Besides expertise and intellectual property, it offered
potential synergies between film production and
screening both between and within China and the USA. It
would help the distribution of more films into the tightly
controlled Chinese film market. The quota of 34 foreign
films per year could be bypassed if Legendary would make
films in China. Mr Wang, however, particularly empha-
sised the business integration benefits:

‘The acquisition of Legendary will make Wanda Film
Holdings Company the highest revenue-generating
film company in the world, increasing Wanda'’s pres-
ence in China and the US, the world’s two largest
markets. Wanda'’s businesses will encompass the
full scope of film production, exhibition and distri-
bution, enhancing Wanda’s core competitiveness
and amplifying our voice in the global film market.’

Thomas Tull, the Chairman and CEO of Legendary added:

‘Wanda and Legendary will create a completely
new international entertainment company. There
is an ever growing demand for quality entertain-
ment content worldwide, particularly in China, and
we will combine our respective strengths to bring
an even better entertainment experience to the
world’s audiences.’

Wanda'’s cultural industry group in the
USA

Wanda'’s acquisitions were part of a more general effort to
develop China’s own home-grown culture and entertain-
ment industry. Cinema is an increasingly popular recre-
ational activity in China and the film market is booming
and was expected to overtake the USA as the world’s
largest film market.

As Wanda's acquisitions were the largest overseas
cultural investments of a Chinese private enterprise
ever they raised some concerns in the USA. AMC is a US
household name, ‘once epitomised as the all-American
movie-watching experience’ and the Legendary invest-
ment reached into the heart of Hollywood. This was a
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significant expansion of Chinese influence in the Amer-
ican film industry and some were anxious about the effect
as many American movies are censored or even banned in
China. Mr Wang was after all a Communist Party member,
sitting on China’s top advisory council. Wanda'’s acquisi-
tions raised concerns that Chinese-style censorship of
politically controversial movies would become common-
place also in the USA. As reported by USA Today: ‘Beijing is
investing heavily in projecting its “soft power”, or cultural
influence. ..

Chinese investments in the USA had been of concern
earlier and the US government had rejected invest-
ments in the past in the telecommunications and energy
industry due to national security concerns. However,
cinema was unlikely to be considered a strategic industry
for the USA.

Mr Wang assured that Wanda had'no plans to promote
Chinese films in the United States’ and that AMC CEO
Lopez ‘will decide what movies will be shown’ in AMC
theatres. It was also made clear that AMC would continue
to be operated from its headquarters in Kansas City. Mr
Wang said Wanda will retain AMC senior management
and would not interfere with everyday operations and
programming decisions, which should remain with the US
management and claimed: ‘'The only thing that changed
is the boss.” On the Legendary Entertainment deal Mr
Wang dismissed concerns that it would lead to censor-
ship or alter movie content claiming he is a businessman
that buy things .. . to make money, so | don't really think
about government priorities’ and the main consideration
was instead commercial.

Some claimed, however, that China was already
achieving its goal of ‘soft power’ as Legendary’s Chinese
arm (Legendary East) had partnered with state-owned
China Film Group to co-produce The Great Wall, starring

Matt Damon and Willem Dafoe alongside Chinese actors
such as Andy Lau, Jing Tian and Eddie Peng. The
big-budget, Hollywood blockbuster action-fantasy film
was the largest film intended for global distribution ever
shot entirely in China, starring Chinese actors, and incor-
porating Chinese myths.

Although Wanda's investments in culture and enter-
tainment seemed to align well with China’s overall ‘soft
power’ ambitions and the concerns came from the USA,
the pressure to curtail too aggressive expansion eventu-
ally emerged from the Chinese government. They were
concerned about risky spending overseas and high levels
of corporate debt and Wanda was forced to make busi-
ness divestments; among them was a $1.2bn stake in the
films’ unit to Alibaba and other investors.

Sources: BBC News, 12 January 2016; Chinadaily.com, 23 May 2012; 3.
Dalian Wanda press release, 12 January 2016 and 21 May 2012; The
Diplomat, 13 January 2016; Forbes, 12 January 2016; Financial Times,
22-28 May 2012; LAtimes.com, 20 May 2012; New York Times, 5 Jan-

uary 2016 & 20 May 2012; Reuters, 12 January 2016 & 21 May 2012;
Financial Times, 5 February 2018.

Questions

1 Considering Yip's globalisation framework
(Figure 9.2), what drivers of internationalisation do
you think were most important when Wanda entered
the US market through its AMC and Legendary
acquisitions?

2 What national sources of competitive advantage
might Wanda draw from its Chinese base? What
disadvantages derive from its Chinese base?

3 Inthe light of the CAGE framework, what challenges
may Wanda meet as it enters the US market?
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10.1 Introduction

10.1 Introduction

As discussed in Chapter 1 strategy concerns an organisation’s long-term direction and one
important dimension of this is to create new value and competitive advantages for the future.
Organisations need not only build competitive advantages in relation to current domestic
and international competitors, but they need to identify growth opportunities for the future.
Hence, this chapter is about identifying opportunities and creating new products and services,
technologies, resources and capabilities. This is significant both for start-ups in new indus-
tries and for established organisations in mature ones. For example, Apple needs to sustain
and develop their existing competitive advantages not only with iPhone upgrades, but they
also need to find new opportunities in the market, as with the HomePod, Apple watch and
AirPods.

