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‘ Preface to the First Edition

This book is the volume in the Blackwell Encyclopedia of Management devoted to the subject of
strategic management. This relatively recent area of study in management stems from the 1970s, but
its origins go much deeper. The literature of the subject builds upon the early pioneers of management
thought, such as Urwick, Fayol, Taylor, Simon, Barnard, Chandler, and the like. Notice that nearly all
of these names are from the USA. The list could be broadened to include others from Europe, such as
Crozier, Woodward, Edwards, and Townsend. The field has also drawn somewhat on writers on
military strategy, such as Clauzwitz, Liddell Hart, Sun Tzu, Machiavelli, and Mao Tse Tung. Not all
of these conceptual thinkers are represented in this book; nor are the writers in decision theory, game
theory, and such like. Regrettably, there is a finite length to any volume.

The concept of strategic management in its present form developed in the 1960s with the emergence
of two very different approaches — which ultimately became complementary — at the Harvard Business
School and at Carnegie Mellon. At Harvard, by recognizing that something “different” occurred at the
top management level of the large corporation, and based on many of the behavioral studies by
practitioners and academics such as Barnard, Drucker, Selznick, Fayol, and Urwick, case based
material was developed which attempted to explain this behavior. Eventually, in 1965, Ken Andrews
articulated the concept of corporate strategy as developed at Harvard. He combined the views of
Drucker and the seminal work of Alfred Chandler to define strategy as:

The pattern of objectives, purposes or goals and major policies and plans for achieving these goals; stated in such a
way as to define what business the company is in or is to be in and the kind of company it is or is to be.

In contrast, Igor Ansoff, coming from the Carnegie school and influenced by rational decision
making concepts, developed the view of strategy as the “common thread” among an organization’s
activities and product/markets that defined the essential nature of the business that the organization
was in and planned to be in in the future.

At the same time as these two schools were developing within the academic world, in consultancy a
number of important concepts were developing. Bruce Henderson and the Boston Consulting Group
had developed the experience curve concept which, coupled with the observable diversification trend
in large US corporations, led to the introduction of the growth share matrix, a recipe for balancing the
cash flow profiles of different businesses based on expected cost advantages secured from the experi
ence effect, the surrogate for which was subsumed to be relative market share. Similarly, Chandler’s
structure findings were being widely disseminated by McKinsey and Company, both amongst diversi
fied US corporations and around the world, to introduce the profit centered (and later strategic
business unit centered) form of organizational structure.

During the next decade the field developed with some dichotomy between behavioral models of
strategy and analytic methods. At Harvard, interestingly, the behavioral school tended to dominate in
the area now known as Business Policy, while analytic techniques, such as those of the Boston
Consulting Group, found root in the marketing faculty. Ansoff visited Europe where he was instru
mental in establishing a European network of scholars and helping to establish the discipline of
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corporate strategy there, in an environment exhibiting substantial skepticism that the area existed as a
business discipline at all.

In the late 1970s, the strategic management movement in its present form was born. At perhaps the
first international conference on the theme of corporate strategy, hosted by the University of
Pittsburgh, it was decided by an international group of scholars that the term ““Strategic Management”
might be used to help coalesce the diversity between the concepts developed at Carnegie and at
Harvard. Further, it was proposed that the new movement should endeavor to be truly international
and embrace not only academics, but also business consultants and practitioners. This was cemented at
a conference in Aix en Provence, hosted by Henry Mintzberg and attended by Dan Schendel and
Derek Channon, who together with Igor Ansoff set out to create the Strategic Management Society
and Fournal in the next few years. The first international meeting of the Strategic Management Society
was held in London in 1979, hosted by Hugh Parker of McKinsey and Company and Derek Channon,
and attended by Dan Schendel and visitors from Harvard and around the world from business,
academia, and consultancy.

The second meeting, hosted in Montreal by Henry Mintzberg, led to the creation of the Strategic
Management Society. Meanwhile, Igor Ansoff, Derek Channon, and especially Dan Schendel had
launched the Strategic Management Journal, which became and remains the leading professional
journal in the area.

Since the beginning of the 1980s the area has expanded dramatically. Today it has become a leading
area of management consultancy. It is a required area in the curriculum of virtually all graduate
business administration and executive programs. In business, the concept of strategy is taken as an
accepted norm and the search for strategic advantage has become a key element in corporate success.
Notably, the work of Michael Porter in the early 1980s has built heavily upon the concepts of industrial
economics, and the work of Mintzberg has challenged the analytic themes of rational economic
strategy. The work of C. K. Prahalad and Gary Hamel has introduced new or modified concepts of
core competence and globalization; and the consultancy industry has built upon finance theory to
develop value based planning, re engineering, benchmarking, and the like.

Seriously neglected in the literature of strategic management have been concepts from the East, and
especially from Japan. This volume has, however, attempted to redress the almost total omission of the
strategies, structures, and management techniques developed by Asian corporations. On average, the
present major texts in the area devote less than one per cent of their content to this region, and yet in
economic terms over the past several decades these countries have been the winners. Moreover, many
of their management practices tend to be in almost direct contradiction of the best practices espoused
in the West. We have therefore devoted a number of entries to attempting to describe and understand
their management methods. While much of this discussion has been devoted to descriptions of actual
practices, some attempt has also been made to show how, structurally, many of the strategies actually
work. We hope this feature will add to the strategic management literature and help redress the
imbalance.

The volume has also been designed to try to reflect the ideals established with the formation of the
Strategic Management Society, namely to add value to the three constituencies of Academic, Business
executives and Consultants, the ABCs that were the foundation of the Society. Thus, while the entries
develop the theoretic concepts of the field, there is also an emphasis on the practical use of these.

Derek F. Channon



‘ Preface to the Second Edition

It is seven years since the first edition of The Blackwell Encyclopedia of Management: Strategic
Management was published. In his preface to that edition Derek Channon told the story of the genesis
of strategic management as a conjunction of theory and practice. The theoretical impetus came from
the long stream of writing at Harvard Business School and the then modern approach taken at Carnegie
Tech (later Carnegie Mellon). The impetus from practice came from the prime strategy consultancies
(especially Boston Consulting Group and McKinsey and Company) and from a number of the large
diversified corporations among whom General Electric stands out. The field has continued to bridge
theory and practice because in the final analysis strategy has to be a practical subject. Nevertheless the
academic endeavor in the field of strategic management has proceeded at rapid pace to the extent that
the prime journal — the Strategic Management Journal — is rated as one of the top academic journals in
management and new strategy and strategy related journals continue to appear.

In this new edition I have extended the range of entries to reflect the more eclectic nature of
STRATEGY and to reflect the changes in the economy in terms of the growth of high tech knowledge
and its impact on the field of strategy. There is more explicit attention t0o COMPETITIVE STRATEGY
and COMPETITIVE ADVANTAGE reflecting the extent to which this language has become the
common language of strategic discourse. The RESOURCE BASED VIEW is given much more promin
ence along with recent developments around knowledge and the emerging KNOWLEDGE BASED
VIEW of strategy. The inheritance of strategy from economics as firm specific imperfections is made
more explicit. The new economy is given explicit treatment, specifically economics of knowledge and
information and the nature of network externalities and the implications these have for strategy
making.

The second edition of this dictionary enables us to pay tribute to the pioneering work of Derek
Channon. Derek died in 2003 after a long illness. His colleagues at Manchester Business School and
Imperial College Management School will miss him greatly as also will scholars and practitioners at
large. Derek was a man of great energy, passion and insight. He was one of the key founders of the
Strategic Management Society and a founding co editor (along with Dan Schendel) of the Strategic
Management Journal. He was one of the architects of the modern field of strategic management and was
one those few who grandfathered the use of the term strategic management. Derek’s scholarly interests
were formed during his doctoral research at Harvard where he and a select few investigated multi
business firms providing empirical foundation for the then emerging study of Strategy and Structure.
This set in motion a generation of empirical study and theoretical debate both in North America and in
Europe. As is evident from the Preface to the First Edition, Derek was a strong champion of Japanese
concepts of strategy and of management. These have become less fashionable as the Japanese economy
has struggled over the last decade, but many of the distinctive Japanese characteristics of management
have moved into the Western lexicon. Some like TOTAL QUALITY CONTROL have almost become
anglicised in their explication but others such as SOGA SOSHA remain distinctively Japanese and are
retained in this second edition because of their continuing importance in the field.

Derek made a significant and lasting mark on the field of strategic management.

FJohn McGee
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As the field of strategic management has grown in breadth and in depth I feel that it is useful to provide
the reader with a map to guide their use of the entries. Figure 1 shows one conceptual framework of
strategic management and the logic underlying the selection and organization of the entries.

Figure 1 is a map but it also a system model. It sets out strategy as a field of practice onto which
academic research and interpretation can be mapped. Each of the elements in the diagram (e.g. over
arching direction or strategic thinking) encompasses a set of issues and generally poses a specific
question.

1 Understanding the firm’s over arching Direction is critical. The general question being asked here
is “What does the organization want to be?”” The organization must develop a long term vision of
what it wants to be and takes into account the company’s culture, reputation, competences, and
resources in addressing that question. The vision is the core ideology of the organization, which
provides the glue that binds the organization together. It encompasses a set of core values that
address questions such as why the company exists and what it believes in. The core values may
include such things as honesty and integrity, hard work and continuous self improvement, strong
customer service, creativity, and imagination. On the other hand, the core purpose is to do with the
company’s reason for being. In Walt Disney’s case, it is simply stated as being to make people
happy or, in Hewlett Packard’s case, to make a technological contribution to the advancement and
welfare of humanity. Purpose, in this sense, is very close to the mission of the organization and, as
stated earlier, the vision is the core ideology which binds the organization together.

2 Strategic thinking This element of the strategy map advances a holistic and integrated view of
the business. It asks the question of how, through analysis and strategic positioning, the firm will
answer the question “Together, how will we do that?” What we seek to understand here is the

— Direction
External Environment 1
Internal Environment > Strategic Thinking
> Strategies

- Strategy Programming
Ly

Performance =~ <———= Functional Strategies
& Execution

Figure 1  The strategy concepts map
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relationship between the firm’s positioning, resources and capabilities, and organization the
firm’s strategy must be such that the elements complement and reinforce each other, i.e. the
strategies are cohesive. In other words, a coordinated framework of high level enterprise strategies
is developed to achieve the vision. This brings together the best strategic thinking and analysis and
widely communicates one strategic viewpoint to get everyone pulling in the same direction and to
discourage unproductive behaviour.

The agreed enterprise strategy is then broken down into a range of strategies that position the
organization in its markets and in its various functional activities (e.g. product strategies, distribu
tion strategies, etc.). They emphasize strategic options and positions, and highlight them in a
framework such that they work together. Obviously, strategic thinking requires a whole range of
techniques and tools. These include a determination of the broad goals of the organization, thus,
answering the question ‘“‘What is most important?” Analysts and strategists also have to under
stand the sources of value creation through revenue drivers, cost drivers, and risk drivers.

This kind of framework is useful for picturing the dynamics of an industry but such frameworks
do not tell the whole story. They are relatively static frameworks that make a number of
assumptions, not least that all players will have perfect knowledge (everyone is aware of the extent
of their power or the threat they pose) and will always exercise the power they have. To inject a
more dynamic perspective, these frameworks should be seen as one part of a greater process. The
strategist has to recognize the source of the power balances or imbalances, but having done that he/
she needs to drill deeper into the analysis to analyze not only the sources of such threats and power
but also the impact of each on the strategy process. This explains why the five forces model, central
to many scholars strategy frameworks, is only a part of the systemic model presented here.

3 Strategies constitute the strategic framework and product goals. In its simplest terms, a strategy
consists of a set of goals and a set of policies or actions to achieve those goals. Goals answer the
question of “What is most important for the organization?” The strategy and process also
encompasses the strategic planning process which varies from organization to organization in
levels of familiarity. However, the most important element in strategic planning is to link the
strategic framework and broad goals as guides and allow each of the divisions or sub units of the
organization to develop their own strategies in a coordinated fashion. That is, responsibility for
strategy formulation should be devolved to the sub units or entities within the business that have
responsibility for products and services. The individual managers running those units are the ones
who know the products and services, the product markets and the presence of other competitors in
the market place. They can then develop a statement of what strategic positioning the organization
should reasonably adopt at that level. The role of top management is to coordinate those strategies
in an enterprise sense, so that it fits the overall strategic framework defined by the vision and the
over arching direction of the organization.

4 Strategic programming focuses on the answers to questions such as “Who, when, and how
much?” In other words, assuming broad strategies are agreed, an operating plan must be developed
to attack such issues as day to day priorities, organizational roles and responsibilities, and resource
allocation with regard to budgets and systems development. Obviously, this leads to the develop
ment of a clearer, tactical plan.

5 Functional strategies and execution This phase of the strategy process addresses the tasks “Let’s
get organized and let’s do it, and do it right!” In other words, the tactical part of the operating
plan fills in the gaps about division plans, unit plans, and individual goals, and develops perform
ance metrics at each level, so that monitoring of those plans can be undertaken. The executive
focuses not only on the monitoring of performance and targets but the ability to adjust plans
quickly and rapidly as new ideas and challenges are developed within the organization.

6 Performance: Measurement, analysis, and purpose In any organization, there must be a linkage
to performance. The feedback that is necessary for any organization in re framing its strategy in a
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sensible way is the answer to the question “How do I do a check of performance against targets and
cost?” Performance metrics are extremely important — they highlight issues such as progress
towards goals and, more importantly, how certain tasks and certain strategies can be adjusted better
and faster, and how change can be incorporated most effectively within the context of the
organization.

7  The internal and external environment requires information and analysis. Obviously, changing
the organization through performance monitoring and strategy adjustment is but one process in a
series of feedbacks and feedback loops which are absolutely necessary in analyzing information
about both internal and external environments. In the external environment, we have to question
“What is happening around us?” There must be a process of data gathering and development of
insight and knowledge about such issues as new technology and its impact on the business, and the
potential impact of regulation and legislation on the activities of the company. The underlying
national economic and macro economic conditions are also important in setting the global
economic context for the organization and, at a more micro level, framing intelligence and analysis
about competition, the nature and changing shape of markets and customer needs and opinions.
Obviously, key success factors in this external environment enable the firm to focus on appropriate
product renewal and generate knowledge and insight about new products and ideas. In the context
of the internal environment, the firm needs to analyze and identify its key resources and capabilities
and evaluate its impact on competitive advantage. Internal analysis also requires a process of
continual investigation, discovery, and criticism leading to new ideas, new product concepts,
updated financial results, and updated metrics. Information about organizational strengths and
weaknesses can, in turn, lead to the continual renewal of the strategy process.

The strategy concept presented in Figure 1 is both a map, a framework, and a virtuous circle, at the
core of which is a process of knowledge management which trades upon analysis of the external and
internal environment, analysis of performance, analysis of strategies, and competitive updating of

Strategy
Strategic Management
Mission
Five Forces Corporate governance
Globalization L
— Direction
External Environment l Competitive strategy
Corporate Strategy
/ Internal Environment > Strategic Thinking ~ Market Share
Organisation Structure l
Resource-Based View L, Strategies
l |Strategic Decision—making|
> Strategy Programming
" l Strategic Planning |
Performance <+———= TFunctional Strategies
& Execution
PIMS
Risk Analysis

Figure 2
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values and mission in order to achieve a process whereby the organization engaged in a continual
debate about how it can improve and how it can frame its strategy so that the organization, itself; fits in
a dynamic sense with its current and future strategic position.

The entries in this dictionary are organized around key entries which are aligned with this map (see
Figure 2). This makes it possible for the reader to pursue themes through linked entries. Thus it is
possible to pick out GLOBALIZATION as a key theme and pursue it and the related entries to build up a
systematic view of one particular element in strategic management.
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acquisition strategy
Richard Schoenberg

Acquisition provides a rapid means of gaining an
established product market position. Compared
to the alternate routes for achieving growth or
diversification, acquisitions overcome the rela
tively long time scales and potential resource
constraints of internal development and do not
involve the dilution of control inherent within
STRATEGIC ALLIANCES.

Acquisitions may be a particularly attractive
means of corporate development under certain
strategic and financial conditions. In mature in
dustries containing a number of established
players, entry via acquisition can avoid the com
petitive reaction that can accompany attempts to
enter the industry by internal development:
rather than intensifying the rivalry by adding a
further player, the potential competition is pur
chased. In other industries in which COMPETI
TIVE ADVANTAGE is held in assets built up over
considerable periods of time, for example the
back catalogues in the record or film industries,
acquisitions can immediately achieve a market
position that would be virtually impossible to
develop internally. The Japanese electronics
company Sony, for example, has achieved this
with its acquisition of CBS Records and Colum
bia Pictures.

Financially, acquisitive growth may be par
ticularly attractive to a quoted company if its
price : earnings ratio is relatively high compared
to that of potential target companies. Under
such circumstances an acquisition funded by
shares may provide an immediate earnings per
share enhancement to the acquiring firm. A fur
ther stimulus to the acquisition boom of the late
1980s in the UK was the existence of accounting
standards that permitted acquirers to offset the

goodwill element of an acquisition’s cost against
reserves rather than treating it as an asset that
had to be depreciated over time, reducing future
stated profits.

The importance of acquisitions is evidenced
by the volume of activity. In 1994, US com
panies spent in excess of $222 billion on domes
tic acquisitions and a further $24 billion on
cross border transactions. Comparative figures
for companies within the European Union
(EU) are $67 billion and $60 billion, respectively
(data source: Acquisitions Monthly). However,
acquisitions are not without their risks: empirical
studies have consistently shown failure rates
approaching 50 percent, regardless of the criteria
used.

A study by McKinsey and Company revealed
that 43 percent of a sample of international ac
quisitions failed to produce a financial return
that met or exceeded the acquirer’s cost of cap
ital (Bleeke and Ernst, 1993). Non financial
studies show little improvement over John
Kitching’s (1974) early finding that between 45
percent and 50 percent of acquisitions are con
sidered failures or not worth repeating by the
managements involved. Further support comes
from Michael Porter’s (1987) examination of the
diversification record of large US firms over the
period 1950-86. He found that 53 percent of all
acquisitions were subsequently divested, rising
to 74 percent for unrelated acquisitions.

As one would expect given this performance
record, a significant amount of research has been
conducted to examine the factors determining
acquisition success or failure (see Haspeslagh
and Jemison, 1991: 292-309 for a concise review
of the research literature). T'wo key success cri
teria emerge. First, there must be clear oppor
tunities to create value through the acquisition
and, second, the acquired company must be



2 acquisition strategy

effectively integrated into the new parent in a
way that takes account of both strategic and
human considerations. Fach is discussed in
turn below.

The purchase price of an acquisition typically
includes a bid premium of 3040 percent over
the previous market value of the target company.
Premiums of that order in general make it diffi
cult for acquisitions to be a financial success for
the acquiring company. Many acquisitions fail
because the perceived benefits of increased
market share and technological, manufacturing,
or market synergies fail to increase profit
margins or raise turnover by the amount neces
sary to justify the price paid to conclude the deal.
Acquisitions can only be justified in cases in
which the post merger benefits have been solidly
defined. In order to successfully create value
through acquisition, the future cashflow stream
of the acquired company has to be improved by
an amount equal to the bid premium, plus the
often overlooked costs incurred in integrating
the acquisition, and the costs incurred in making
the bid itself. Four basic value creation mechan
isms are available to achieve this:

1 Resource sharing, in which certain operating
assets of the two merging companies are
combined and rationalized, leading to cost
reductions through economies of scale or
scope. (The British pharmaceutical company
Glaxo planned to save $600 million annually
following its acquisition of Wellcome by
combining headquarters operations, ration
alizing duplicated R&D facilities onto
selected sites, and adopting a single sales
force in overlapping product areas.)

2 Skills transfer, in which value adding skills
such as production technology, distribution
knowledge, or financial control skills are
transferred from the acquiring firm to the
acquired, or vice versa. Additional value is
created through the resulting reduction in
costs or improvement in market position.
The effective transfer of functional skills
involves both a process of teaching and
learning across the two organizations, and
therefore tends to be a longer term process
than resource sharing. Nevertheless, it is
often the primary value creating mechanism
available in cross border acquisitions, in

which the opportunities to share operational
resources may be limited by geographic dis
tance. For example, in its acquisition of the
Spanish brewer Cruz del Campo, the drinks
company Guinness planned to recoup the
acquisition premium by using its marketing
expertise to establish Cruz as a major na
tional brand in the fragmented Spanish
market.

Combination benefits. These are size related
benefits such as increased market power,
purchasing power, or the transfer of financial
resources. A company making a large acqui
sition within its existing industry, or a series
of smaller ones, may succeed in raising
profit margins by effecting a transformation
of the industry structure. The emergence of
a dominant player within the industry
should reduce the extent of competitive ri
valry, as well as providing increased bargain
ing power over both suppliers and customers
for the acquiring company. The European
food processing industry, for example, has
consolidated rapidly through acquisitions,
driven both by a desire to reduce competitive
rivalry and by a belief that larger brand port
folios will help to maintain margins in the
face of increasing retailer concentration. Fi
nancially based combination benefits may be
available. The superior credit rating of an
acquirer may be used to add value by refi
nancing the debt within an acquired com
pany at a lower interest rate. In other
instances in which the acquired company
has been a loss maker prior to acquisition,
the associated tax credits can be consolidated
to the new parent, thereby reducing the lat
ter’s tax charge.

Restructuring is applicable when the acquired
company contains undervalued or under
utilized assets. Here, acquisition costs are
recouped by divesting certain assets at their
true market value, and by raising the prod
uctivity of remaining assets. The latter may
be accomplished by closing down surplus
capacity, reducing head office staff, or ra
tionalizing unprofitable product lines. Very
often the two elements are combined: for
example, the closure of surplus capacity
may lead to a vacant factory site which
can then be sold off at a premium for



redevelopment. A further form of restruc
turing is the concept of “unbundling.” This
involves acquiring an existing conglomer
ate (or other portfolio of businesses) the
market value of which is less than the sum
of the individual constituent businesses.
The businesses are then sold off piecemeal,
creating a surplus over the acquisition
cost. Restructuring is essentially financially
based, in that it does not require any stra
tegic capability transfer between the two
firms. Rather, the skill of the acquirer is in
recognizing and being able to realize the true
value of the targets’ assets. A classic illustra
tion of value creation through restructuring
is Hanson plc’s acquisition of the diversified
tobacco company Imperial. Hanson paid $5
billion for Imperial and within a year had
sold off its food and brewing interests,
along with its London head office, for $3
billion, leaving it with the core tobacco busi
ness that generated 60 percent of Imperial’s
previous profits for only 40 percent of the
acquisition cost.

The presence of value creating opportunities
does not in itself guarantee a successful acquisi
tion. Plans have to be effectively implemented
before the benefits can be realized in practice.
This is the second area in which acquisitions
frequently fail. In many instances organiza
tional issues block the ability of the acquirer to
create the planned value. Key personnel may
depart following the acquisition, clashes of or
ganizational culture may lead to mistrust and
lack of communication, or inappropriate control
systems may hinder the efficiency of the newly
acquired firm.
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Haspeslagh and Jemison’s (1991) comprehen
sive study of the acquisition process has high
lighted the fact that the appropriate form of
post acquisition integration will depend on two
principal characteristics of the acquisition. First,
the value creation mechanism(s) will determine
the degree of strategic interdependence that needs
to be established between the two companies.
Resource sharing and skills transfer imply high
to moderate strategic interdependence respect
ively, while combination benefits and restruc
turing imply little or no interdependence.
Second, the extent to which it is necessary to
maintain the autonomy of the acquired company
in order to preserve its distinctive skills will
determine the need for organizational autonomy.
Where critical employees are loyal to a distinct
ive corporate culture, as in many service busi
nesses, it may be important to preserve that
culture post acquisition. Consideration of these
characteristics suggests the appropriate form
of post acquisition strategy, as illustrated in
figure 1.

Effective implementation also depends on
creating an atmosphere of mutual cooperation
following the acquisition. Resource sharing,
skills transfer, and, to a lesser extent, combin
ation benefits all create value through the trans
fer of strategic capabilities between the acquiring
and acquired firms. Because of the high degree
of change often involved, and the uncertainty
likely to be felt by employees on both sides
following the acquisition, it is critical that the
acquirer works to create an overall atmosphere
that is conducive to the required capability
transfer. Haspeslagh and Jemison (1991) argue
that there are five key ingredients to such an
atmosphere:

Need for strategic interdependence

Low High
High Preservation Symbiosis
Need for
organizational
autonomy
Low Holding Absorption

Figure 1 Types of acquisition integration approach (Haspeslagh and Jemison, 1991)
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Table 1 Types of acquisition integration approach

Absorption integration

The aim is to achieve full consolidation of the operations, organization, and

culture of both companies, ultimately dissolving all boundaries between the
acquired and acquiring firms.

Symbiosis integration

The acquiring company attempts to achieve a balance between preserving the

organizational autonomy of the acquired company while transferring strategic
capability between the two organizations.

Preservation integration

The acquired organization is granted a high degree of autonomy, typically

positioned within the acquiring organization as a stand-alone subsidiary.

1 Reciprocal organizational understanding. In
order to work together effectively, both com
panies need to understand each other’s his
tory, culture, and management style. This
two way learning process is particularly
important in the context of skills transfer,
as the acquirer must insure that the source
and origins of the sought after skills are not
inadvertently destroyed during the integra
tion process.

2 Willingness to work together. Employees of
both companies may have a natural reluc
tance to cooperate together post acquisition.
Fears over job security, changes in manage
ment style, or simple distrust of the new
organization may all hinder the willingness
to work together. Research suggests that the
negotiation stage of an acquisition can play
an important role in creating an atmosphere
of cooperation. Successful implementation
is more likely where there is a clear vision
of the future, assurances are maintained,
and concern is shown for the people in
volved. Post acquisition, reward and evalu
ation systems also can be used to encourage
cooperation.

3 Capacity to transfer and recerve the capability.
In order for skills transfer to occur, it has to
be possible to accurately identify and define
the skills and to actually effect their transfer.
In some smaller acquisitions, for instance, it
may prove difficult to transfer the acquirer’s
control and reporting systems, as the receiv
ing management does not have the time both
to collect substantial amounts of additional
data and continue to run its business as
before.

4 Discretionary resources. Managements need
to keep in mind that acquisitions frequently

take up more managerial resource than was
planned initially. Once a fuller understand
ing of the newly acquired company is de
veloped post acquisition, new opportunities
and problems will often emerge that require
managerial time and attention.

5 Cause—effect understanding of benefits. Finally,
the correct atmosphere for implementation
can only be generated when there is a clear
understanding of how value will be created
through the acquisition. Those involved in
the value creation process must understand
the benefits sought and the costs involved in
achieving them. The detailed knowledge
about these two elements may be held at
different organizational levels. Executive
management will have conceptualized the
benefits of acquisition, but operating man
agement who will conduct the day to day
implementation frequently hold the know
ledge about the associated costs. Open com
munication between those charged with
planning and implementing the acquisition
becomes critical. Value can only be created
when the acquisition benefits outweigh the
implementation costs.

See also post acquisition integration
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activity-based costing
Derek F. Channon

Activity based costing (ABC) was developed to
understand and control indirect costs. It also
provides management with a tool that enables
them to understand how costs are generated and
how to manage them. By contrast, historic cost
analysis tends to allocate costs according to some
arbitrary formula which often fails to truly re
flect actual costs.

ABC assigns costs to products and/or custom
ers upon the basis of the resources that they
actually consume. Thus an ABC system identi
fies costs such as machine setup, job scheduling,
and materials handling. These costs are then
allocated according to the actual level of activ
ities. All overhead costs are thus traced to indi
vidual products and/or customers, as the cost to
serve all customers is far from equal.

As aresult, ABC forms an integral component
in the STRATEGIC PLANNING process and,
unlike conventional accountancy, provides a
vehicle for assuming future costs rather than
purely measuring past history. It allows manage
ment to identify systems, policies, or processes

activity-based costing 5

that operate activities and thus create cost. ABC
permits management to identify actual cost
drivers and address these, and so reduce fixed
cost.

While ABC assigns material costs to products
in the same manner as conventional account
ing, it does not assume that direct labor and
direct material automatically generate overhead.
Rather, it assumes that products incur indirect
costs by requiring resource consuming activ
ities, and these costs are specifically assigned
rather than being estimated as a function of the
direct costs.

In a traditional cost system it is usually as
sumed that these costs are related to volume.
However, in reality some activities are not
necessarily triggered by individual units but,
rather, may be generated by a batch of units.
For example, doubling a product’s volume does
not double the number of machine setups.
Rather, setups are determined by the number
of batches produced, and an ABC system assigns
cost accordingly. Purchasing is another cost
driven by batches. Traditional cost accounting
allocates purchasing costs according to material
cost. However, this method fails to account for
the true cost of purchasing, which is directly
proportional to the number of purchase orders
made. ABC allocates cost according to purchase
order numbers. ABC also reflects economies of
scale in the factory, allocating actual costs based
on setups, materials handling, warehousing
costs, and the like. Such differences are illus
trated in table 1.

In addition to allocating costs specifically to
products, ABC assigns below the line costs,
such as those attributable to sales, marketing,
R&D, and administration. When such a sub

Table 1 Allocation bases for traditional and ABC

Indirect cost Traditional ABC

Production control Labor hours Parts planned

Inspection Labor hours Inspections
Warehousing Labor hours Stores receipts and issues
Purchasing Labor hours Purchase orders
Receiving Labor hours Dock receipts

Order entry
Production setups

Labor hours
Labor hours

Customer orders
Production changeovers

Source: O’Guin (1991)
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division is meaningful, this can be done by class
or segment of customers. Usually, customer
costs can vary substantially as a result of differ
ences in the following factors:

customer segment;

order size;

pre and after sales service levels;
service levels;

product size;

distribution channel;

geography;

selling and marketing service .

From such an understanding of the costs to
serve, management can devise policies to im
prove profits and reduce costs. These might
operate on:

average number of units per customer order;
number of locations supplied;

type and volume of sales promotions used;
alternate pricing strategies;

number of returns sent back;

channels of distribution used,;

number of sales calls required;

speed of bill payment.

An ABC system separates product and cus
tomer driven costs. PARETO ANALYSIS can
then be used to focus on key costs on each and
both dimensions concurrently, with a view to
eliminating serious loss making customer and
product combinations.

ASSIGNING CosTs IN AN ABC SYSTEM

ABC allocates all resources to either products
or customers to reflect actual operations. Just
as traditional accounting does this in a two
stage process, so too does ABC. However,
ABC uses more cost pools and assigns costs to
a wider variety of more appropriate bases. In
particular, a wider choice is made of second
stage cost drivers, allowing ABC to model more
complex situations in a superior way.

ActiviTy CENTERS

ABC first assigns all key manufacturing and
business process costs to activity centers. Being
based more on actual activity measures, this
analysis tends to be more rigorous than trad

itional methods. These first stage cost drivers
are then allocated to products, as shown in figure
1. The truly differentiating feature of ABC,
however, is the much greater sophistication in
the treatment of second stage drivers. Here the
ABC system recognizes that many costs are not
directly proportional to volume but, rather, that
many are proportionate to the number of batches
produced. As such, costs are assigned to batches
while some, such as design engineering, are re
lated to entire products.

Activity centers come in two groups: product
driven activity centers and customer driven
centers. Activity centers themselves are either
homogeneous processes such as the punch press,
machining, or assembly, or a business process
such as marketing, procurement, or distribution.

SECOND-STAGE DRIVERS

These are activity measures used to assign activ
ity center costs to products or customers. In
traditional cost accounting, such second stage
drivers usually consist of direct labor costs, ma
terial costs, machine hours, or other indicators of
value. In ABC systems, in addition to these
costs, second stage drivers might include setup
times, inspection costs, warehouse moves, sales
calls, and customer orders. These drivers thus
reflect how an activity center consumes cost by
product and/or customers. As a result, not
assigning such costs on the basis of volume can
reflect the different costs of complex products or
customer groups.

HierRARcHICAL COSTS

A further significant difference between ABC
and traditional costing is the formal systems
recognition; these costs can be stimulated at
different hierarchical levels. While individual
units trigger some costs, others occur at the
level of the batch and even at the market segment
(se¢e SEGMENTATION). As a result of this recog

nition, ABC separates costs for management de

cision making. Such hierarchical costs can also
be separated by product and customer as follows.

Product driven activities

o  Unit level: production costs assigned once for
each unit (e.g., drilling a hole).

® Batch level: manufacturing costs assigned
once for each batch (e.g., machine setup).
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Variable Accounts Fixed Accounts
I N N
General . : :

. Labor Fringe Operating Equipment Occupancy | Supervision
Ledger Benefits Supplies Depreciation panes berv
Accounts

Punch Press - _emT T
Activity
Centers

Variable Fixed
machine machine
rate rate

Units

By segregating the general ledger accounts flowing to parts one can create variable and fixed cost drive rates

Figure 1

®  Product level: costs to support the design or
maintenance of a product line (e.g., product
engineering and process design).

Customer driven activities

®  Order level: costs attributable directly to sell
ing and delivering orders to individual cus
tomers (e.g., order entry, shipping, billing,
and freight).

o Customer level: non order related costs at
tributable to individual customers (e.g.,
sales force costs, credit and collections, pre
and post sale service costs).

o Market level: costs required to enter or remain
in a particular market (e.g., R&D, advertising
and promotion, and marketing).

o FEnterprise level: costs required to remain in
business that are unassignable to any lower
level (e.g., pensions, board of management,
central staff).

These might apply for higher or lower levels
for a business dependent upon the cost struc
ture of the firm; the ABC system distributes
all such costs in a way that reflects actual
operations.