Strategic entrepreneurship combines strategy and entrepreneurship and includes both
advantage-seeking strategy activities and opportunity-seeking entrepreneurial activities
to create value.! While strategy supports this by forming competitive advantages, entrepren-
eurship contributes the identification of new opportunities in the market or environment. The
latter involves entrepreneurs that innovate by identifying and exploiting new ideas and inven-
tions that result in innovations. Strategic entrepreneurship and its outcome, innovation, are
thus essential for the long-term survival and success of all organisations and it is the focus of
this chapter.?

Entrepreneurship and one of its most central ingredients and outcomes, innovation, are
fundamental not only for creating value for customers, organisational growth and prosperity,
but also generally for today’s economy. All businesses start with an act of entrepreneurship,
but large established firms also practise entrepreneurship to find new innovative products
and services. This is termed corporate entrepreneurship or ‘intrapreneurship’, whereas
pursuing a public good may be termed ‘social entrepreneurship’. Innovation is also a key
aspect of business-level strategy and models, as introduced in Chapter 7, with implications for
cost, price, differentiation and sustained competitive advantage. Moreover, it is a dynamic cap-
ability that can renew organisational resources and capabilities as discussed in Chapter 4.

Promoting greater innovation and entrepreneurship is thus crucial to the improvement
of all firms and public services. However, it also poses hard choices. For example, how can
new and valuable opportunities be identified and what are the essential considerations
involved? Should a company always look to be a pioneer in new technologies, or rather be
a fast follower such as Samsung typically is? How should a company react to radical innova-
tions that threaten to destroy their existing revenues? The chapter thus focuses particularly
on the choices involved in entrepreneurship and innovation aimed at creating new value that
benefits organisations and society. Figure 10.1 identifies four major themes of this chapter.
Within this framework, this chapter will first examine entrepreneurship then innovation:

Figure 10.1 Entrepreneurship and innovation: four major themes

[ Entrepreneurship ]

[ Innovation ]

[ Innovation diffusion ] [ Innovators and imitators]
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* Section 10.2 addresses entrepreneurship. The section starts with a discussion of a central
step in strategic entrepreneurship, opportunity recognition, which captures conditions
under which products and services satisfy market needs or wants in the environment.
Other steps in the entrepreneurial process then follow. They provide a foundation for
further entrepreneurial growth stages from start-up to growth, maturity and possibly
finally to exit. Finally, this section introduces social entrepreneurship, which explains how
individuals and small groups can launch innovative and flexible new initiatives that larger
public agencies are unable to pursue.

* Section 10.3 discusses three fundamental innovation dilemmas: technology push as against
market pull; product innovation rather than process innovation; and, finally, open versus
closed innovation including the importance of ecosystems for the former. None of these
are absolute ‘either-or’ dilemmas, but managers and entrepreneurs must choose where
to concentrate their limited resources.

® Once created, innovations will be diffused among users over time and diffusion pace
depends on various product and demand features. Section 10.4 considers issues
surrounding the diffusion, or spread, of innovations in the marketplace. Diffusion processes
often follow S-curve patterns, raising further typical issues for decision, particularly with
regard to tipping points and tripping points.

® Section 10.5 completes the discussion of innovation by considering choices with regard
to timing. This includes first-mover innovation advantages and disadvantages, the advan-
tages of being ‘fast second’ into a market, and the issue of how established incumbents
can be innovative and respond to innovative challengers.

10.2 Entrepreneurship

304

Understanding and developing competitive positions and competitive advantages in rela-
tion to current competitors and in existing resources and capabilities is fundamental for
the long-term strategic direction of an organisation. However, all organisations also need
to renew their strategies more fundamentally and explore entirely new opportunities and
competitive strategies for the future. This suggests that organisations also need to be entre-
preneurial. Entrepreneurship is a process by which individuals, start-ups or organisations
identify and exploit opportunities for new products or services that satisfy a need in
a market.? Recognising an opportunity is the very first step in a strategic entrepreneurial
process. It is more than a simple business idea and involves a combination of elements
that an entrepreneur believes will create value and possibly profit. This section introduces
some key issues for entrepreneurial innovators including opportunity recognition and the
entrepreneurial process. It emphasises some of the challenges of entrepreneurship, the
way ventures tend to evolve through various growth stages and concludes by considering
social entrepreneurs.

10.2.1 Opportunity recognition

Opportunity recognition means recognising an opportunity, i.e. circumstances under
which products and services can satisfy a need in the market or environment and is
central for any form of strategic entrepreneurship whether by small start-up-, corporate- or
social entrepreneurs.? This involves an entrepreneur or entrepreneurial team identifying
trends in the environment and combining resources and capabilities into the creation of new
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Figure 10.2 Entrepreneurial opportunity recognition

Entrepreneur or
entrepreneurial team

Product,
service or
other
business
opportunity
Environmental Resources
trends and and
market gaps capabilities

products or services. Opportunity recognition thus involves three important and interdepen-
dent elements: the entrepreneur or entrepreneurial team, the environment and resources
and capabilities (see Figure 10.2):

® Entrepreneur or entrepreneurial team. The entrepreneur or team drives and integrates
the various parts of an entrepreneurial process including scanning and spotting trends
in the environment (see Section 2.2), linking these to existing resources and capabilities
(see Chapter 4) or acquiring appropriate ones and recombining them. Entrepreneurs
come in many different forms and shapes. However, they are often alert to opportunities
and able to deal with uncertainty, willing to take risks, highly motivated, optimistic and
persuasive as they coordinate resources from their social networks. Entrepreneurship,
however, normally includes a team and the managing of relationships with other partners
and sometimes other and bigger companies (see Illustration 10.1).

* Environment trends and marketplace gaps. Building on macro trends and possible market-
place gaps is likely to be central in identifying an opportunity. This includes observing
economic, technological, social and political trends (as with PESTEL; see Section 2.2) and
linking them to specific customer needs that are currently not satisfied. Spotting macro
trends, industry and strategic group analysis and Blue Ocean thinking can be very useful
for identifying new market opportunities (see Sections 2.2, 3.2 and 3.4.3). For example,
the GPS fitness-tracking app Runkeeper, with over 50 million users, built on health aware-
ness and fitness trends, the proliferation of smartphones users and apps, globalisation
of markets and the increased possibility to integrate apps across various social media
platforms like Facebook and Twitter. It addresses the market gap of runners’ needs to be
able to track and engage with their progress.

* Resources and capabilities. Having access to or being able to obtain resources and capabil-
ities are an important part of opportunity recognition. Various helpful ways of mapping
and evaluating them were discussed in Chapter 4 (VRIO, value chain, activity systems, etc.;
see Sections 4.3, 4.4.2 and 4.4.3). For small start-ups the necessary resources and capabil-
ities frequently arise from and draw upon the knowledge and experiences and compe-
tences of the people involved (see lllustration 10.1). However, while existing resources and
capabilities can be helpful they can also be harmful for opportunity recognition, especially
for larger established organisations. Incumbent companies are always bound by existing
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Illustration 10.1 Entrepreneurs, start-up teams and external

relationships

Entrepreneurs are often stereotyped as heroic individuals, but entrepreneurship is
rarely done alone - it often builds on a team, pre-existing organisational experience

and external relationships.

Apple

Steve Jobs has often been celebrated as the heroic inno-
vator and entrepreneur behind Apple, but he too relied
heavily on external relationships. From the very beginning
Apple computer did not only involve Jobs, but his founding
partner Steve Wozniak. They too started in a garage, but
similar to HP built heavily on their experiences with more
established organisations. Wozniak worked at HP and Jobs
at Atari and this helped them gain access to crucial know-
ledge and contacts for the development of the start-up.
When their venture had become more established, they left
their employers and incorporated Apple Computer. Apple’s
much later successes with the iPod and later the iPhone and
iPad have also relied on important external relationships.
The music player application SoundJam MP was externally
acquired early on and an external entrepreneur was vital
for developing iTunes. Apple also initially worked with the
then leading mobile telephone maker Motorola to develop
a smartphone.

Facebook

One of today’s most successful and well-known entrepre-
neurs is Mark Zuckerberg, who started a photo-rating site
called Facemash from his dorm room by using Harvard's
online student photographs. Zuckerberg did not rely
on previous organisational experiences, but built on his
programming skills and involved others with comple-
mentary skills early on. Based on his previous experience
with Facemash he founded the social networking website
Facebook together with other fellow Harvard students to
develop and grow the site. The team (Dustin Moskovitz,
Chris Hughes and Eduardo Saverin) brought various skills
including programming, promotion, graphics, financing
and other business expertise. To focus entirely on Face-
book and attract further talent and financing to their team

Zuckerberg and Moskovitz abandoned their education at
Harvard and moved to California and Silicon Valley. There
Zuckerberg continued to build on external business exper-
tise together with venture capitalist investors to further
grow the company.

Hewlett Packard

The entrepreneurial team William Hewlett and David
Packard, founders of the famous computing and printer
company HP, are oft-quoted examples of the garage stereo-
type. But digging beneath the stereotype soon reveals a
more complex story, in which relationships with large
companies can be important right from the start. Often
entrepreneurs have worked for large companies before-
hand and continue to use relationships afterwards. While
Hewlett came fairly directly out of Stanford University's
laboratories, Packard worked at General Electric and Litton
Industries. They built extensively on their previous social
relationships and ties when setting up HP. The company
used Litton Industries’ foundries early on, and later used
relationships at General Electric to recruit experienced
managers.

Sources: P. Audia and C. Rider, ‘A garage and an idea: what more does
an entrepreneur need?’, California Management Review, vol. 40, no. 1,
2005, pp. 6-28; D. Kirkpatrick, ‘'The Inside Story of the Company That Is
Connecting the World', Simon & Schuster, 2010.

Questions

1 Based on the experiences of HP, Apple and Facebook
what elements of skills and expertise do you think a
new venture requires?

2 How would you form a venture team if you set up your
own start-up?
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resources and capabilities, activities and vested interests, which can make entrepreneurial
behaviours and activities very difficult (see Section 6.4). Given this, many would conclude
that the best approach for entrepreneurship is to start up a new venture from scratch.
Independent entrepreneurs such as the Samwer brothers of Rocket Internet, and Larry
Page and Sergey Brin of Google are exemplars of this entrepreneurial approach (see Chap-
ters 4 and 13 end cases).