Using ABC to calculate variable and fixed costs (O’Guin, 1991)

ABC BY BUSINESS TYPE

ABC principles have mainly been applied in
manufacturing industry, but are becoming
increasingly important in the service sector as
cost analysis becomes an important strategic
factor in a deregulated, more competitive
environment.

In capital intensive process industries, activ
ity based costing is very important. Many pro
cess industries utilize time based costing as a
representative of capacity utilization as a cost
driver, with factors such as direct labor being
assigned to a process, not a product. Process
time is charged to products on the basis of ma
chine hours. Capital costs and thus changeover
costs tend to be high in process industries and
should not be assigned on a volume measure
such as time.

As fixed costs are so high in capital intensive
industries, high capacity utilization is a critical
determinant of business profitability. Variable
pricing may well therefore be necessary and the
cost of EXCESS CAPACITY needs to be calcu
lated so that fixed costs do not incorrectly influ
ence pricing decisions. An ABC system needs to
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reflect this and, in addition, the large fixed costs
required to maintain the process, such as main
tenance and process engineering, are annually
allocated to production lines rather than being
arbitrarily spread.

In some process industries, such as food
and brewing, logistics costs can form an ex
tremely large element in overall costs. Further
more, the costs to some specific customer
segments may also vary widely. Customer sales
volume, location, and product mix will all affect
logistics costs. This, coupled with the need
for high capacity utilization rates, can allow
traditional costing systems to suggest unprofit
able policies, such as the pursuit of small cus
tomers with specialist product needs. Limited
production flexibility may well compound this
problem. By allocating indirect costs more ac
curately, ABC pinpoints profitable opportun
ities and encourages exit from loss making
segments.

Many process industry firms actually have
very primitive cost systems, offering little more
than aggregate values for labor, supplies, util
ities, raw materials, and the like. In addition, in
many process industries the joint cost problem
exists, in which a variety of products are pro
duced as a result of a drive to produce one. ABC
does not address all of these issues, and man
agerial decisions will need to be taken about
costing system assumptions.

Service industries similarly have notoriously
weak costing systems. Again, many costs (such
as branch premises for a bank) are joint costs,
and it may be impossible to exit part of the
business without fatally damaging that part the
firm wishes to retain. The use of ABC, while not
providing clear answers to these problems,
nevertheless identifies profitable customer and
profit segments in a superior manner to trad
itional costing.

DESIGNING AN ABC SYSTEM

The key element in designing a successful ABC
system is in the choice of cost drivers. To choose
these variables it is essential to identify correctly
what generates activity; these activity triggers
are cost drivers.

The first key principle in designing an ABC
system is to keep it simple. Efforts should be
concentrated on the significant costs, with the

focus being on relevance rather than precision,
reflecting on how the firm actually incurs cost.
Moreover, many costs have no precise measures
and common sense needs to be used to assign
such costs in the most equitable way. Care must
also be taken to avoid attempting to track every
small cost, to avoid the creation of an overly
expensive, complex system. All unnecessary
detail increases the need for more cost
drivers, which adds to the expense of designing
and operating the system. Finally, keeping
matters simple makes understanding easier and
actually stimulates acceptance and use of the
system.

Second, it needs to be recognized that each
firm is somewhat individual and that the nature
of costs may vary widely from company to com
pany. As a result, different cost drivers may be
employed in different corporations; thus the
same type of costs may be allocated using
cost drivers that are not applicable to another
concern.

Third, it is imperative to understand what
objectives top management wishes the cost
system to support. A substantial number of deci
sions must therefore necessarily be made before
the final design is set. Such decisions affect the
choice of cost drivers, the level of system com
plexity, and whether or not the system is to be
online.

Designing the system therefore involves the
following steps:

1 Develop fully “burdened” departmental
costs from the general ledger.

2 Segregate costs into product driven or cus
tomer driven.

3 Split support departments into major func
tions, each of which:
(a) has a significant cost;
(b) is driven by different activities.

4 Split departmental costs into function cost
pools.

5 Identify activity centers.

Identify first stage cost drivers.

7 Identify second stage cost drivers on the
basis of:
(a) available data;
(b) correlation with resource consumption;
(c) effect on behavior.

8 Identify activity levels.

[=)



9 Choose the number of cost drivers on the
basis of:
(a) system use;
(b) company complexity;
(c) available resources.

ABC provides a new insight into the true
profitability of products and customers by allo
cating indirect costs in a much more realistic way
than traditional costing systems. As a result,
product and customer profitability is often
shown up in stark relief and in a new way,
causing significant rethinking of policies and
overall corporate strategy. This is especially
true in industry sectors which historically have
not really been required to compete vigorously.
New technologies and deregulation are trans
forming competitive conditions in many indus
tries, and this is leading to widespread efforts to
incorporate this alternate means of costing.
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advantage matrix
Derek F. Channon

During the 1970s, the Boston Consulting Group
recognized that the GROWTH SHARE MATRIX
had a number of limitations, in that an under
lying experience effect (se¢ EXPERIENCE AND
LEARNING EFFECTS) was not always present
and that differentiated products need not be as
price sensitive as undifferentiated or commodity
products. As a result, the advantage matrix was
developed, as shown in figure 1. In this system
four generic environments were identified on
the basis of the potential size of COMPETITIVE
ADVANTAGE that could be generated, and
the number of ways in which a competitor
could establish a leadership position within an
industry.
VOLUME BUSINESSES, STALEMATE BUSI
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SPECIALIZED BUSINESSES are identified
within this system. As shown in figure 1, only
in volume businesses does the historic experi
ence effect analysis tend to hold. In specialized
businesses a relationship also exists between size
and profitability within specific but different
segments. In stalemate and fragmented busi
nesses, size per se does not necessarily determine
relative cost. Despite the BCG’s modification of
the growth share matrix for portfolio planning,
the revised matrix is much less well known and,
regrettably, the deficiencies of the original con
cept remain insufficiently discussed.
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agency theory
Stephanos Avgeropoulos

Agency theory deals with situations in which one
party (the “principal”) delegates responsibility
to another party (the “agent”) to take decisions
on its behalf. Typical agency relationships exist
between shareholders and managers, employers
and employees, professionals such as lawyers,
doctors, or investment advisers and their clients,
and elected politicians or civil servants and citi
zens. Delegation does not need to be explicit,
and this brings into the scope of agency a wider
range of transactions, such as insurance con
tracts, where the insurer delegates responsibility
to the insured to reduce the likelihood and/or
cost of the insured event occurring. Variations
include multiple principals and/or multiple
agents.

The establishment of an agency relationship
typically increases total utility. Nevertheless,
several costs are involved, including the costs
of drawing up, monitoring, and enforcing the
contract. Jensen and Meckling (1976) classified
agency costs as follows: (1) monitoring costs,
incurred by the principal to regulate the agent’s

behavior (including the use of incentive schemes
designed to induce the agent to act in the way in
which the principal would act if he/she had the
information available to the agent, and also the
costs of organizing multiple agents to act in
unison); (2) bonding costs, incurred by the
agent to assure the principal that he will not
take inappropriate actions; and (3) the residual
loss, which is the loss to the principal due to
actions by the agent which the principal would
not have undertaken (or would have undertaken
differently, or actions which the principal would
have undertaken but the agent did not) if he/she
had the agent’s information. Overall, agency
costs are affected by the respective utility func
tions of the principal and the agent, including
their risk attitudes, and the degree to which
information asymmetries prevail, and a trade
off exists between monitoring costs and the re
sidual loss.

Information asymmetries obstruct effective
delegation in two principal ways. In the first
case, the agent may hold information before the
contract is drawn up which, if known by the
principal, would influence the latter’s choice.
Such private information (often the rationale
behind the delegation in the first place) can be
withheld by the agent to increase his/her own
utility from the contract. In the second case, the
principal cannot accurately observe the agent’s
actions, either because these are difficult to dis
tinguish from environmental factors, or because
the agent again withholds information. These
two cases of pre and post contractual difficul
ties are known as the hidden information (ad
verse selection) and hidden action (moral
hazard) problems, respectively.

An important agency relationship of interest
is the contract of shareholders (residual risk
bearers/beneficial owners) with management
(risk takers/those exercising control). In this
case, shareholders may have goals such as profit
maximization or value maximization, subject to a
minimum level of security against variability,
while management may, in addition to the
above, value high levels of discretionary expend
iture, sales maximization, “empire building,”
cost minimization, accumulation of power and
prestige, promotion, and stress and effort mini
mization. There may be situations in which
shareholders may be sufficiently dispersed so as



to make the formulation and implementation of a
coherent shareholder utility function difficult, in
which case the agents are likely to find it easy to
pursue their own objectives.

A poorly structured relationship of this sort
may lead to high rates of corporate growth if
managers pursue practices such as “empire
building” and budget maximization; DIVERSI
FICATION, as a means of achieving growth or to
reduce corporate and personal risk; allocative
inefficiency, as a result of suboptimal firm size
(see EFFICIENCY); or productive inefficiency, if,
for example, an executive uses a more expensive
airline at company expense to take advantage of a
frequent flier scheme, the benefits of which
accrue to himself personally. Shareholders can
reduce the likelihood and extent of such behav
ior by modifying managers’ interests to converge
to their own, by such methods as share option
and profit sharing schemes.

Most interesting in this context is the histor
ical development and role of pension funds,
mutual funds, and other like vehicles. As ad
vances in transportation made distant markets
more accessible and new technologies encour
aged firms to pursue ECONOMIES OF SCALE
and diversify, so firms’ size and capital require
ments increased. Close family or joint stock ar
rangements became increasingly unsatisfactory,
and stock had to be offered to a broader range
of investors of increasingly lower affluence.
While investors in general welcomed traded
stock as a savings method that offered particu
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larly good liquidity, smaller investors could only
buy into few companies and found the risk of
doing so too great.

As a result, intermediary vehicles such as the
above started to manage portfolios of stocks on
behalf of those investors who entrusted them
with their funds. Beneficial stock ownership
became separated from the exercise of the asso
ciated voting power (Berle and Means, 1932),
and it was up to the fund managers to insure
that corporate management was adequately
supervised. This they did not always do, al
though they were capable of it, and they often
preferred portfolio based risk reduction to
active involvement in the affairs of the com
panies. It was only recently that competition
between funds started to squeeze managements
to perform better, contributing to the “short
termism” of which they are sometimes accused.
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balanced scorecard
Derek F. Channon

A critical element in successful strategy imple
mentation is an appropriate management control
system. Many systems do not provide the critical
information required by management to assess
the corporation’s progress to achieving its stra
tegic vision and objectives. The balanced score
card is a performance measurement system
developed by Kaplan and Norton which, al
though including financial measures of perform
ance, also contains operational measures of
customer satisfaction, internal processes, and
the corporation’s innovation and improvement
activities, which are seen as the key drivers of
future financial performance. The approach
provides a mechanism for management to exam
ine a business from the four important perspec
tives of:

e How do customers see the firm? (customer
perspective)

o What does the firm excel at? (internal pers
pective)

e (Can the firm continue to improve and create
value? (innovation and learning perspective)

o How does the firm look to shareholders?
(financial perspective)

The system also avoids information overload by
restricting the number of measures used so as to
focus only on those seen to be essential. The
balanced scorecard presents this information in
a single management report and brings together
often disparately reported elements of the firm’s
strategic position such as short term customer
response times, product quality, teamwork cap

ability, new product launch times and the like.
Second, the approach guards against suboptimi

zation by forcing management to examine oper
ation measures comprehensively.

The system requires management to trans
late their general MISSION statements for each
perspective into a series of specific measures
that reflect the factors of critical strategic
concern. A typical scoreboard is illustrated in
table 1.

The precise scorecard design should reflect
the vision and strategic objectives of the indi
vidual corporation. The key point is that the
scorecard approach puts strategy and corporate
vision rather than control as the key element
of design and is consistent with the develop
ment of CORPORATE TRANSFORMATION
techniques, cross functional organizations, and
customer—supplier interrelationships.

BUILDING THE BALANCED SCORECARD

While each organization is unique, to improve
acceptance and commitment to the revised
measurement system, a number of companies
have sought to involve teams of managers in
the design of their scorecards. This also insures
that line management create a system that re
flects their needs, in contrast with traditional
systems, which tend to be control driven by
finance and accounting specialists. A typical
scorecard design project might involve the
following stages:

1 Preparation. Strategic business units (SBUs)
should be selected for which a scorecard
measurement system is appropriate. These
should have clearly identifiable customers,
production facilities, and financial perform
ance measures.

2 Interviews: first round. Fach senior SBU
manager is briefed on the approach and pro
vided with documents on the corporate



Table 1 The balanced scorecard
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Goals Measures Goals Measures

Financial perspective Customer perspective

Survival Operating cashflow New product Percentage of sales from
new products

Success Quarterly sales growth Speed of response Customer measure of on-

Future prosperity

Internal business perspective
Higher productivity

Design productivity;
new product
introduction

and operating income by
SBU

Increase market share;
increase productivity;
reduce capital intensity

Value added per
employee

Waste as % output
Capital intensity;
machine utilization rate
Engineering efficiency

actual versus scheduled;
time to market

time delivery
Preferred supplier Customer ranking
survey; customer
satisfaction index
Market share

Innovation and learning perspective

Technology leadership New product design
time; patent rate versus
completion

No employee
suggestions
Percentage of products
equal to 80% of sales;
revenue per employee
Staff attitude survey

Product focus efficiency

Employee motivation

Source: Kaplan and Norton (1990)

vision, mission, and strategy. A facilitator
interviews the senior managers to obtain
their views and suggestions, as well as a
number of key customers to learn about
their performance expectations.

Executive workshop. The top management
team is brought together to begin the deve
lopment of an appropriate scorecard which
links measurements to strategy.

Interviews: second round. The output of the
workshop is reviewed and consolidated and
views are sought about the process of imple
mentation.

Executive workshop: second round. A second
workshop is then held with senior managers
together with their direct subordinates and a
larger group of middle managers to design
the appropriate measures, link them to any
change programs under way, and to develop
an implementation plan. Stretch targets
should also be developed for each measure,
together with preliminary action programs

for their achievement. The team must also
agree on an implementation program, in
cluding communication to employees, inte
grating the scorecard in management
philosophy, and developing an appropriate
information system.

Implementation. A newly formed team de
velops an implementation plan for the score
card, including linking the measures to
databases and information systems, commu
nicating the system through the organiza
tion, and facilitating its introduction.
Periodic review. The scorecard should be
constantly reviewed to insure that it meets
the needs of management.
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barriers to entry and exit
Stephanos Avgeropoulos

One of Porter’s five forces (see INDUSTRY
STRUCTURE), barriers to entry are strategies or
circumstances that protect a firm from competi
tion by making new entry difficult, or by putting
potential entrants at a disadvantage. Viewed an
other way, barriers to entry can be considered to
be the additional costs that a potential entrant
must incur before gaining entry to a market.
Bain (1956: 3-5) argues that entry barriers should
be defined in terms of any advantage that existing
firms hold over potential competitors, while Stig
ler (1968: 67-70) contends that, for any given rate
of output, only those costs that must be borne by
the new entrants but that are not borne by firms
already in the industry should be considered in
assessing entry barriers. The main effect of bar
riers to entry is that they may keep the number of
companies competing in an industry small, and
allow incumbents to earn supernormal profits in
the long term. For them to be effective, they
must, in principle, increase costs for the challen
ger more than they do for the incumbent.

Viewed from their function as entry deterrent
conditions, there are three broad categories of
activities that lower the threat of entry, namely,
structural obstacles to entry, risks of entry, and
reduction of the incentive for entry. Seen from
another dimension, barriers to entry can exist
naturally (e.g., natural monopolies), or they can
be the result of specific action by the company
concerned (although this latter distinction is
sometimes misleading, as competing in a natur
ally monopolistic industry may well be the result
of strategic decision). Finally, barriers can gen
erally be classified as either dependent on or
independent of size.

S1ZE-INDEPENDENT STRUCTURAL BARRIERS

Size independent cost conditions include: gov
ernment subsidies, tariffs, and international

trade restrictions (anti dumping rules, local con

tent requirements, and quotas); regulatory
policies; licensing; special tax treatment; restric

tions on price competition; favorable locations;
proprietary information; proprietary access to
financial resources, raw materials, and other
inputs; proprietary technologies, know how,
or proprietary low cost product design; EX

PERIENCE AND LEARNING EFFECTS; and
proprietary access to distribution channels and
markets.