10.2.2 Steps in the entrepreneurial process

The first step of opportunity recognition explained above is likely to be followed by five other
steps in the development of an entrepreneurial venture (see Figure 10.3 for an overview of
these s'ceps).5 Before developing a business plan (see Section 13.2.2) an entrepreneur and
start-up can usefully include an initial feasibility analysis (see Chapter 12). This would critically
assess an entrepreneurial idea in terms of product or service viability, market opportunity and
financing to establish if it can be turned into a business at all. Next, industry conditions and
competitors are often considered. Competitive positions can be evaluated with the help of
five forces and strategic groups analyses (see Sections 3.2 and 3.4) and competitors’ potential
to imitate the venture’s resources and capabilities can be examined with the VRIO analysis
(see Section 4.3). One of the most important considerations in the entrepreneurial process is
to choose a business model and strategy (see Chapter 7).% A start-up thus needs to consider
how to create value for the customers, how to manage revenues and costs, how to generate
a margin and whether to build on an established business model or create a new one. In
addition to this a distinct competitive strategy position and advantage need to be identified.
Thus entrepreneurs will typically have to choose between the generic business strategies
of differentiation, cost and focus or any possible hybrid strategy (see Section 7.2). Finally,
the new venture’s financial strength in terms of financing and funding need to be carefully
examined (see Chapter 12).

While these entrepreneurial process steps are important it must be noted that it is an
iterative rather than sequential process and thus not necessarily quite as simple as indi-
cated by Figure 10.3 (see also Thinking Differently at the end of this chapter). The steps
do not necessarily neatly follow on from each other and typically include setbacks along

Figure 10.3 Steps in an entrepreneurial process

Opportunity recognition

{

Feasibility analysis

{

Business plan

{

Industry conditions and competitor analysis

¢

Business model and strategy

{

Financing and funding

Sources: Adapted from B.R. Barringer and R.D. Ireland, Entrepreneurship — Successfully launching new ventures,
4th edn, 2012, Pearson.
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the way. The process thus often involves continuous experimentation and the original
business itself may evolve quite radically. This is sometimes referred to as a 'pivoting’,
which means making major changes in some dimension of the venture based on market
and external feedback.” For example, Starbucks started off in 1971 selling espresso makers
and coffee beans rather than brewed coffee. It was after a visit to Italy in 1983 that entre-
preneur Howard Schultz (former chairman, president and CEO) started to brew and sell
Starbucks coffee in the first coffeehouse. At this time, however, it was a European-style
coffeehouse with classical music and waiters, completely different to the Starbucks café it
eventually became. The important role of experimentation or pivoting also suggests that
many entrepreneurs will fail. For every revolutionary entrepreneur that has recognised
new opportunities, created new markets and beaten off well-resourced challengers, like
Starbucks’ Howard Schultz, there are countless forgotten failures (see Illustration 10.2 for
an example). No matter how the entrepreneurial process develops or the degree of experi-
mentation and set-backs, ventures develop through diverse growth stages, and this is

discussed next.

10.2.3 Stages of entrepreneurial growth

Entrepreneurial ventures are often seen as going through four stages of a life cycle (see
Figure 10.4). The entrepreneurial life cycle progresses through start-up, growth, maturity
and exit. Of course, most ventures do not make it through all the stages — the estimated
failure rate of new businesses in their first year is more than one-fifth, with two-thirds going
out of business within six years.8 However, each of these four stages raises key questions for

entrepreneurs:

® Start-up. There are many challenges at this stage, but one key question with implica-
tions for both survival and growth is sources of capital. Loans from family and friends are
common sources of funds, but these are typically limited and, given the new-business
failure rate, likely to lead to embarrassment. Bank loans and credit cards can provide
funding too, and there is often government funding especially for new technologies or
economically disadvantaged social groups or geographical areas. Venture capitalists are
specialised investors in new ventures and usually insist on a seat on the venture’s board
of directors and may install their preferred managers. Venture capitalist backing has been
shown to significantly increase the chances of a venture's success, but they typically accept

only about one in 400 propositions put to them.

Figure 10.4 Stages of entrepreneurial growth
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lllustration 10.2 Almost Facebook and nearly billionaires
Adam Goldberg and Wayne Ting had the same idea as Facebook’s Mark Zuckerberg -

and first.

In 2003, Golderg and Ting were engineering students at the
prestigious Columbia University, New York. Goldberg was
president of his class and hearing lots of complaints about
lack of community spirit. Over the summer, he designed a
social network for his fellow engineers. Unlike other existing
social networks such as MySpace and Friendster, this was the
first network which overlaid a virtual community on a real
community. Mark Zuckerberg would try the same idea at
Harvard the next year.

Three quarters of Columbia’s engineering students
signed up to the Columbia network over the summer. Gold-
berg improved the network and relaunched it as CU Commu-
nity in January 2004, open to all the University's students.
Most Columbia students signed up within a month. CU
Community was sophisticated for its time. When Facebook
launched in February 2004, it only allowed members to
‘friend’ and ‘poke’ each other. CU Community also allowed
blogging, sharing and cross-profile commenting. Goldberg
did not worry about Facebook: ‘It was totally different. It
had an emphasis on directory functionality, less emphasis on
sharing. I didn't think there was much competition. We were
the Columbia community, they were Harvard.’