To constitute credible barriers, the above
need to be defensible and to continue holding
in the long term. They can be obtained by en
couraging government policies that raise barriers
by means of trade protection, economic regula
tion, safety regulation (product standards and
testing, plant safety, or professional body mem
bership or accreditation requirements), or pollu
tion control. Barriers can also be set up: by
limiting access to raw materials; by exclusive
ownership of the relevant assets or sources; by,
for example, purchasing assets at pre inflation
prices; by tying up suppliers (by means of con
tracts, for example, and also by convincing them
that it is risky to take on products that lack
consumer recognition); by raising competitors’
input costs (e.g., by avoiding passing on scale
economies through suppliers and bidding up
the cost of labor if they are more labor intensive);
by foreclosing alternate technologies (and obli
ging challengers to take defenders head on); by
investing in the protection of proprietary know
how (by means of patents, secrecy, etc.); by
blocking channel access; by raising buyer
SWITCHING COSTS and the costs of gaining
trial (e.g., by targeting the groups most likely to
try other products with discounts); or, finally, by
molding of customer preferences and loyalty
(e.g., through advertising and promotional activ
ities that increase the costs that the new entrant
will have to incur to attract customers), by filling
product or positioning gaps, and by brand pro
liferation (which reduces the MARKET SHARE
that will become available to the new entrant).

S1ZE-DEPENDENT STRUCTURAL BARRIERS

In addition, depending on the size of the firm,
other barriers may become available. Econ

OMIES OF SCALE and minimum efficient scale
effects, for example, force the aspiring entrant to



come in on a large scale (with all the risks and
costs this entails, particularly if incumbents are
unable to accommodate the new entrant and are
thus expected to retaliate), or accept a cost dis

advantage. In addition, the absolute size of the
required investment in certain industries and the
fact that such investment may have to be made
up front, and can be unrecoverable, limits the
pool of potential entrants and may act as a deter

rent for smaller potential entrants.

To make use of these barriers, scale economies
can be pursued in production, if feasible. They
can also be pursued in marketing and R&D, and
it is in those areas where they are likely to be a
more readily available tool as scale thresholds are
largely determined competitively. Similarly, al
though the amount of capital necessary to com
pete in an industry is not controlled by the firm,
it is possible to increase it by methods such as
raising the amount of financing available to
dealers or buyers, or employing more invest
ment intensive technologies (see INVESTMENT
INTENSITY).

Risks oF ENTRY

Once a company has decided that it can find
ways in which to circumvent such barriers, it
has to consider how risky its prospective indus
try is, and how easy it will be to survive there.

In principle, there are three industry charac
teristics that are said to affect this. High industry
concentration makes incumbents more power
ful, high investment intensity can raise the cost
of failure (it may bear the risk of further financial
demands, or it can simply make the firm more
prone to technological obsolescence), and,
finally, high advertising intensity can also act as
a deterrent because of the brand loyalties and
switching costs involved.

Nevertheless, high concentration is also an
indication of a profitable or new industry, high
investment intensity can allow the technological
innovator to leapfrog incumbents, and high ad
vertising intensity may similarly be a tool to be
exploited to enter concentrated markets. As a
result, there are few industry characteristics
that can be depended upon as effective barriers
to entry.

Instead, it may be more effective to indicate to
prospective entrants that their efforts will be
contested (see SIGNALING). For such indication
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to be effective, the incumbent must show that
there are good causes for not accommodating the
entrant and that the incumbent is able to fight.
Upon entry, the strategies to be deployed against
the new entrant must also be determined.

Starting from a consideration of the credible
signals that the incumbent can use to indicate
his/her intention to defend, the most effective
deterrent is to make combat unavoidable upon
entry (this is the most committing, and also the
riskiest way, as the potential entrant may be
stronger). This can be done by foreclosing or
raising the cost of one’s own exit routes, by
means of matching competitor guarantees or
anything else that increases the economic need
to maintain share, such as the setting up of high
fixed cost operations, or the building up of
EXCESS CAPACITY. Slow industry growth
makes such signals even more credible, as it
implies that the entrant cannot be accommo
dated without serious loss of share.

On a less committing level, any known par
ticular threat can be delayed by signaling incipi
ent barriers, such as by early announcement of
product launches or capacity expansion.

As far as the ability to fight is concerned, the
maintenance of a healthy financial state may act
as a good deterrent, as well as an indication that
the firm is able to expand output, cut prices, and
the like.

Some methods that can be employed before
entry to prepare for combat involve the estab
lishment of blocking positions. These are for use
mainly against prospective entrants that are es
tablished in other industries, but which are likely
to move into the defender’s markets. Protection
may be achieved by setting up small business
units in the main markets of such competitors, so
that conflict can be threatened in those markets
too, with only limited losses for the defending
firm but more extensive ones for the prospective
challenger. In addition, preemption can be used:
this involves obtaining and maintaining a head
start in critical projects that any prospective
entrant would have to undertake, the size of the
head start being marginally greater than the in
cumbent’s response delay.

The response of the firm immediately upon
entry is also significant. At this time, the chal
lenger is likely to be very sensitive to new infor
mation, and its confidence dependent on early
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results. Causing uncertainty can help in such
situations, and this can be done by disrupting
test or introductory markets with high but er
ratic levels of marketing and sales promotion
activity. Being able to introduce a new product
just after a competitor has entered with an imi
tation of earlier products can also set him/her
back, and the threat of legal action can also raise
the risks, costs, and uncertainty involved, and
delay entry. In any case, putting on a good de
fense even against entrants that are not con
sidered particularly harmful can be useful in
establishing a good track record that may help
to prevent further attacks.

Finally, the role of pricing is deemed to re
quire special attention. In principle, the threat of
a price war would normally be expected to act as
a deterrent, particularly in an industry with
excess capacity or slow growth. Upon closer
consideration, however, there may appear to be
no reason for prices to be used as an entry bar
rier, as they can be changed easily, allowing the
incumbent to enjoy high profits before entry and
still be able to fight entrants with lower prices
once they have entered the market. Neverthe
less, limit pricing can be used to signal a cost
function that is difficult to imitate, and it allows
prices to act as a deterrent for higher cost pro
ducers, at the cost of sacrificing short run profits
in order to maximize long run profits (Salop,
1979). Having said that, however, lowering
prices after entry does not necessarily indicate
anticompetitive strategies, as it may be done
simply to accommodate a new entrant.

LLOWERING THE INDUCEMENT FOR ATTACK

Another method of preventing entry is to make
the industry itself appear uninviting. It is diffi
cult to deceive potential rivals completely, but
some shaping of their expectations and informa
tion regarding future and current profitability
may well be possible. To this effect, it is well
worth publicizing realistic industry growth fore
casts if it is suspected that potential challengers
may be overestimating the industry’s prospects,
and also to make some effort to disguise large
profits, as they are highly visible.

As a solution of last resort, poison pill strat
egies or licensing of a proprietary technology
when a competing technology appears may also
be effective.

BARRIERS TO EXIT

Barriers to exit are the activities and circum
stances that commit a firm to its industry and
its position within it.

Typical exit barriers may take the form of
specialized assets, vertical integration (se¢ VER
TICAL INTEGRATION STRATEGY), long term
contracts with suppliers or buyers, or interrela
tionships and synergies (se¢e SYNERGY) with
other businesses, which would be adversely
affected should the business unit in question be
shut down.

The higher the exit barriers are, the more
costly it is to abandon a market, so the stronger
the incentive will be for firms to remain and
compete as best they can. As a result, the barriers
to exit of established firms imply that any poten
tial entry will be contested and, as such, also act
as barriers to entry for prospective entrants.
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benchmarking
Derek F. Channon

In the late 1970s, the Xerox Corporation woke
up to the fact that its Japanese competitors were
selling copiers at prices at which Xerox could
sometimes not manufacture. After realizing this,
Xerox set out to understand why and to learn,
from its competitors, concepts such as VALUE
ENGINEERING and TEAR DOWN. Xerox also
began to learn from competitors about other best



practice techniques (se¢ BEST PRACTICES).
This has developed into the now widely prac
ticed methodology of benchmarking, and has
been extended to all elements of a business.

There are usually around ten generic categor
ies for designing benchmarking architecture:

customer service performance;
product/service performance;

core business process performance;
support processes and services performance;
employee performance;

supplier performance;

technology performance;

new product/service development and in
novation performance;

e cost performance;

e financial performance.

In designing a benchmark architecture, the first
step is to design a system that enables manage
ment to achieve the organization’s strategic ob
jectives.

Second, it is necessary to create a common
language for measuring performance. This
should be consistent with the corporate culture.

Third, it is necessary to develop plans to col
lect, process, and analyze the performance meas
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ures. It is likely that while the organization
possesses much of the data needed, it is not in a
useful form to encourage management action.
The information is collected to reflect the organ
ization’s position on a radar chart (sometimes
called a “spider chart”; sece RADAR MAPPING).

In addition to careful design of the bench
marking system architecture, other critical suc
cess factors include:

top management support;

benchmarking training for the project team;
suitable management information systems;
appropriate information technology;
internal corporate culture;

adequate resources.

The precise process used for benchmarking
varies from company to company according to
internal culture and needs. The process adopted
by one of the pioneering US corporations,
Xerox, used one of the more comprehensive
systems, which involves 12 steps divided into
five phases, and is illustrated in table 1.
Successful implementation of benchmarking
systems favors simplicity. The system recom
mended by the Strategic Planning Institute
Council on Benchmarking advocates a five step

Table1 The Xerox 12 step benchmarking process

Step Description

Phase 1 planning

1 Identify what to benchmark

2 Identify comparative companies

3 Determine data collection method and collect data
Phase 2 analysis

4 Determine current performance gap

5 Project future performance levels

Phase 3

6 Communicate findings and gain acceptance

7 Establish functional goals

Phase 4 action

8 Develop action plans

9 Implement specific actions and monitor progress
10 Recalibrate benchmarks

Phase 5 maturity

11 Attain leadership position

12 Fully integrate practices into processes

Source: Bogan and English (1994: 82)
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Figure 1 The benchmarking process

process. This is illustrated in figure 1. These
phases are explained in the following subsec
tions.

PHASE I: LAUNCH

The launch phase requires management to
decide which improvement areas have the
greatest impact or potential for the corporation.
These usually flow from the STRATEGIC PLAN
NING process, from an analysis of the corpor
ation’s internal and external best practices.
Continuous monitoring should also be under
taken to identify opportunities for improvement
in CORE PROCESS functions and businesses.

Puask II: ORGANIZE

In this phase, benchmarking projects to a clear
focus, a benchmarking project team is organized,
and a project plan is developed.

Puaskg III: REacH Out

During the third phase the benchmarking team
reaches out to understand its own and other
organizations’ processes. This involves:

e documentation of the process to be studied,
based on customer needs;

e collection of secondary data;

e determination of variables by which to evalu
ate performance;

e design of a questionnaire through which to
solicit performance information, both from
within the corporation’s own operations and
from external corporations;

e collection of data;

e sclection of benchmarking partners;

® on site visits to the best performing partners.

PHASE IV: ASSIMILATE

Best practice information is assimilated and pre
pared for a report for top management. Data
gathered are normalized, performance gaps
identified, future performance goals targeted,
and implementation for changes recommended.

PHAsSE V: Act

In this final phase the benchmarking team
works with senior management and core process



owners to develop an agreed implementation
program. This leads to the development of for

malized action plans, implementation schedules
measurement and monitoring systems, and
benchmark recalibration plans. Once this has
been done, responsibility passes to an implemen

tation benchmarking team.

Benchmarking not only is a tool in its own
right, but also forms an essential component in
reengineering projects (sc¢ REENGINEERING
DISADVANTAGES; VALUE DRIVEN REENGI
NEERING). The integration between these two
activities is illustrated in table 2.
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best practices
Derek F. Channon

This was an activity related to BENCHMARKING
which formed part of the Work Out process in
the US General Electric Company (GE). His
toric success had led to a degree of complacency
in the company and, as part of his radical cam
paign to modify the culture of GE, Jack Welch
instituted a program of effectively benchmark
ing GE against a carefully selected group of
companies that were also seen as excellent in
terms of management practices. Nine com
panies, including seven major US corporations
and two leading Japanese multinationals, partici
pated in a year long study to identify these con
cerns’ best practices. The main findings of the

Table 2 Integrating benchmarking and reengineering

Seven step reengineering process

Tools applied

Step 1. Identify the value-added, strategic processes
from a customer’s perspective.

Step 2. Map and measure the existing process to
develop improvement opportunities.

Step 3. Act on improvement opportunities that are
easy to implement and are of immediate benefit.

Step 4. Benchmark for best practices to develop
solutions, new approaches, new process designs, and
innovative alternatives to the existing system.

Step 5. Adapt breakthrough approaches to fit your
organization, culture, and capabilities.

Step 6. Pilot and test the recommended process
redesign.

Step 7. Implement the reengineered process(es) and
continuously improve.

Performance benchmark analysis (cost, quality, cycle
time, etc.). Customer satisfaction benchmark analysis.
Value analysis.

Flowcharting and process management tools.
Performance measurement tools.

Informal benchmarking for short-term solutions.
Implementation planning tools.

Best practice benchmarking among processes and
performance systems.

Process redesign tools. Implementation planning
tools.

Training, and pilot test techniques. Apply lessons
learned from past successful pilots.

Train employees. Implementation techniques. Use
benchmarking to maintain continuous improvement
process.
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study were that these highly productive con
cerns exhibited the following characteristics:

o They managed processes rather than people.

o They used process mapping and bench
marking to identify opportunities for im
provement. This involved writing down
every single step, no matter how small, in a
particular task.

e They emphasized continuous improve
ment (see KAIZEN) and praised incremental
gains.

e They relied on customer satisfaction as the
main measure of performance, so overcom
ing the tendency to focus on internal goals at
the customer’s expense.

o They stimulated productivity by introdu
cing a constant stream of high quality new
products for efficient manufacturing.

e They treated suppliers as partners.
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bidding tactics
Duncan Angwin

Launching a bid is a very expensive exercise in
terms of fees to professional advisers. Experts
can include investment banks, commercial
banks, equity houses, lawyers, accountants, and
PR advisers. How these experts are used
depends upon the nature of the bid, the expertise
of the protagonists, and the national/inter
national context. The success or failure of the
bid can have very widespread ramifications for
all stakeholders and directly affects adviser and
management credibility.

Essentially, the bidder needs to persuade the
target’s shareholders that it is able to produce
better performance from the target company
than the current management. This gives rise
to puffing and knocking copy. The bidder will
embark on a vigorous campaign of propaganda
designed to puff up its own management abilities
and knock those of the target management team.
This will involve formal presentations, circulars,

and “wining and dining” key institutional share
holders, influential analysts, and financial jour
nalists. A good example from the UK of the
importance of managing the media was the acri
monious bid by Granada for Trusthouse Forte.
The bid was launched on the day that the Gran
ada group knew that Rocco Forte was on holi
day, shooting game. With immediate media
attention, and no one to put the Forte case,
newspapers polarized the two CEOs in terms of
Granada’s Jerry Robinson as an industrious
working class hero versus Forte’s Rocco Forte
as an aristocratic hobbyist. This unjust image of
Rocco Forte did considerable damage to his de
fense campaign.

During the 1980s, the degree of aggressive
campaigning led to a string of sensational news
paper advertisements proclaiming the virtues of
each position, to the extent that there are now
regulations in place to tone down such cam
paigns.

DEFENDER TAcCTICS

Defense may be about trying to preserve the
independence of the company or just insuring
that the best price is paid. There are numerous
tactics that can be used, but countries have dif
ferent restrictions upon their usage.

® Revaluation of assets: Assets, especially prop
erty, can quickly become undervalued in
companies’ accounts; revaluing to a realistic
level can force the bidder to raise its offer.
Other types of asset, particularly intangibles,
have been a particular focus of attention.

o Improving profit forecasts: Incumbent man
agements will almost certainly proclaim
that they are able to produce higher levels
of profit than before and will issue forecasts
to this effect. There are strict rules about
such forecasts, and financial advisers have
to be very careful in agreeing to these new
estimates. Clearly, some managements may
have credibility problems in this respect,
although it is worth noting the unusual case
in the UK of Sketchley, the dry cleaning
company, which, when approached by an
unwelcome bidder, decided to show that
the company was a great deal worse than
the bidder anticipated — the bidder with
drew.



o Crown jewels: Where the bid is made for one
particular asset within a business, then the
sale of this asset removes the threat upon the
whole business. As an example, in 1982 the
American Whittaker Corporation (AWC)
made a bid for the Brunswick Corporation.
The latter sold its crown jewel, Sherwood
Medical Industries, and AWC then with
drew.

®  Pac man: Although common in the US; this
is rare in the UK. Nevertheless, this strategy
(named after the video game), was recently
employed by two breweries in the Midlands.
The idea is that the target firm launches a
counter bid for the acquirer.

o  White knight: As a last resort, the target may
seek an alternative bidder who may offer a
higher price, or retain the existing manage
ment.

Other tactics that may be considered, depending
upon the country, are: restrictive voting rights;
dual class stocks; employee share ownership; le
veraged recapitalization; poison pill; and green
mail.