Thenin March Facebook launched in other elite American
universities such as Yale, Stanford and Columbia. Goldberg,
now joined by Wayne Ting, transformed CU Community into
Campus Network and launched in elite American universities
as well. But Facebook outpaced the new Campus Network.
By summer 2004, Facebook had already overtaken Goldberg
and Ting's network even at Columbia.

Goldberg and Ting now plunged into the competition full
time. They suspended their studies, and moved to Montreal,
hiring three other software developers to help them. But
resources were tight. Campus Network refused funds from
venture capitalists and turned down some large advertisers,
including MTV. The two entrepreneurs slept in the office on air
mattresses, hiding them away as the three employees turned
up for work so they would not know they were homeless.

Nonetheless, Campus Network developed a sophisticated
product, with fully-customisable pages, multiple designs
and backgrounds. Facebook was simpler. The feel of Campus
Network was a bit like Dungeon and Dragons, unlike the
clean aesthetics of early Facebook. Ting commented on the
logic behind the early development of Campus Network:
‘Why would you go to a site that only had poking and a
photo [like Facebook then] when you can share photos,
share music and share your thoughts on a blog?’ Looking
back though he observed: ‘A good website should have
functionalities that 70 or 80% of users want to use. We had
functions that only 10% wanted — nobody blogged, nobody
even blogs today.’

Campus Network reached 250,000 users by 2005, but at
the same point Facebook had reached one million. Gold-
berg and Ting decided to wind down the network and
returned to Columbia as students in the autumn of 2005.
The venture had cost them personally something between
$100,000 and $200,000, as well as more than a year of
their lives. Ting reflected in 2012, when an MBA student at
Harvard Business School: ‘There are still moments when you
feel a deep sense of regret. .. Could we have succeeded?
| think that's a really painful question. .. There are fleeting
moments like that. But I'm much prouder that we took a risk
and we learned from it.’

Sources: Slate, 29 September 2010; BBC, 21 December 2010.

Questions

1 What do you learn from the experience of Goldberg
and Ting which could be useful to launching a new
enterprise?

2 Are there any unmet needs in your community, at
college or elsewhere, that could be turned into a busi-
ness opportunity?
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* Growth. A key challenge for growth is management. Entrepreneurs have to be ready to
move from ‘doing’ to ‘managing’. Typically this transition occurs as the venture grows
beyond about 20 employees. Many entrepreneurs make poor managers: if they had
wanted to be managers, they would probably be working in a large corporation in
the first place. The choice entrepreneurs have to make is whether to rely on their own
managerial skills or to bring in professional managers. Groupon'’s founder Andrew Mason
had to step down as chief executive in 2013 after creating one of the first unicorns ever
(see lllustration 4.3).

* Maturity. The challenge for entrepreneurs at this stage is retaining their enthusiasm and
commitment and generating new growth. This is a period when entrepreneurship can
change to intrapreneurship, the generation of new ventures from inside the organisation
(see Section 10.5.2). An important option is usually diversification into new business areas,
a topic dealt with in Chapter 8. Amazon has moved from book-selling to groceries and
clothing and further into a platform for other merchants. It is critical to recall the odds on
success at this stage as research suggests that many small high-tech firms fail to manage
the transition to a second generation of technology, and that it is often better at this point
simply to look for exit.’

* Exit. Exit refers to departure from the venture, either by the founding entrepreneurs, or
by the original investors, or both. At the point of exit, entrepreneurs and venture capital-
ists will seek to release capital as a reward for their input and risk-taking. Entrepreneurs
may consider three prime routes to exit. A simple trade sale of the venture to another
company is a common route. In 2014 the founders of the internet-based mobile texting
app WhatsApp sold their company to Facebook for $16bn, just four years after starting.
Another exit route for highly successful enterprises is an initial public offering (IPO), the
sale of shares to the public. IPOs usually involve just a portion of the total shares avail-
able, and may thus allow entrepreneurs to continue in the business and provide funds
for further growth. In 2012, Mark Zuckerberg raised $16bn in Facebook’s IPO, while
retaining for himself 28 per cent ownership of the company. It is often said that good
entrepreneurs plan for their exit right from start-up, and certainly venture capitalists will
insist on this.

Entrepreneurs who have successfully exited a first venture often become serial entrepre-
neurs. They are people who set up a succession of enterprises, investing the capital raised
on exit from earlier ventures into new growing ventures. For example, the German Samwer
brothers of Rocket Internet have started and sold a whole series of companies and then
started new ones (see Chapter 4 end case).

10.2.4 Social entrepreneurship

Entrepreneurship is not just a matter for the private sector. The public sector has seen
increasing calls for a more entrepreneurial approach to service creation and delivery.
The notion of social entrepreneurship has become common. Social entrepreneurs are
individuals and groups who create independent organisations to mobilise ideas and
resources to address social problems, typically earning revenues but on a not-for-
profit basis. Independence and revenues generated in the market give social entrepre-
neurs the flexibility and dynamism to pursue social problems that pure public-sector
organisations are often too bureaucratic, or too politically constrained, to tackle. Social
entrepreneurs have pursued a wide range of initiatives, including small loans (‘micro-
credit’) to peasants by the Grameen bank in Bangladesh, employment creation by the
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Mondragon cooperative in the Basque region of Spain, and fair trade by Traidcraft in the
United Kingdom. This wide range of initiatives raises at least three key choices for social
entrepreneurs.

* Social mission. For social entrepreneurs, the social mission is primary. The social mission
can embrace two elements: end objectives and operational processes. For example, the
Grameen bank has the end objective of reducing rural poverty, especially for women. The
process is empowering poor people’s own business initiatives by providing micro-credit
at a scale and to people that conventional banks would ignore.

* Organisational form. Many social enterprises take on cooperative forms, involving their
employees and other stakeholders on a democratic basis and thus building commitment
and channels for ideas. This form of organisation raises the issue of which stakeholders
to include, and which to exclude. Cooperatives can also be slow to take hard decisions.
Social enterprises therefore sometimes take more hierarchical charity or company forms
of organisation. Cafédirect, the fair-trade beverages company, even became a publicly
listed company, paying its first dividend to shareholders in 2006.

® Business model. Social enterprises typically rely to a large extent on revenues earned in
the marketplace, not just government subsidy or charitable donations. Housing associ-
ations collect rents, micro-credit organisations charge interest and fair-trade organisa-
tions sell produce. Social entrepreneurs are no different to other entrepreneurs, there-
fore, in having to design an efficient and effective business model (see Section 7.4). This
business model might involve innovative changes in the value chain. Thus fair-trade
organisations have often become much more closely involved with their suppliers than
commercial organisations, for example advising farmers on agriculture and providing
education and infrastructure support to their communities.

Social entrepreneurs, just like other entrepreneurs, often have to forge relationships
with large commercial companies. Harvard Business School’s Rosabeth Moss Kanter
points out that the benefits to large companies can go beyond a feel-good factor and
attractive publicity. She shows that involvement in social enterprise can help develop
new technologies and services, access new pools of potential employees, and create
relationships with government and other agencies that can eventually turn into new
markets.

10.3 Innovation dilemmas

One important ingredient and outcome of entrepreneurship is innovation. It is of import-
ance not only for start-ups, but for all firms, including large companies that continuously
need to develop new and innovative products and services to successfully compete. Inno-
vation is more complex than just invention. Invention involves the conversion of new know-
ledge into a new product, process or service. Innovation involves the conversion of new
knowledge into a new product, process or service and the putting of this new product,
process or service into actual commercial use.'® Innovation, however, raises fundamental
strategic dilemmas for strategists that stem from this extended process. Strategists have
to make choices with regard to three fundamental issues: how far to follow technological
opportunity as against market demand; how much to invest in product innovation rather
than process innovation and how far to open themselves up to innovative ideas from
outside."
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10.3.1 Technology push or market pull

People often see innovation as driven by technology. In the pure version of this technology
push view, it is the new knowledge created by technologists or scientists that pushes
the innovation process. Research and development laboratories produce new products,
processes or services and then hand them over to the rest of the organisation to manu-
facture, market and distribute. According to this push perspective, managers should listen
primarily to their scientists and technologists, let them follow their hunches and support
them with ample resources. Generous R&D budgets are crucial to making innovation
happen. For example, estimates for making a new drug show that the costs can be as high
as $200m (£120m, €150m).

An alternative approach to innovation is market pull. Market pull reflects a view of innova-
tion that goes beyond invention and sees the importance of actual use. In many sectors users,
not producers, are common sources of important innovations. In designing their innovation
strategies, therefore, organisations should listen in the first place to users rather than their own
scientists and technologists. There are two prominent but contrasting approaches to market pull:

* Lead users: according to MIT professor Eric Von Hippel, in many markets it is lead users
who are the principal source of innovation.'? In medical surgery, top surgeons often
adapt existing surgical instruments in order to carry out new types of operation. In
extreme sports such as snowboarding or windsurfing, it is leading sportspeople who
make the improvements necessary for greater performance. In this view, then, it is the
pull of market experts that is responsible for innovation. Managers need to build close
relationships with lead users such as the best surgeons or sporting champions. Marketing
and sales functions identify the lead users of a field and then scientists and technologists
translate their inventive ideas into commercial products, processes or services that the
wider market can use. For example, the Danish toy company Lego runs a special ‘Ambas-
sador Program’ to keep close to 150 specialised user groups around the world; specialist
users in design and architecture were responsible for originating the Lego Jewellery and
Lego Architecture ranges.

® Frugal innovation: at the other end of the user continuum is the pull exerted by ordinary
consumers, particularly the poor in emerging markets.'> Rather than the expensive
research-intensive model of the traditional technology push approach, frugality is the
guiding principle here. Frugal innovation involves sensitivity to poor people’s real needs.
Responding not only to these users’ lack of money, but also to the tough conditions in
which they live, frugal innovation typically emphasises low cost, simplicity, robustness
and easy maintenance. The Tata Nano car is a famous example, a simple car produced for
the Indian market for only $2,000. Muruganatham's cheap sanitary towels are another
example, this time emphasising opportunities to create employment for the economically
disadvantaged too (see lllustration 10.3).