See also acquisition strategy
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blind spots
Derek F. Channon

In a remarkable number of cases, firms fail to
recognize changes in competitive conditions
which may severely impact their strategic pos

ition. Frequently, such blind spots fail to iden

tify the nature of SUBSTITUTE PRODUCTS, or
the entry of new competitors that may bypass the
existing industry cost structure by adopting new
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ways of competing. These may enjoy dramatic
advantages, thus negating possible historic cost
positions in a stable INDUSTRY STRUCTURE
achieved by high MARKET SHARE. Indeed,
high market share positions may actually become
a positive disadvantage, because to respond to
such an attack, firms may be forced to transform
the elements that had gained them their trad
itional COMPETITIVE ADVANTAGE.

Areas in which blind spots have been particu
larly common have been in newly deregulated
industries, those in which channel shifts are pos
sible and in which information technology pro
vides the possibility of gaining substantial cost
advantages. Classic examples of such blind spots
would include the Merrill Lynch Cash Manage
ment Account, a product carefully designed
to avoid being classified as a banking product,
but in practice offering a comprehensive series
of banking services, including checking, credit
card, and brokerage management, and paying a
superior rate of interest on all account balances.
As a result, consumers withdrew their deposits
from savings and loans banks and from commer
cial banks in the US to open such accounts, while
still using these institutions for most of their
personal transactions. Initially not recognizing
the new form of competition, the savings and
loan banks found that the cost of their deposits
had risen so much that they were forced to take on
increasingly risky property projects to cover their
increased cost of deposits, such that by the end of
the 1980s many had been forced to close, leaving
the US taxpayer to pick up the bill of several
hundred billion dollars.

Channel shifts have also occurred in a number
of industries. IBM was forced to make dramatic
price cuts in the early 1990s and to introduce a
fighting brand in personal computers. As prices
tumbled and new channels opened, it became
impossible for IBM to retain its high cost per
sonal selling approach. Instead, first, companies
such as Amstrad began to sell IBM compatible
machines at a deep discount to IBM through
consumer electronics retail outlets. Second,
new entrants such as Dell Computer opened
direct marketing at an even lower cost than
using retailers. As a result, IBM was forced to
close its own retail outlets, cut back on its sales
force overhead, and add a direct sale fighting
brand.
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Similarly, in Europe oil companies have dra
matically lost their share of retail gasoline sales to
superstores and hypermarkets. Faced with ser
1ous overcapacity, low share oil companies were
happy to supply the superstores with product,
and sold increasingly under the store brand
name rather than that of the oil companies.
The large share oil companies, with their heavy
investment in retail gasoline outlets, have thus
seen their market shares eroded by competitors
able to lock in cost advantages on what for them
was a marginal product.

The impact of information technology can be
seen in the insurance industry where, for motor
and household insurance, direct writing has
transformed the industry. Traditional insurers,
especially those with high market shares
achieved by sales through brokers, have again
been placed on the horns of a dilemma. Unable
to compete because of the margins demanded by
the brokers, the insurers have only reluctantly
opened direct writing subsidiaries themselves
for fear of alienating their traditional channels.

The careful assessment of industry boundar
ies, both at present and as they may be in the
future, is therefore a critical element in achieving
sustainable competitive advantage. The careful
avoidance of blind spots is an essential ingredi
ent in this analysis.

branding
Derek F. Channon

Branding is often viewed by consumers, both
personal and institutional, as an important de
terminant in the purchase decision. As such,
brand can add value to a product and also to its
parent company. For example, products such as
perfumes and cosmetics are priced heavily on the
basis of brand — similar products in unbranded
bottles would not command a fraction of the
price. Indeed, undifferentiated products, such
as vodka, can command brand based price dif
ferentials of up to 40 percent, despite the fact
that the leading brand may be chemically indis
tinguishable from a store private label brand.
Today, branding has been successfully ap
plied to almost everything, although not always
with success. Furthermore, channel brands have

grown significantly in importance, to the detri
ment of manufacturer brands. Successful brand
names can also be valuable franchise properties.
Name and character licensing has thus become a
business valued at many billions of dollars.
Clothing and accessories producers are the larg
est users of licensing, with fashion leaders such
as Cardin, Gucci, and the like using their
names to brand a wide variety of merchandise
from luggage to cosmetics, in addition to
clothing. Virgin is perhaps one of the widest
ranging examples of brand stretch. Having
started in recorded music, Richard Branson’s
company initially moved into air transporta
tion, music and computer games, stores, and
cinemas, and later into soft drinks and liquor
and mutual funds — many of these activities
having apparently little or no relationship with
one another.

Products such as toys, games, and food are
also often linked back to names and characters
such as Walt Disney, Power Rangers, and Juras
sic Park. These tie in linkages can often be an
important ingredient in the overall economics of
specific projects and enterprises. Such franchise
and brand extension strategies can become key
components of brand based strategies. Harley
Davidson, for example, originally the largest
producer of US “heavy” motorcycles, now sees
the motorcycle as essentially the ultimate fashion
accessory! Today, the company franchises its
name to a wide range of casual clothing, toys,
motorcycle accessories, and so on.

Brand names and positioning are important
strategic decisions. Successful brand develop
ment may take many years and, once developed,
requires constant and steady investment. Ironic
ally, the accountancy treatment of brands is am
biguous. Many accountants would argue that, as
an intangible, a brand has no balance sheet value.
Nevertheless, the value of many mergers and
acquisitions has been decided on the purchaser’s
idea of the underlying value of brands to be
acquired; as for example, in the purchase of
Rowntree by Nestlé.

Among the required qualities of brand names
are: (1) the need to suggest some of a product’s
benefits or attributes; (2) easy pronunciation
(one syllable words tend to be best, e.g., Mars,
Daz, Lux, Crest); (3) a distinctive quality, such
as in Firebird, Fiesta, and Canon; and (4) ease of



translation into other languages, as in the case of
Sony, Coca Cola, and Shell.

Branding has also become important in insti
tutional markets. For example, in financial ser
vices, maintenance products, and manufactured
goods, products increasingly are named rather
than being given a specification number.

The cost of brand support tends to be high in
most markets. Unless a strong brand position
can be achieved in a company’s served market,
therefore, a proprietary brand strategy must be
questioned. Normally, unless a number one or
two market position is achievable, lower share
competitors might consider exiting or becoming
private label suppliers.
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break-even analysis
Derek F. Channon

The break even point chart (figure 1, p. 24)
shows the total cost and total revenue expected
at different levels of sales volume.

For each product there is a variable cost
which, when deducted from the sales value,
generates a contribution. The variable cost itself
can be disaggregated to identify its individual
constituents. In addition, to support the product
there are a number of costs which are not
volume dependent but, rather, are fixed, as
shown. The volume level of sales at which the
sum of unit product contributions equals the
fixed cost plus the variable costs is the break
even point, as illustrated. For most businesses,
there is also a desired level of profitability. This
is illustrated as volume B, at which the differ
ence between total revenue and total costs repre
sents the profit impact target. Analysis of the
chart enables management to also readily iden
tify which cost items make up most of total
expenditure, how much reduction could be
made to these, and which expenses are control
lable and which are not. Care should be taken in
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the allocation of fixed costs. Some costs which
were previously considered to be fixed can be
made variable by adopting techniques such as
reengineering (se¢ ACTIVITY BASED COST
ING; BUSINESS PROCESS REENGINEERING;
REENGINEERING DISADVANTAGES; VALUE
DRIVEN REENGINEERING).

In calculating the break even and target
profits it is also important to check what these
volumes represent in terms of MARKET SHARE.
Such a share position should be both obtainable
and sustainable at an acceptable level of cost.
Frequently, firms do not undertake this check.
Where substantial share gains are required to
be made to achieve break even, careful assess
ment should be made that this is in fact achiev
able. Similarly, sensitivity analysis should be
undertaken on price to assess the impact on
contribution margins and the consequent effect
on break even volume and market share.
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business model
Fohn McGee

This is a widely used term intended to provide
the link between an intended strategy, its func
tional and operational requirements, and the
performance (typically cash flows and profits)
that is expected. It usually applies to single busi
nesses where a specific COMPETITIVE STRAT
EGY can be identified, but it can also apply to
those multibusiness portfolios that are linked by
strong synergies (se¢e SYNERGY) and therefore
have common or similar strategies.

Chesbrough and Rosenbloom (2002) cite their
experience in turning up 107,000 references to
“business model” on the worldwide web while
finding only three citations in the academic lit
erature. In the usual practitioner sense, a busi
ness model is the method of doing business by
which a company can sustain itself — that is,
generate revenue. The business model spells
out how a company makes money by specifying
where it is positioned in the value chain (see
VALUE CHAIN ANALYSIS). A more precise
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Figure 1 The break-even point chart (Nagashima, 1992)
definition has been offered by consultants KM
Lab (2000): ““ ‘business model’ is a description of
how your company intends to create value in the
marketplace. It includes that unique combin
ation of products, services, image and distribu
tion that your company carries forward. It also
includes the underlying organization of people
and operational infrastructure that they use to
accomplish their work.”

Chesbrough and Rosenbloom (2002) describe
the functions of a business model as:

1 to articulate the value proposition;
2 to identify a market segment (see SEGMEN
TATION);

3 to define the structure of the value chain;

4 to estimate the cost structure and profit po
tential;

5 todescribe the position of the firm within the
supply chain;

6 to formulate the strategic logic by which the
firm will gain and hold advantage.

The simple Du Pont accounting identities are a

good starting point for identifying a business
model. Thus,

p=0-0Q-F

and



NA =WC+FA

where p is profits, p is price, ¢ is variable costs, O
1s quantity, Fis fixed costs, NA is net assets, WC
is working capital, and FA is fixed assets.

An intended strategy should have specific
effects on the variables in these equations. For
example, a cost leadership strategy would be
expected to reduce variable costs, to increase
fixed costs, and to increase fixed assets —
according to the ECONOMIES OF SCALE avail
able. Accordingly, profits and return on invest
ment (p/NA) will be expected to increase
because the rise in fixed costs and fixed assets
due to the investment will be more than offset by
the increase in contribution margin (p — ¢). A
more ambitious business model might also spe
cify a price reduction that will result in a volume
increase through the medium of a high price
elasticity and no imitation by competitors. The
validity of such an assumption about lack of
competitor response depends on judgments
about competitor cost levels and their willing
ness to sacrifice margin for volume.

Similarly, a differentiation strategy would be
expected to raise both costs and prices. Costs
would go up because of the variable costs (such
as quality and service levels) and fixed costs (such
asadvertising and R&D) of differentiation. Prices
would be expected to increase disproportionately
if the value to customers was sufficiently high to
make the product price inelastic. This business
model then calls for a higher margin game offset
to some degree by higher fixed costs. A more
ambitious model might also aim for a volume
increase on the basis of higher product “value”
stimulating demand (a rising demand curve
rather than a negatively sloped one).

What the business model does is to articulate
the logic of the intended strategy in terms of the
specific operations that have to take place. With
this detailed plan the consequences for cash
flows can be determined and the link between
(intended) strategy and (expected) performance
can be established.

Beyond the obvious benefit of quantifying the
strategic logic of the firm, the business model
also enables sensitivity testing and risk analysis.
In the case of the cost leadership example, the
intention might be to reduce variable costs by a
target percentage. The implications of a shortfall
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in cost reduction can easily be calculated and
expressed in terms of the percentage change in
profits in relation to a given percentage shortfall
from the target cost reduction. Where the busi
ness model calls for price changes, the implica
tions of competitor imitation or non imitation
can also be calculated.

In practice a business model can be articulated
in terms of detailed plans and budgets that pro
vide guidance to managers relating to their oper
ational responsibilities. The logic that drives
plans and budgets lies within the business model.
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business process reengineering
Taman Powell

Business process reengineering (BPR) is an idea
that grew into a fad in the early 1990s. It was
started by Michael Hammer’s paper (1990) and
book (Hammer and Champy, 1993) on the topic.
In the book, BPR is defined as “‘the fundamental
rethinking and radical redesign of business pro
cesses to achieve dramatic improvements in crit
ical contemporary measures of performance,
such as cost, quality, service and speed.”

The logic behind BPR is that many organiza
tions are not organized in an efficient manner.
They are functionally structured with many
handoffs and no entity other than the CEO re
sponsible for the end to end process. This dis
organized approach is due to organizations
evolving over time and processes evolving with
them in a piecemeal manner. This occurs with
out anyone taking a holistic view and determin
ing whether or not the way processes are
performed makes sense.
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While information technology (IT) is gener
ally seen as the panacea for inefficiency,
Hammer and Champy argue that the implemen
tation of I'T systems is largely disappointing as
they tend to mechanize old ways of doing busi
ness, and therefore result only in minor im
provements. Instead what is needed is a
complete rethink of how the business’s oper
ations are managed.

Hammer and Champy (1993) point to the
following as principles for BPR:

e Several jobs are combined into one.

o Workers make decisions.

o The steps in the process are performed in a
natural order.

® Processes have multiple versions, i.e., pro
cesses are designed to take account of differ
ent situations.

e Processes are performed when it makes the
most sense, e.g., if the accounting depart
ment needs pencils, it is probably cheaper
for such a small order to be purchased dir
ectly from the office equipment store around
the block than to be ordered via the firm’s
purchasing department.

o Checks and controls are reduced to the point
where they make economic sense.

e Reconciliation is minimized.

® A case manager provides a single point of
contact at the interface between processes.

Hybrid centralized/decentralized operations are
prevalent, e.g., through a shared database decen
tralized decisions can be made while permitting
overall coordination simply through information
sharing.

From a practical standpoint, BPR is generally
approached in three steps:

1 mapping of existing processes;
2 developing new processes; and
3 implementing new processes.

Some would argue that the first step should be
skipped to remove the risk of contaminating the
new process development by knowledge of the
current approach.

Developing the new processes was generally
seen as the key challenge in a BPR project.
People were tasked with “discontinuous think

ing — of recognizing and breaking away from
the outdated roles and fundamental assump

tions that underlie operations” (Hammer,
1990), and with developing fresh new ways of
operating.

Increasingly, it was realized that implement
ing the new processes posed the greatest chal
lenge for BPR. It was popularly asserted that 80
percent of BPR projects failed to meet their
objectives. The principal reason for this failure
was neglecting people and the change process.
Even Hammer noted that in hindsight he
should have paid more attention to the people
factors. BPR invariably resulted in massive
changes to organizations. The improvements in
efficiency brought about by BPR also often
resulted in large redundancies. Soon BPR came
to be seen as synonymous with redundancies
and in turn was strongly resisted by many em
ployees.

The other key criticism of BPR was leveled by
Michael Porter (1996). He claimed that the im
proved efficiency brought about through BPR
was a necessary but insufficient condition for
success. He makes the claim that strategy is
about being different from competitors, and
BPR effectively focuses only on a single dimen
sion. When all firms focus on this dimension, the
level of differentiation is reduced. Additionally,
there is a limit to the level of cost savings that can
be achieved. This is not to say that EFFICIENCY
is not important, just that efficiency is not the
solution to strategy.

See also reengineering disadvantages
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cartel
Stephanos Avgeropoulos

Producers in almost every industry face risks and
uncertainties that have an adverse impact on
profitability. Some of these risks are associated
with the activities of competitors, so it may be
possible to reduce them by overt or tacit cooper
ation between producers on such matters as the
determination of prices and output, the
marketing of new products or services, and so
on. Such cooperation, if extensive, is called col
lusion, and the organizations that take part in it
are said to be members of a cartel.

Cartels are quite distinct from oligopolies, as
an oligopoly simply refers to the population of an
industry by only a few competitors, for whatever
reason, while a cartel is the result of conscious
collusive activity in order to take advantage of
opportunities for cooperation. Nevertheless, the
two are interrelated, as cartels are difficult to
institute and operate in non oligopolistic envir
onments.

METHODS

There are a number of methods of coordination,
and collusion may be overt, as in the Organiza
tion of the Petroleum Exporting Countries
(OPECQ), or tacit, as in independently devised
modes of behavior or price leadership models,
whereby, for example, promises to match prices
or advance price notifications insure uniformity
without any communication taking place be
tween the colluding organizations.

Turning to methods of sharing the market and
the profits that it generates, a cartel can be, in
principle, either profit maximizing or market
sharing. A profit maximizing cartel attempts to
maximize the aggregate profits of all firms, and
makes the same price and output decisions as the

multiplant firm, equating the cartel’s overall
marginal cost with the industry’s marginal rev

enue. The distribution of the market between
the firms is determined by marginal cost consid

erations, and agreement is reached between
firms as to the redistribution of profits, with
the firms producing most of the output (the
lowest cost ones) making payments to higher

cost firms in order to reduce the incentive of the
latter to expand their output. Market sharing
cartels, on the other hand, allow each firm to
maintain a set segment of the market, defined in
terms of either MARKET SHARE or geographic
area. The segment of the market that each firm is
allowed is specified by reference to a host of
factors, including historic shares and the power
of each firm inside the cartel.

REQUIREMENTS FOR SucCCEss

In order for a cartel to remain successful, it must
insure that it is able to defend its market from all
possible threats, including the power of buyers
and suppliers (see INDUSTRY STRUCTURE), the
threat from SUBSTITUTE PRODUCTS, and
the threat of entry (se¢e BARRIERS TO ENTRY
AND EXIT).

In addition, a cartel faces the requirement to
keep its members under the terms of their agree
ment, so it must insure that each considers itself
better off as part of the cartel than outside it. The
reason why this may be difficult is that cartel
operated markets face inelastic demand (see
ELASTICITY), so firms have an incentive to
expand output beyond their allowed quotas, as
this would be expected to increase their individ
ual profitability. Precisely because demand is
inelastic, limited cheating has little impact on
prices, but extensive cheating can destroy the
cartel. As a result, each firm will only have an
incentive to cheat as long as it expects others not
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to cheat much; and it would prefer to keep
overall cheating to low levels, as dismantling of
the cartel and return to competitive conditions
would be expected to make each firm worse off.

With these broad requirements in view, there
are a number of factors that can enhance the
stability of a cartel. These include: (1) conditions
of economic and industrial growth, as a booming
market can allow firms to expand output without
breaching any agreement; (2) a small number of
firms in the industry/cartel, as the more firms
there are, the more difficult it is for cheating to be
identified and exposed; (3) a slow pace of product
and process innovation, as the faster this is, the
more negotiations will have to be carried out; (4)
similarity in producers’ cost functions, as the
more similar (or symmetrically differentiated)
these are, the simpler coordination and the estab
lishment of a single price will be; (5) the
marketing of necessity types of products, as
products facing inelastic demand do not signifi
cantly reduce profitability when prices are
raised; (6) the marketing of homogeneous prod
ucts, as this simplifies coordination by reducing
it to the price dimension only; (7) the marketing
of a small number of products, this also aiding
monitoring and enforcement of the agreement;
and (8) the availability of price information, to
provide early warning signs of cheating.

IMPLICATIONS, IDANGERS, AND BENEFITS

Cartels have significant implications in three
main respects, namely, the relative power of
their members and, more importantly, allocative
and productive EFFICIENCY.

An immediate impact of cartel organization is
that weaker firms become more important than
they would be under competitive conditions.
This is because every single member, whether
large and profitable or small and otherwise insig
nificant, is able to expand output and threaten
the integrity of the entire cartel. As a result, the
importance of any single firm for the cartel no
longer depends on its market share or profitabil
ity, as it would under competitive conditions,
but on its ability to upset the delicate balance of
the cartel. Therefore, larger members find it
worthwhile to gain the cooperation of the smaller
ones by allowing them a greater share of the
market and profits than they would be able to
obtain in competitive conditions.

Turning to efficiency considerations, it can be
said, in principle, that collusion and cartels
are undesirable, and they are often illegal too,
although some survive, especially those that op
erate across national boundaries. The undesir
ability of cartels is largely based on the fact that
collusion reduces the forces of competition.
Cartels constrain production below the socially
optimal levels, and raise prices. This transfers
wealth from consumers and society to the
members of the cartel, which are able to earn
supernormal profits in the long run. The result
is that allocative efficiency is reduced, and less of
the product than is socially optimal is produced
and consumed.

Restrictive practices also reduce productive
efficiency. As cartel members face little compe
tition and they are able to earn excess profits
irrespective of their efforts to optimize their
processes, their incentive to produce cheaply
and effectively is reduced.

In addition, because of the unstable nature of
such organizations, their members have to be
prepared for the dissolution of the cartel and a
return to more competitive production. As a
result, they can often only agree to restrict
output if they are each allowed to maintain
their best facilities in operation. This means
that, unless they all have plants of comparable
technology and size, firms with inefficient plants
may have to be allowed to produce while a more
efficient plant that belongs to other firms
remains idle. This would imply that the mar
ginal cost of the cartel is higher than is otherwise
necessary, so that productive efficiency is also
compromised at the aggregate level.

CARTELS AND MONOPOLIES

The above arguments imply that the more a
cartel restricts competition, the more undesir

able it is. At the extreme, a monopoly would thus
be the most undesirable industry organization.
To keep the discussion in perspective, however,
it is worth mentioning two characteristics of
cartels that may on occasion compromise the
validity of this last argument.

First, a cartel involves direct maintenance and
administrative costs, such as the costs of negoti
ations and SIGNALING, and also indirect main
tenance costs, such as the deviations from
the lowest cost production for the purposes of



fairness to all members, as just described. Because
monopolists have no such costs, it is possible to
envisage a situation in which high coordination
costs make a monopoly preferable to a cartel.

Second, the effect of cooperation on R&D and
innovation must be considered. Technology
sharing cartels distribute the costs and risks of
research, so it is possible that they may spend
more on R&D than even a competitive industry
would. Moreover, even if spending on research
is not increased, the net consequence for growth
and welfare may still remain beneficial because
of the lower cost and enhanced rapidity of dis
semination. In the long term, therefore, it is
possible that collusion may speed productivity
and output growth, and even reduce the cost of
the growth process.
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cash cow
Derek F. Channon

A cash cow business is usually defined as one
which enjoys a high relative MARKET SHARE in
an industry in which the growth rate has slowed.
Because of its high market share, in a traditional
Boston Consulting Group (BCG) growth share
matrix analysis such a business should enjoy
a value added cost advantage, relative to its
competitors, assuming that an average 80 per
cent experience effect (se¢ EXPERIENCE AND
LEARNING EFFECTS) underpins the basic in
dustry cost economics. Such businesses should
supply the cash required to finance new busi
nesses or STAR BUSINESSES should they need
it, to develop market share while the industry
growth rate is high.

Such businesses are extremely valuable, but
are hard to manage. Psychologically, managers
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of such businesses often wish to invest the sur
plus cash flows that they are generating, as it is
depressing for both management and workforce
to run a business into decline. As a result, so
phisticated control systems are usually required
to insure that any surplus cash is extracted for
redistribution within an industrial group.

Moreover, despite their growth share matrix
positions, many cash cow businesses may not
actually generate cash. There can be a number
of reasons for this, including the following:

1 Incorrect market definition. In the early 1980s,
the US General Electric Company appeared
to enjoy high market share positions in the
US electricals and electronics markets. How
ever, these markets were globalizing (see
GLOBALIZATION), and in world market
terms US companies were rapidly losing
ground to Japanese and other Far Eastern
competitors.

2 Inappropriate experience curve assumptions.
The positioning of a business on the growth
share matrix assumes that a cost advantage is
generated as a result of a high relative market
share, with this term being used as a surro
gate for superior cumulative production
volume. This phenomenon may apply, but
can also be circumvented when customers
redefine the value chain (see VALUE CHAIN
ANALYSIS) of their industry to gain lower
cost structures. Japanese competitors with
techniques such as JUST IN TIME produc
tion methods have been especially successful
in achieving this; but competitors such as
Dell Computer, Amstrad, and Schneider
have successfully entered markets such as
personal computers with substantially lower
costs than the industry leader. Variations in
channel strategy have been especially effect
ive in achieving such cost gains.

3 Exchange rate wvariations. The advantage
of high market share can be severely eroded
by exchange rate variations. The rate of
such movements has accelerated in recent
years, causing dramatic changes in inter
national prices that are impossible to match
through normal improvements in relative
productivity.

4 Capital intensity variations. Despite cost ad
vantages that may exist as a result of high
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market shares, high capital intensity busi
nesses, especially those with high net work
ing capital needs, are rarely attractive cash
cows. This problem is exacerbated under
conditions of moderate to high inflation.
Moreover, competitors such as the Japanese
have been highly successful at reducing
capital intensity by just in time and work
in progress stock turn improvements.

5 Use as a market attack business. A dangerous
tactic, but one that is occasionally used, is to
destroy the cash generating ability of a com
petitor’s market position by predatory
pricing supported by cash flows from a
successful business in a protected market.
Japanese competitors have often been ac
cused of such practices. For example, many
Japanese products are often more expensive
in the home market than in overseas markets,
or competitors are excluded by the blocking
of access to the distribution system. Kodak
has therefore felt blocked in Japan by
Fuji Film. This practice is also common
in undifferentiated product markets, where
the desire for capacity utilization will often
lead to high capital intensity competition to
erode margins by cutting price to fill the
factories.

See also growth share matrix
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cash trap
Derek F. Channon

This refers to a business whose strategic position
is such that it needs all the cash generated from
operations to maintain its position. Such a busi

ness is not creating shareholder value and may
actually be destroying it.

Cash trap businesses tend to have a high level
of capital intensity and limited or uncertain cash
flows. The typical manufacturing company with
typical growth rates and asset turnover must
have a pre tax profit of around 7 percent or the
entire company becomes a cash trap. High
growth and high capital intensity businesses re
quire even higher margins. At maturity, such
businesses will tend to convert themselves into
cash traps. Such businesses have a tendency to
accept that change cannot happen owing to diffi
culty in modifying corporate culture. Ironically,
this attitude may create a window of opportunity
for a new competitor that is not afraid to chal
lenge the existing rules. This will almost invari
ably mean changing one or more aspects of
product market positioning. For example, capital
intensity can be reduced by OUTSOURCING, a
technology bypass may negate experience curve
expectations; a reconfiguration of the value chain
(see VALUE CHAIN ANALYSIS) may be possible;
and reengineering may be possible (see BUSI
NESS PROCESS REENGINEERING; VALUE
DRIVEN REENGINEERING).

In general, cash trap businesses exhibit a low
share and high capital intensity in markets with
little or low product differentiation. In building
defenses against cash trap situations, it is im
portant to recognize and evaluate the existing
position realistically and to design countermea
sures before the situation becomes irretrievable.
Real cash traps destroy shareholder value and
should either be changed, closed, or divested.
Only a few high share competitors in any pro
duct market can expect to avoid becoming a
cash trap.
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chaebol structure
Derek F. Channon

The Korean chaebol is that country’s near
equivalent of the Japanese KEIRETSU STRUC
TURE. Unlike the keiretsu, however, it is usually



still managed at the top level by members of the
founding family, and strategy is still set cen
trally, as in the prewar Japanese ZAIBATSU
STRUCTURE. Furthermore, these concerns do
not contain banking institutions within their
structures; and although trading companies
exist, they act mainly as exporting agencies
rather than as in the SOGA SHOSHA.

The main reason for these differences is the
late development of the Korean economy, in
which industrialization took place mainly after
the Korean War of the early 1950s. The indus
trial base left after the World War II period of
Japanese colonialization was largely destroyed in
the war, which also led to the division of the
peninsula into North and South Korea.

After the war the South Korean economy was
almost solely dependent upon the US for mili
tary and economic aid. Some import substitution
projects were undertaken, but the then presi
dent, Mr. Sygman Rhee, was not especially
interested in heavy government intervention.
Nevertheless, the late 1950s saw the rapid devel
opment of the early chaebol, fueled by favorable
import license concessions, access to scarce for
eign exchange, and government properties
seized from the Japanese. However, in 1960 the
Rhee government was overthrown and the
emerging chaebol were coerced to accept govern
ment guidance from the Ministry of Trade and
Industry, in a similar manner to MITT in Japan.
The position of the Korean government was also
strengthened by its control over the banking
industry. As a result, a partnership was de
veloped between the chaebol and government,
yielding a dramatic growth in the Korean econ
omy from the 1960s to the present day.

In the 1970s, government concern at the
rising economic dominance of the chaebol led to
the introduction of laws to curb their growth.
Some firms were pushed to reduce the level of
family ownership by issuing their stocks on the
capital market; tax payments and access to bank
credits were also closely controlled. Some real
estate disposals and divestments of subsidiaries
by the leading 20 chaebol were also introduced
by government. Nevertheless, industrial con
centration by the top ten chaebol increased, and
by the early 1980s these concerns held around
a 25 percent share of Korea’s manufacturing
industry.
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By the mid 1980s the Korean economy was
heavily dependent upon the chaebol, and to re
strict their activity would have been to enforce a
slowdown in the nation’s economic growth.
There was, however, an increase in competition
between the leading chaebol, as they came to
compete for MARKET SHARE both at home
and overseas. Moreover, after initially copying
the evolution of Japanese industry in the post
war period, the companies began to develop
their own competence in R&D, technology,
marketing, and management skills. Develop
ment in industries similar to those behind the
Japanese economic miracle, such as shipbuild
ing, heavy engineering, consumer electronics,
and automobiles, formed the backbone of the
emerging Korean economy. The changing
nature of the chaebol also led to a reduction in
government intervention and greater corporate
independence. Nevertheless, the chaebol were
not given control of the banking industry, as
was the case with the keiretsu. By the late 1980s
the top 30 chaebol groups held around 40 percent
of the Korean market.

The Korean chaebol were much younger than
their Japanese counterparts, which, prior to
World War II, had developed as family domin
ated zaibatsu groups following the Meiji Restor
ation and the subsequent industrialization of
Japan. The oldest of the “big four” groups,
Samsung, was created in 1938, while the remain
der were mainly established in the 1950s. As a
result, many were still owned by the families of
their founders, with on average some 30 percent
of listed company stock in their hands. This
figure was relatively higher for the larger chacbol
groups.

The family ownership patterns of the Korean
chaebol have been classified into three types, as
shown in figure 1. In the first of these types,
ownership is direct and complete, with the
founder and his family owning all the chaebol
affiliated companies. In the second form, the
family own a holding company which, in turn,
owns affiliated subsidiaries: the Daewoo group is
an example of this form. The third type enjoys
interlocking mutual ownership, with the
founding family owning the group holding com
pany and/or some form of foundation which, in
turn, owns the affiliated companies: this form is
typified by the Samsung group. As the chaebol
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Type 1: Direct ownership structure

Owner Family

Subsidiary or affiliated companies

Type 2: Holding company structure

Subsidiaries or affiliated companies

Type 3: Interlocking mutual owership

Holding Company

Owner Family

Subsidiaries or affiliated companies

Figure 1

evolve, the trend has been to move progressively
from the first structure to the third.

While family ownership of keiretsu groups
is generally very low, or presently nonexistent,
it has been shown that more than 30 percent
of the executives of the top 20 chaebol groups
are members of the founding family. Family
members thus play significant roles in the direc
tion of the chaebol and, in particular, the eldest of
the founder’s sons is usually groomed to succeed
the father when he retires. Fathers in law, sons
in law, brothers, uncles, and nephews are also
recruited into management.

The organizational structure of Korean chaebols (Hattori, 1989: 88)

The four leading chaebol are all dominated by
family executives. The Samsung group has one
of the highest rates of non family member ex
ecutive management, but family members still
dominate the most important positions. In
Hyundai the founder had seven sons, five of
whom manage ten major group operations: a
sixth is being groomed to succeed his father,
while the founder’s brother heads Hyundai
Motors. In the LG group, the founder has six
sons and five brothers, many of whom occupy
senior positions. Daewoo, created only in 1967,
is still led by its founder and, apart from his wife,



no other members of the family are actively
involved in management, although the future
position of the founder’s children is still unclear.

While family ownership is a critical factor in
the management of chaebol, it is also important to
understand that Korean tradition allows the un
equal distribution of family wealth clearly in
favor of the eldest son. Moreover, the Korean
concept of the family is defined strictly on the
basis of blood ties, whereas in Japan zaibatsu
families could absorb non blood tie related
managers by adoption, marriage, or appoint
ment. Thus, in Korea, chaebol successors are
generally confined to family members related
by blood.

In chaebol structures, the central office still
maintains strict control over strategy and moni
toring the performance of operating units. By
contrast, after the elimination of the zaibatsu
holding companies, Japanese keiretsu groups
have a much looser system of influence over
the strategies of member corporations via their
presidents’ councils and other integrating mech
anisms.

Unlike the keiretsu groups, the Korean chaebol
contain neither powerful trading companies nor
significant internal financial service institutions.
General trading companies within the chaebol
only began to develop from the mid 1970s, as a
result of discussions with government on how to
stimulate exports. By the mid 1980s each of the
major groups had created general trading com
panies, but the focus of these concerns was
exports rather than the much wider role under
taken by the soga shosha. Nevertheless, by the
early 1990s, the nine largest general trading
companies were responsible for over 50 percent
of Korean exports.

The lack of financial service institutions
within the chaebol structure has meant that
they have been forced to rely heavily on external
finance to fuel their growth. In particular,
they have been dependent upon government
funds, which has provided the state with a
major mechanism for influencing chacbol strat
egies, especially with regard to focus and diver
sification. Major groups have, however, been
actively attempting to build their positions in
the financial services sector, but these efforts
are still weak by comparison with the position
of the keiretsu.
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In terms of management style, the Korean
chaebol are more influenced by Japanese systems
than by those of the West, despite the heavy US
influence in the period after the Korean War and
until relations with Japan were restored in the
mid 1960s.