The lead user and frugal innovation approaches are opposite ends of a spectrum, one elitist,
the other basic. Many organisations will choose somewhere in between. But fundamentally
both approaches share a key insight: innovations do not just come from scientific research,
but can be pulled by users in the external market.

There are merits to both the technology push and market pull views. Relying heavily on
existing users can make companies too conservative and vulnerable to disruptive technol-
ogies that uncover needs unforeseen by existing markets (see Section 10.5.2). On the other
hand, history is littered with examples of companies that have blindly pursued technological
excellence without regard to real market needs. Technology push and market pull are best
seen as extreme views, therefore helping to focus attention on a fundamental choice:
relatively how much to rely on science and technology as sources of innovation, rather than
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Illustration 10.3 ‘Pad Man’ and Frugal sanitary towels

Arunachalam Muruganantham aims to transform the lives of Indian women with a

fundamental innovation.

High school drop-out and welder Arunachalam Muruga-
nantham has developed a low-cost sanitary towel the hard
way. In India, only 12 per cent of women can afford to use
sanitary towels for their monthly periods, the rest making do
with old rags and even husks or sand. As Muruganantham's
wife explained to him, if she bought the expensive sanitary
towels on the market, the family would have to do without
milk. But the cost for many women is infections and even
cervical cancer.

Muruganantham determined to find a cheap way of
supplying Indian women with proper sanitary towels. In
Indian society, however, the issue was taboo. The local
hospital was unhelpful, and even Muruganantham’s wife
and sisters refused to talk about the problem. A survey of
college girls failed. Muruganantham's prototypes were
scorned by his wife. At his wits’ end, Muruganantham
experimented on himself, carrying a bladder inflated with
goat's blood while wearing one of his own sanitary towels
and women's undergarments. His tests while walking and
cycling around the village created a local scandal. His wife
moved out.

Muruganantham characterised the issue as a ‘triple A
problem — Affordability, Availability and Awareness’. But
after four years of research, he finally built a machine
for producing sanitary towels at less than half the price
of those offered by rivals such as Procter & Gamble and
Johnson & Johnson. The machines are cheap and hand-op-
erated, enabling small-scale local production by units
employing six to ten women each. Muruganantham
believed the small businesses using his machines could
create up to one million jobs: ‘'The model of mass-produc-
tion is outdated. Now it is about production by the mass
of people.’

Muruganantham sells the machines to NGOs, local
entrepreneurs, charities and self-help groups, who produce
the sanitary towels without fancy marketing. A manual
machine costs around 75,000 Indian rupees (£723) -
a semi-automated machine costs more. Often the women
who make the towels are the best marketers, passing on
the benefits by word-of-mouth. Towels are often sold
singly rather than in bulk packets, and are even sold

through barter. Muruganantham explains the marketing:
‘It's done silently and even the male members of their
families don’t know.’

Slowly, but surely his machines spread all over India with
operations in 23 states. By 2015 his company, Jayaashree
Industries, had expanded to 17 other countries including
Kenya, Bangladesh, Nigeria and Myanmar. He employs over
20,000 women in rural India and the enterprise has been
valued at over a billion dollars by some analysts. Muruga-
nantham has become a globally renowned frugal innovator
and motivational speaker. He won an award from India’s
National Innovation Foundation, coming first out of 943
entries and receiving the award by the then President of
India. He was also ranked by Time magazine as one of 100
mostinfluential people in the world in 2014 and was invited
to give a lecture at Harvard. His wife has moved back in
with him.

Muruganantham was confident about the sustainability
of his model: "We compete very comfortably with the big
giants (such as Procter & Gamble). That's why they call me
the corporate bomber.’

In 2018 the Muruganantham social entrepreneurship
story became a Bollywood music film, ‘Pad Man’ and he
has high hopes for the future: ‘The film will create more
awareness. We still have a huge task ahead, but things are
changing. I'm ecstatic to be known as pad man, as it makes
a difference to women'’s lives.’

Sources: BBC World Service, 6 August 2012; China Daily Asia, 5 June
2015; Economic Times, 18 January 2012; The Hindu, 9 February 2012,
Vancouver Observer, 9 July 2015; Alia Waheed, The Guardian, 4
February 2018.

Questions

1 Identify the various features of Muruganantham’s
approach that make his sanitary towel business a typical
or not so typical ‘frugal innovation’.

2 Could a large company such as Procter & Gamble
imitate this strategy?
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what people are actually doing in the marketplace. The key is to manage the balance actively.
For a stagnant organisation looking for radical innovation, it might be worth redeploying
effort from whichever model currently predominates: for the technology push organisation
to use more market pull or for the market pull organisation to invest more in fundamental
research.

10.3.2 Product or process innovation

Just as managers must manage the balance between technology and market pull, so must
they determine the relative emphasis to place on product or process innovation. Product
innovation relates to the final product (or service) to be sold, especially with regard to its
features; process innovation relates to the way in which this product is produced and distrib-
uted, especially with regard to improvements in cost or reliability. Some firms specialise more
in product innovation, others more in process innovation. For example, in computers, Apple
has generally concentrated its efforts on designing attractive product features (for instance,
the iPad tablet), while Dell has innovated in terms of efficient processes, for instance direct
sales, modularity and build-to-order. Dell’s process innovation even underlies a different
business model compared to the competitors; selling a differentiated customised product
with after-sales services. Business model innovation is still another form of innovation and
thus involves reorganising value creation, configuration and capture into an entirely new
business model (see Section 7.4).'4

The relative importance of product innovation and process innovation typically changes as
industries evolve over time."> Usually the first stages of an industry are dominated by product
innovation based on new features. Thus the early history of the automobile was dominated
by competition as to whether cars should be fuelled by steam, electricity or petrol, have their
engines at the front or at the rear, and have three wheels or four.'® Industries eventually coalesce
around a dominant design, the standard configuration of basic features: after Henry Ford’s 1908
Model T, cars generally became petrol-driven, with their engines at the front and four wheels.
Once such a dominant design is established, innovation switches to process innovation, as
competition shifts to producing the dominant design as efficiently as possible. Henry Ford'’s
great process innovation was the moving assembly line, introduced in 1913. Finally, the cycle is
liable to start again, as some significantinnovation challenges the dominant design:in the case
of cars, recently the emergence of electric powered cars with forerunners like Toyota and Tesla.

Figure 10.5 provides a general model of the relationship between product and process
innovation over time. The model has several strategic implications:

* New developing industries typically favour product innovation, as competition is still
around defining the basic features of the product or service.

* Maturing industries typically favour process innovation, as competition shifts towards effi-
cient production of a dominant design of product or service.

* Small new entrants typically have the greatest opportunity when dominant designs are
either not yet established or beginning to collapse. Thus, in the early stages of the auto-
mobile industry, before Ford’s Model T, there were more than a hundred mostly small
competitors, each with its own combination of product features. The recent challenge
to the petrol-based dominant design has provided opportunities to entrepreneurial
companies such as the Californian start-up Tesla Motors.

* Large incumbent firms typically have the advantage during periods of dominant design
stability, when scale economies and the ability to roll out process innovations matter most.
With the success of the Model T and the assembly line, by the 1930s there were just four
large American automobile manufacturers, namely Ford, General Motors, Chrysler and
American Motors, all producing very similar kinds of cars.



10.3 Innovation dilemmas

Figure 10.5 Product and process innovation
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Sources: Adapted from J. Abernathy and W. Utterback, ‘A dynamic model of process and product innovation’, Omega,
vol. 3,n0. 6 (1975), pp. 639-56, with permission from Elsevier.

This sequence of product to process innovation is not always a neat one. In practice, product
and process innovation are often pursued in tandem.!” For example, each new generation
of microprocessor also requires simultaneous process innovation in order to manufacture
the new microprocessor with increasing precision. However, the model does help managers
confront the issue of where to focus, whether more on product features or more on process
efficiency. It also points to whether competitive advantage is likely to be with small new
entrants or large incumbent firms. Other things being equal, small start-ups should time
their entry for periods of instability in dominant design and focus on product rather than
process innovation.

10.3.3 Open or closed innovation

The traditional approach to innovation has been to rely on the organisation’s own internal
resources — its laboratories and marketing departments. Innovation in this approach is
secretive, anxious to protect intellectual property and avoid competitors free-riding on ideas.
This ‘closed’ model of innovation contrasts with the newer ‘open model’ of innovation.'®
Open innovation involves the deliberate import and export of knowledge by an organ-
isation in order to accelerate and enhance its innovation. The motivating idea of open
innovation is that exchanging ideas openly is likely to produce better products more quickly
than the internal, closed approach. Speedier and superior products are what are needed to
keep ahead of the competition, not obsessive secrecy."®

Open innovation is being widely adopted. For example, technology giant IBM has estab-
lished a network of 10 ‘collaboratories’ with other companies and universities, in countries
ranging from Switzerland to Saudi Arabia. Swedish music streaming service Spotify arranges
‘music hack days’ in various locations around the globe where developers are invited for a
day of free food, drink and work on discussing and developing new applications. Crowd-
sourcing is an increasingly popular form of open innovation and means that a company
or organisation broadcasts a specific problem to a crowd of individuals or teams, often
in tournaments with prizes awarded to the best solution.?® Companies such as Procter &
Gamble, Eli Lilly and Dow Chemicals use the network company InnoCentive to setinnovation
‘challenges’ (or problems) in open competition over the Internet. Since 2001 they have run
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Illustration 10.4 ARM's Extensive Ecosystem

Ecosystems including the alignment of hundreds of partners is central for platform

technology companies

Source: Zapp2Photo/Shutterstock

In the world of connected devices including smartphones,
tablets, wearables and storage, British-based and Japa-
nese SoftBank-owned semiconductor company ARM Hold-
ings has an 85-90 per cent market share worldwide. Their
success is often explained by their extensive ecosystem. It is
central for their business model of only creating and devel-
oping its core microprocessor chips and then licensing the
technology as intellectual property (IP) for open innovation
rather than manufacturing and selling its own set of final
products.

ARM designs core processors that read in instructions to
perform specific actions that make smartphones, tablets, etc.,
function. These instructions are linked together in a way that in
real time they make up our smartphone or tablet experience;
everything we do on these and other devices must be processed

by the processor. Whenever we open an app or folder, write a
text message or watch a video it requires a core processor.
ARM is a design company that create the process archi-
tecture and an instruction set (a basic set o