From the influences of the US and Japan,
coupled with Korea’s own history and traditions,
Korean companies have evolved their own
system of management, sometimes referred to
as K Style management. This includes top
down decision making, paternalistic leadership,
clan management, intival (or harmony oriented
cultural values), flexible lifetime employment,
personal loyalty, seniority and merit based com
pensation, and conglomerate diversification
strategies.
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cherry picking
Derek F. Channon

As markets mature, the opportunities to care
fully segment them increase. Usually, cherry
picking tends to mean that a competitor selects
an upmarket segment to attack with a product/
service package that is differentiable and that is
perceived by customers to be superior to alter
nate offerings. For example, Harley Davidson
motorcycles has been reborn by appealing to a
particular group of dedicated enthusiasts in the
US and overseas who are looking for values such
as distinctiveness, individualism, and power
rather than a simple means of transport. Some
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purchasers of expensive hi fi systems can act
ually detect superior sound qualities; others buy
such systems to feel good in front of their
friends. Most golfers have high handicaps, but
many buy expensive clubs because it makes them
feel better.

Such upmarket SEGMENTATION is common
and readily observed. However, it is possible to
segment other market areas in which cost lead
ership can be combined with differentiation to
achieve significant COMPETITIVE ADVAN
TAGE. Direct Line Insurance thus transformed
the motor insurance market by offering a direct
telephone service, so eliminating the need for
brokers; and with a built in cost advantage of at
least 30 percent and by carefully selecting the
motor risks that the company was interested in
insuring, it achieved a higher level of profitabi
lity and lower risk while providing customers
with lower prices and superior service quality.
As a result, it has grown at over 70 percent per
annum in a mature, slow growth market.

In most markets opportunities for cherry
picking exist provided that careful analysis
is undertaken to identify definable segments
that can be serviced in a way that creates
both differentiation and sustainable competitive
advantage.

Chinese family business
Michael Brocklehurst

Overseas or expatriate Chinese dominate the
economies of Hong Kong, Taiwan, and Singa
pore and form a significant minority in economic
terms in Thailand, Indonesia, Malaysia, and the
Philippines. Apart from Singapore, where sub
sidiaries of western multinationals are very sig
nificant, the major form of business organization
amongst the Chinese in these countries is the
Chinese family business (hereafter CFB). Inte
rest in the phenomenon of the CFB can be
attributed to a number of factors.

First, these countries have been highly suc
cessful in terms of economic performance. This
success has been achieved in a variety of differ
ent contexts vis a vis the state. In some cases the
state has been highly supportive and interven
tionist, in others largely indifferent and, in some

cases, even overtly hostile, to the Chinese com
munity.

Second, on the surface at least, the CFB has
achieved this success by flouting some of the
nostrums of good western business practice.
Firms are often small and little attention is paid
to formalized management development. As
Tam says: “Egalitarian employment measures,
consensus decision making, high wage homo
geneity, employee empowerment and delegation
are thought to be positively associated with
performance. However the reverse of all these
normally cherished principles is enshrined
within a typical Hong Kong enterprise” (Tam,
1990: 169).

Leading on from the first and second points,
there is now a growing belief that the form of
business organization matters. It cannot be
treated as unproblematic (as implied by early
neoclassical economics). Rather, the black box,
the decision making agent, needs to be opened
up and examined. Furthermore, the context in
which the agent makes these decisions must also
be considered, since such decisions are always
grounded in an institutional context rather than
being purely determined by market forces (Gran
ovetter, 1985). Indeed, Whitley and Redding
both argue that understanding any form of busi
ness organization (including the CFB) requires
seeing it as forming part of a business system
(Redding and Whitley, 1990; Whitley, 1992).

KEY FEATURES

The CFB is not coterminous with a firm. The
CFB may well control a number of legally dis
tinct firms, but it is the family that is the key
decision making unit (Tam, 1990). Neverthe
less, CFBs are generally small. The structure
tends to be simple and centralized on one dom
inant decision maker who operates in a highly
paternalist and particularist style, often bypass
ing middle management. Relationships and co
ordination are mainly hierarchic and there is
little horizontal coordination. Ownership and
control are usually confined to a family and
business tends to be focused on a restricted
range of products or markets.

Close attention is paid to cost and financial
controls. COMPETITIVE ADVANTAGE is often
sought by cost cutting, by being prepared to
accept low margins on a high turnover.



There are also close links with other busi
nesses through a personalized network system
(often underpinned by kinship connections).
Other businesses will often contribute other
elements of the value chain (components,
marketing, and distribution; see VALUE CHAIN
ANALYSIS) or be partners in a joint venture (see
JOINT VENTURE STRATEGY) in order to
reduce risk. However, each family business will
retain a large degree of independence of deci
sion making and control. Furthermore, such ar
rangements are often temporary and unstable
(Tam, 1990). The small scale of operation per
mits a high degree of strategic adaptability.
However, where diversification occurs, it is gen
erally opportunistic and undertaken to capitalize
on family or network connections.

Few of the procedures covering conditions of
employment are formalized or institutionalized.
Recruitment and selection of non family
members is often on the basis of personal recom
mendation or prior acquaintance. Indeed, the
use of existing employees to make recommenda
tions insures that these employees will have a
stake in the performance of the new hire. Job
flexibility is the norm. Young female workers
earning low wages tend to predominate in light
manufacturing, textiles, and garments, particu
larly in Hong Kong and Taiwan (Deyo, 1989).
Labor unions have little influence, partly be
cause unions are at odds with the paternalistic
ethos, and partly, in the case of Taiwan, because
of state opposition.

THE INSTITUTIONAL BACKGROUND

The institutional underpinning for the CFB,
which helps to explain its unique characteristics,
is complex. Whitley (1992) carries a full treat
ment. The following aspects are of particular
significance.

The state can play a number of different roles,
as has already been discussed. In general, banks
do not play a very significant role in the CFB;
this is largely because the family wishes to retain
financial control, although in Taiwan the banks
have also been wary of lending to what is seen as
a risky business sector.

It is also of interest to try to account for the
specific values and attitudes that underpin the
CFB. The key issue here is the enormous stress
placed on family and kinship. The family, rather
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than the individual, assumes much greater im
portance in non western societies as a general
rule (Ferrano, 1990), but amongst the Chinese
it goes even deeper; Whitley (1992) observes
how this can be traced back to pre industrial
China, when the village had relatively little au
tonomy from the state and where very little
property was held as a unit by the village;
hence it was the family rather than the village
that became the focus of allegiance (cf. pre in
dustrial Japan).

CONCLUSIONS

The high value placed on family membership
is a source of both strength and weakness. On
the one hand, it permits a high degree of consist
ency in terms of values and expected behavior
of those within the business, and breeds accept
ance of the paternalistic style. On the other hand,
the low level of trust of non family members
inhibits the degree of delegation and restricts
the size of the organization and the pool of senior
managerial talent available. It also limits the
loyalty that CFBs can expect from non family
employees.

The form of kinship structure, whereby
family assets are equally divided amongst inheri
tors, and the preference for vertical over hori
zontal relationships, encourages fragmentation.
Indeed, Wong (1985) has noted how many CFBs
last for only three generations, as each brother or
cousin strives to set up independently. However,
this process has advantages; it insures constant
revitalization and the rapid diffusion of new
innovations (Tam, 1990).

In terms of long run developments of the
CFB, Deyo (1989) has noted that as CFBs
move into more sophisticated sectors, training
and development, and other employment prac
tices designed to hold on to those with scarce
skills, become more prevalent. Whitley (1992)
observes how at present the CFB is a relatively
homogeneous phenomenon compared to busi
ness systems in the UK and US, where industri
alization is much more established and the
system much more highly differentiated. As the
CFB matures, it could be that it will become less
homogeneous. Indeed, there is evidence of this
in Singapore, where there is a highly qualified
managerial cadre and a large multinational pres
ence which, together, are leading to a decline in
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the employment of family members in the CFB
(Wu, 1983).

Nevertheless, the CFB remains a powerful
demonstration of how forms of business organ
ization are embedded within a set of social insti
tutions that make up a coherent system. Such
systems sound a note of caution to those who
might try to seek universal principles of man
agerial good practice divorced from the institu
tionalized context in which such practices occur.
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Cinderella business
Derek F. Channon

Such a business is one with opportunity, but
which fails to receive the resources or attention
it deserves. Examples are found when such busi
nesses are located within divisions that the cor
porate center has designated as mature or
declining, and has therefore deprived of re
sources overall. In these circumstances, growth
Cinderella businesses act as a threat to the
existing divisional operations, as to reach their
potential they require a disproportionate per

centage of resources allocated to the division as
a whole. In large corporations in which scale is
such that small business units tend to get lost in
the overall corporate structure, the position can
become acute. Similarly, small growth busi
nesses were given little or no attention in indus
tries such as oil when their size did not justify
attention at board level and, as a result, many
such DIVERSIFICATION moves by acquisition
have failed.

Cinderella businesses often occur as a result of
acquisition  strategies (se¢ ACQUISITION
STRATEGY) in which firms attempt to diversify
into growth markets with relatively small scale,
tentative moves, especially when moving into
unrelated areas of industry. While sanctioned
by the main board in large, diversified, and es
pecially dominant business concerns (see DOM
INANT BUSINESS STRATEGY), such moves
receive little or no attention in terms of main
board reporting relationships. In oil, banking,
tobacco, brewing, and similar industries, diver
sifications by acquisition have led to the intro
duction of many Cinderella businesses that have
received little attention from boards composed
largely of executives from the original core busi
nesses (see CORE BUSINESS). The problem may
well be compounded by the introduction of ex
ecutives from the acquiring company who have
little or no understanding of the industry or
needs of the small business; the imposition of
parent company bureaucratic procedures, man
agement information, planning, and control
systems inappropriate to the Cinderella organ
ization; and the addition of overheads similar to
those of the parent. As a result, many such
moves have resulted in significant losses, and in
some cases predator attacks on the parent con
cerns with a view to breaking them up and resell
ing the constituent businesses.

comparative advantage
Taman Powell

Comparative advantage is a term coined by the
economist David Ricardo in the early part of the
nineteenth century to develop the theory of
international trade. But the doctrine can be ap

plied to all forms of specialization (or territorial



division of labor) and exchange, whether be
tween persons, businesses, or nations.

Comparative advantage states that production
will be maximized, and therefore everyone will
be better off, if countries produce only what
they have a comparative advantage in. Essen
tially this is a gains from specialization and
trading argument. What is significant is that
the argument focuses on a country’s relative
EFFICIENCY at production, not any absolute
advantages (which would relate to a COMPETI
TIVE ADVANTAGE).

Let us illustrate with a simple example. Two
countries, country A and country B, can each
produce wine and wheat with their labor re
sources. For country A, it costs 15 man hours
to produce a unit of wine and 30 man hours to
produce a unit of wheat. For country B, it costs
10 man hours to produce a unit of wine and 15
man hours to produce a unit of wheat (table 1).
This can be translated into constant units of 30
man hours (table 2).

So for country A, each unit of wheat costs 2
units of wine in terms of opportunity cost, while
for country B, each 2 units of wheat cost 3 units
of wine in terms of opportunity cost. There
fore, country B has a comparative advantage
(versus country A) in producing wheat, since
for it to produce 1 unit of wheat it foregoes
the production of only 1.5 units of wine, whereas
country A foregoes the production of 2 units of
wine. The converse is also true in that country A
has a comparative advantage (versus country B)
in producing wine, since it foregoes the produc
tion of only half a unit of wheat for each unit of
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wine produced, while country B foregoes two
thirds of a unit of wheat.

The logic of comparative advantage would be
for country A to produce only wine and country
B to produce only wheat, thereby maximizing
production of both products across the two
countries.

There are a number of assumptions implicit in
comparative advantage. Firstly, it is assumed
that there is scarcity of supply, and therefore
producing more of a good is beneficial. Sec
ondly, it is assumed that the resources in each
country can easily change their focus of produc
tion from one product to the other.

From a more strategic standpoint, it is also
assumed that both countries are reliable in their
production. If the reliability of an external coun
try’s production is doubted, and this product
was important, it may be sensible for a country
to continue to produce the product in which it
does not have a comparative advantage to insure
continuity of supply. Lastly, the comparative
advantage logic also assumes that countries are
aware of the accurate costing of their products.
Often this is not the case (se¢ ACTIVITY BASED
COSTING).

Comparative advantage is related to a number
of other concepts. The reason that a country
is better at producing a good than another coun
try is to be found in the resources to which
that the country has access (se¢ RESOURCE
BASED VIEW). By leveraging these resources,
the country is effectively focusing on its CORE
COMPETENCES and OUTSOURCING the other
activities. This could also be seen as the country

Table 1
Wine Wheat

Country A 15 man hours 30 man hours
Country B 10 man hours 15 man hours
Table 2

In 30 man hours Wine Wheat
Country A 2 units 1 unit
Country B 3 units 2 units
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making a trade off (se¢e TRADE OFFS) between
what it does and does not want to focus on.
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competitive advantage
John McGee

In the entry on STRATEGY we draw the connec
tion between strategy choices and profitability.
There we argue that strategy choices are re
source allocation decisions that enable the firm
to create distinctive assets and capabilities
(see CORE COMPETENCES; RESOURCE BASED
VIEW). These enable the firm to create imper
fections in markets that are specific to itself, and
therefore the firm can capture the benefits of this
positioning in terms of higher prices or lower
costs, or both. Figure 1 illustrates the point. A
successful strategy can earn superior financial
returns because it has an unfair advantage, that
is: it creates, exploits, and defends firm specific
imperfections in the market vis 4 vis competi
tors. We deliberately use the term unfair advan
tage as a colloquial simile for competitive
advantage in order to underline that such advan
tage is achieved in the teeth of organized oppos
ition, both from competitors who wish to
emulate the firm’s success and from customers

“Real profits”

T

Imperfections

T

Firm-specific imperfections

T

Distinctive assets and capabilities

T

Strategic choices

Figure 1 Firm-specific imperfections as the source of

profits

who will exercise bargaining power to achieve
lower prices.

In theory, competitive advantage is the de
livering of superior value to customers and, in
doing so, earning an above average return for the
company and its stakeholders. These twin cri
teria impose a difficult hurdle for companies,
because competitive advantage cannot be bought
by simply cutting prices, or by simply adding
quality without reflecting the cost premium in
higher price. Competitive advantage requires
the firm to be sustainably (se¢e SUSTAINABIL
1TY) different from its competitors in such a
way that customers are prepared to purchase
at a suitably high price. Classic perfect com
petition works on the basis that all products
are so alike as to be commodities, and that
competition takes place solely on the basis of
price. The search for competitive advantage
is the search for differences from competitors,
and for purchase on the basis of value (i.e., the
offer of an attractive performance to price
ratio).

Competitive advantage is a statement of pos
itioning in the market and consists of the
following elements:

e astatement of competitive intent;
e outward evidence of advantage to the cus
tomer;
e some combination of:
o superior delivered cost position;
o adifferentiated product;
o protected niches;
e evidence of direct benefits, which:
o are perceived by a sizable customer
group;
o these customers value and are willing to
pay for;
o cannot readily be obtained elsewhere,
both now and in the foreseeable relevant
future.

The sustainability of competitive advantage
depends on the following:

e Power: maintaining the levels of commit
ments in resource terms relative to com
petitors.

o Catching up: ease of copying and nullifying
the advantages.



o Keeping ahead: productivity of one’s own
continuous search for enhanced or new ad
vantages.

® The changing game: rate of change of cus
tomer requirements.

o  The virtuous circle: the self sustainability and
mutual reinforcing of existing advantages.

Economists argue that competitive advantages
are by their nature temporary and, therefore,
decay quickly. This is to argue that product
markets and the markets for underlying re
sources are reasonably competitive. Indeed,
much of the analysis of competitive advantage
is concerned with assessing just how defensible,
durable, and large the advantages can be. The
five forces model (Porter, 1980; see INDUSTRY
STRUCTURE) provides a useful basis for cat
egorizing and understanding the industry eco
nomics that lie behind competitive advantage.
Notice that the barriers to entry (se¢e BARRIERS
TO ENTRY AND EXIT) are in essence the
competitive advantages that are available in
the industry. They represent the cost premiums
that entrants would have to pay in order to
enter the industry and compete on equal
terms. In other words, these are the imper
fections that the incumbents have created (or
are the beneficiaries of). It is important to note
that the barriers to entry may be generic,
meaning that the incumbents do not have advan
tages over one another but have a shared ad
vantage with a shared rent. Or the barriers
may be firm specific, implying that different
incumbents are protected by different advan
tages and are themselves different from one an
other. Barriers are also entrant specific in that
different potential entrants have different
assets and therefore different ways in which
they might compete.

See also national competitive advantage
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competitive market theory
Fohn McGee

The theory of STRATEGIC MANAGEMENT was
given impetus by the realization that industrial
organization as a subject could be turned around
to give a perspective on the rent seeking activity
of firms. This led to the notion of firms seeking
market power in which rents could be protected,
at least for a time, by barriers to entry (see BAR
RIERS TO ENTRY AND EXIT). These barriers
were derived from the cost functions of firms,
the dominant theme being the ability of firms
to sustain differential cost positions through
ECONOMIES OF SCALE. In the world of scale
economies, where minimum efficient plant sizes
are a significant fraction of the market, oligopol
istic market structures prevail and are over
turned principally by the growth of markets or
by the advance of technology enabling the crea
tion of new assets with more advantageous cost
positions.

The notion of economies of scale is therefore
fundamental to strategic management because it
provides a rationale for firms to be different in
terms of both asset configuration and perform
ance. However, this is an insufficient argument
on its own for the existence of diversified firms.
DI1VERSIFICATION requires the notion of ECO
NOMIES OF SCOPE. These are defined as “the
cost savings realized when two different products
are produced within the same organization rather
than at separate organizations.” They arise be
cause the products share a common input such as
plant or equipment, obtaining volume discounts
on purchases (exercising monopsony power), or
applying common expertise or reputation. The
advantages conferred by economies of scope are
not, however, inherent in the jointness of pro
duction but in the barrier to entry that protects
the “original” asset. There is nothing to prevent
two firms enjoying identical economies of scope if
there is free competition for the underlying asset.
Thus economies of scale convey the fundamental



40 competitive position—-market attractiveness matrix

advantage that underpins superior profitability
in single product and multiple product firms.

The discussions in strategic management text
books about COMPETITIVE ADVANTAGE areall
variations upon this same theme. The simplest
articulation of the theme is the cost differential
that arises in production. The more complex
argument concerns knowledge assets, where the
essence of the argument is the cost to reproduce
knowledge and not the possession of knowledge
perse. The subtlety InSTRATEGY MAKING res
ides in the variety of ways in which knowledge
and expertise are acquired (which is where the
cost function of knowledge acquisition is import
ant) and then captured in products and services
(the generic differentiation theme). In this almost
bucolic world, the supply side and the market
side are linked through some form of arm’s length
market exchange process. Customer desires are
conveyed through the pattern of their purchasing
decisions, and producers respond by adjusting
the nature of their offerings. Where competition
is monopolistic (or imperfect), producers may
attempt to shape customer preferences and, to
the extent they succeed, demand functions
become downward sloping in the conventional
manner and producers can then price according
to the nature of their marginal cost curves and to
the price elasticities in the market. But demand
and supply are mediated through a market
mechanism in which product demand is inde
pendent of other products and demand is not
time dependent. This latter point is crucial (see
NETWORK EXTERNALITIES; NETWORK IN
DUSTRIES; NETWORKS)
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competitive position market attractiveness
matrix

Derek F. Channon

During the 1970s, the US General Electric
Company (GE) developed a portfolio model

measuring the relative attractiveness of its mul
tiple businesses for investment purposes. In con
junction with McKinsey and Company, GE
developed a portfolio model which differed
from that of the Boston Consulting Group’s
GROWTH SHARE MATRIX in that it examined
those variables assessed by management to be
the critical success factors affecting a business.
These factors were then used to identify the
position of a business in a three by three matrix,
each cell of which indicated a recommended
investment strategy. A number of factors, the
identification of which is found useful, and the
matrix itself, are illustrated in figure 1.

The process of positioning a business is simi
lar to that of the Shell directional policy matrix.
The position of each business on the two com
posite dimensions is determined by a qualitative
scoring system described in the measurement of
“market attractiveness” and ‘“‘competitive pos
ition.” Businesses are plotted on the matrix, with
their relative size indicated by the area of the
circle representing each one. An alternate
method of weighting each variable has been
used in some companies, the values of the main
PIMS variables (see PIMS STRUCTURAL DE
TERMINANTS OF PERFORMANCE) being sub
divided to determine the two composite
variables and then used to calculate the relative
matrix position of a business.

Each cell in the matrix suggests an alternate
investment strategy for the businesses contained
in it, as shown. Businesses in the top left hand
corner are high in market attractiveness and

. Selective
. Grow- Invest .
High investment or
o penetrate for growth R
g divestment
o
4
‘g Selective Segment and Controlled
& Medium harvest or selective exit or
= investment investment divestment
o
2
g
Harvest Rapid exit
= i Controlled p
Low for cash or attack
X harvest .
generation business
Strong Medium Weak

Competitive position

Figure 1 The market attractiveness competitive pos-
ition matrix (Channon, 1993; Stratpack Limited)
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enjoy a strong competitive position: such busi
nesses enjoy high growth and should receive
priority for any investment support needed.
Businesses in the grow/penetrate cell are also
primary candidates for investment, in an effort
to improve competitive position while growth
prospects remain high. Defend/invest position
businesses are in less attractive markets, but
investment should be maintained as needed to
defend the strong competitive position estab
lished. Businesses in the bottom left hand
corner are candidates for harvesting: the market
attractiveness is low, probably indicating that
growth is low, but the relative competitive pos
ition remains high. Such businesses are therefore
usually producing good profits which cannot
justifiably be reinvested. Surplus cash is there
fore extracted for use in investing in businesses
that are short of funds, or to be used to provide
other types of resource.

Businesses in the center are candidates for se
lective investment, usually on the basis of careful
market SEGMENTATION. Businesses at the
bottom center and right center are candidates
for withdrawal/divestment or for the pursuit of
niche strategies. Businesses in the bottom right
cell are both in unattractive markets and have a
weak competitive position. Such businesses may
well be making losses and are not likely to produce
a strong positive cash flow. As a result, they are
clear candidates for divestment or closure. A
more sophisticated but difficult alternative is to
deploy them as attack businesses against a com
petitor’s harvest businesses, to depress their cash
generating capability. Note that each strategy also
implies different objectives, and the company’s
management information systems and reward
systems need to be tuned to reflect this.

The competitive position—market attractive
ness matrix and the directional policy matrix
provide more sophisticated methodologies for
assessing the strategic position of a business,
and can allow management to incorporate due
consideration of critical variables that influence
individual businesses.

COMPETITIVE POSITION

In assessing the competitive position of an indi
vidual business, a number of variables are usu
ally taken into consideration. The calculation of
relative competitive position can be operational

ized by scoring a company’s position along a
series of appropriate dimensions. The precise
dimensions can be selected by management on
the basis of their detailed knowledge of the busi
ness, and weighted according to their assessment
of the relative importance of each dimension.
This is illustrated in table 1. A number of such
factors based on the critical variables identified
in the PIMS program are used in one such
system, as follows.

Competitive position measures

o  Absolute market share: measured as a com
pany’s MARKET SHARE of its defined
SERVED MARKET.

® Relative share: using the PIMS definition,
this is defined as a percentage of the com
pany’s share divided by the sum of that of its
three largest competitors.

o Trend in market share: the trend in the com
pany’s share over the past three years.

® Relative profitability: the relative profitabil
ity of the company’s product as the percent
age of the average of that of the three largest
competitors.

® Relative product quality: an assessment of the
relative level of the quality of a company’s
product compared with those of its three
largest competitors, from the customer’s
perspective.

® Relative price: the relative price of a com
pany’s product as a percentage of the average
of those of its three largest competitors.

o  Customer concentration: the number of cus
tomers making up 80 percent of the com
pany’s business; the fewer the number of
buyers, the greater the buyer power.

® Rate of product innovation: the percentage of
sales from products introduced in the past
three years, which indicates the degree of
maturity of a business.

® Relative capital intensity: the capital intensity
of a company’s business, as a percentage of
that of its three largest competitors; high rela
tive capital intensity is usually a weakness.

Each of these factors, which may or may not be
weighted, can be scored from 1 to 5, with the
high score representing a very strong position
and the low score a weak one. Summarizing the
score for each dimension and dividing this by the
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Table 1 An example of the business strength (competitive position) assessment
with the weighted score approach

Critical success factors Weight* Rating' Weighted score
Market share 0.10 5 0.5
SBU growth rate X 3

Breadth of product line 0.05 4 0.2
Sales distribution effectiveness 0.2 4 0.8
Proprietary and key account advantages X 3

Price competitiveness X 4

Advertising and promotion effectiveness 0.05 4 0.2
Facilities location and newness 0.05 5 0.25
Capacity and productivity X 3

Experience curve effects 0.15 4 0.6
Raw materials costs 0.05 4 0.2
Value added X 4

Relative product quality 0.15 4 0.6
R&D advantages/position 0.05 4 0.2
Cash throw-off 0.1 5 0.5
Calibre of personnel X 4

General image 0.05 5 0.25
TOTAL 1.00 43

Key: * x means that the factor does not affect the relative competitive position of the firms in that

industry; 1 1
Source: Hofer and Schendel (1978)

total possible score provides a coordinate for
competitive position on the matrix.

MARKET ATTRACTIVENESS

This is assessed from data on the market/indus
try characteristics of a business. While the
factors that determine attractiveness may vary,
managerial input can be used to assess these and
the relative importance of each variable by
weighting them. An example is shown in table 2.

The following variables have also been found
to be useful:

e Size: the size of a market is obviously im
portant. However, in assessing size, careful
market definition is imperative and eventu
ally needs to be conducted on a segment by
segment basis. The size should also be suffi
ciently large for the firm to make it worth
while to provide products or services.

®  Historic growth rate: this is useful as a guide
for predicting future trends.

® Projected growth rate: this needs to be care
fully assessed and overoptimism avoided.

very weak competitive position, 5

very strong competitive position.

Sensitivity analysis can be used to assess
the impact of different growth rates.

o  Number of competitors: the larger the number
of competitors, the greater is the level of
rivalry that may be expected.

o Competitor concentration: more concentrated
markets are generally more attractive,
whereas fragmented markets are usually
more price competitive.

o  Market profitability: more profitable markets
are obviously more attractive.

® Barriers to entry: markets with high barriers
to entry (se¢e BARRIERS TO ENTRY AND
EXIT) are more attractive than those in
which the entry of new competitors is
easy.

® Barriers to exit: high barriers to exit tend to
increase competition, especially in high cap
ital intensity industries, as competitors erode
away margins in order to maintain capacity
utilization.

o  Supplier power: a small number of suppliers,
e.g., of critical raw materials, reduces market
attractiveness.
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Table 2 An example of the industry (market) attractiveness assessment with the

weighted score approach

Attractiveness criterion Weight* Rating' Weighted score
Size 0.15 4 0.6
Growth 0.12 3 0.36
Pricing 0.05 3 0.15
Market diversity 0.05 2 0.1
Competitive structure 0.05 3 0.15
Industry profitability 0.2 3 0.6
Technical role 0.05 4 0.2
Inflation vulnerability 0.05 2 0.1
Cyclicality 0.05 2 0.10
Customer financials 0.1 5 0.5
Energy impact 0.08 4 0.32
Social GO 4

Environmental GO 4

Legal GO 4

Human 0.05 4 0.2
TOTAL 1.00 3.38

Key: * Some criteria may be of the GO/NO GO
Source: Hofer and Schendel (1978)

® Buyer power: a small number of large cus
tomers enhances buyer power, especially in
fragmented industries, and reduces market
attractiveness.

® Degree of product differentiation: the higher
the level of differentiation, the more attract
ive the market is, as high differentiation
tends to reduce price competition.

o  Market fit: markets that are truly synergistic
with other corporate activities enhance at
tractiveness (se¢ SYNERGY).

Having measured the position of a business
along these and any other relevant dimensions,
market attractiveness is assessed by assigning a
value between 1 and 5 to a business according to
its relative position. If the variables are weighted,
this weight should also be applied and the scores
summed to arrive at an overall total. This is
divided by the maximum possible score to gen
erate the value of the market attractiveness co
ordinate in order to plot a business’s position on
the matrix.

Criticisms of the system are that it requires
accurate identification of the multiplicity of
variables required to position a business cor
rectly. The weighting and numerical scoring

type; 1

very unattractive, 5 highly attractive.

system can deceive with its pseudo scientific
approach. There is also a desire on the part
of managers to attempt to avoid the disinvest
cells. Data are often not available to provide an
accurate assessment of the position of a business
and therefore, as a consequence, there is a ten
dency to drift toward the moderate score. Fur
thermore, it is difficult to insure consistency
between the businesses. Finally, when markets
change, very misleading positioning can occur
in terms of market attractiveness. Thus, in GE
when the electronics industry was globalizing in
the 1980s, the company was often measuring
its position on the basis of the US market.
During the 1980s, therefore, under the leader
ship of Jack Welch, positioning shifted to the
concept of being either number one or number
two in the world, or that businesses should
be sold, closed, or fixed. As a result, the portfolio
of GE was dramatically changed. Nevertheless,
when used well, the multivariate approach
offers management a more realistic tool than
the simplistic approach of the original BCG
bivariate model. Moreover, such a tool can be
coupled with VALUE BASED PLANNING to
provide a very sophisticated portfolio planning
tool.
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competitive strategy
Fohn McGee

There can be great differences between the
abilities of firms to succeed — there are funda
mental inequalities between most competitors.
This contrasts with the conventional economics
textbook view of perfect competition, which
holds that firms are essentially similar, if not
the same, and that over time their performances
will converge on a minimum rate of return on
capital. Less efficient firms will be obliged to exit

and the more efficient firms will be subject to
imitation. But the competitive strategy view of
the firm is that understanding and manipulating
the factors that cause these inequalities, so as to
give the firm a sustainable competitive advan

tage, largely governs long term business success.
These factors vary widely; so different busi

nesses, even within the same industry, often
need to be doing different things. Thus, there
are many strategies open to firms. The usual
starting point is to recognize that strategy is the
outcome of the resolution of several different,
conflicting forces. These are summarized in
figure 1.

Society has expectations of its business organ
izations. Owners, managers, and other imple
menters of strategy have their own personal
values and ambitions. The company has
strengths and weaknesses, and the industry con
text offers opportunities and threats. The tradi
tional top down view of strategy is encapsulated
in the STRATEGIC PLANNING view. This in
volves deciding on long term objectives and
strategic direction, eliminating or minimizing

Personal values Interaction Broader
ofthekey  ----- of valuesand  ------- societal
implementers social mores expectations

Factors internal
to the company

Competitive

strategy

Factors external
to the company

Company Industry
strengths and Matching of opportunities
weaknesses: = - ---- resourcesto - - === - and threats:
distinctive markets key success

competences factors

Figure 1

An overview of the influences on competitive strategy



weaknesses, avoiding threats, building on and
defending strengths, and taking advantage of
opportunities. But, from reading this lesson, it
should be clear that, given the strategic direc

tion, the key strategic decision is product market
selection. This should be based on the existence
of long term viable business opportunities (not
merely the existence of growing markets), to

gether with the prospect of creating the relevant
CORE COMPETENCES. Viable business oppor

tunities depend on:

e the existence of valuable market segments;

e the existence of a sustainable positional ad
vantage;

e the creation of the appropriate strategic
assets.

In conducting the assessment of viable business
opportunity, the term key success factors is often
used. Intuitively, this means ‘“What do we have
to do to succeed?” Figure 2 and table 1 illustrate
the process (see Grant, 1998). There is a set of
key questions to ask:

e s there a market?
o Do we have some advantage?
e Can we survive the competition?

These lead us into two pieces of analysis:
the analysis of customers and demand, and
the analysis of competition (summarized in

o Supplying a product or
service for which
customers are willing to
pay a price which exceeds
the cost of production

o Supplying a product or
service which at least
some customers prefer
to those of competitors

—» + The ability to survive
competition

General prerequisites for success

Figure 2

—
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figure 2). Table 1 shows how these can be put
together to identify key success factors in
three different industries. The key success
factors represent the strategic logic(s) (there is
usually more than one) available. In the steel
industry, the key success factors revolve around
low cost, cost efficiencies, scale effectiveness,
with some scope for specialty steels. In the fash
ion industry, key success factors are about dif
ferentiation, coupled with an element of low
cost. Differentiation has speed of response char
acteristics, but the industry and the market are
so broad that there are distinctive segments,
some of which are cost driven, while others are
differentiation driven. This industry provides a
good example of the multiplicity of available
strategies.

In formulating competitive strategy, there are
some important things to remember.

®  Resources are limited, opportunities are infin
ite. The essence of strategy lies in saying
“Yes” to only some of the options and,
therefore, “No” to many others. TRADE
OFFS are essential to strategy — they reflect
the need for choice and they purposefully
limit what a company offers.

o Always factor in opportunity costs. A dollar
invested ‘“here” is a dollar not invested
“there,” or not given back to shareholders.

o The essence of strategy is choosing to per
form activities differently than rivals.

Analysis of customers and

demand

¢ Who are the customers and
what do they what?

* How do customers choose
between competing
suppliers?

Analysis of competition
¢ What are the main structural
forces driving competition?

¢ What are the principal
dimensions of competition?
¢ How can a firm obtain a

Key success factors

superior competitive
position?

Analysis of customers and demand and analysis of competition
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Table 1 Identifying key success factors

Industry What do customers How do firms survive
want? (analysis of competition? (analysis of = Key success factors
demand) competition)

Steel Customers include Competition primarily Cost efficiency through

Fashion Clothing

Grocery Supermarkets

automobiles,
engineering, and
container industries.

Customers acutely
price sensitive.

Also require product
consistency and
reliability of supply.
Specific technical
specifications required
for special steels.

Demand fragmented
by garment, style,
quality, color.

Customers willing to
pay price premium for
fashion, exclusivity,
and quality.

Retailers seek
reliability and speed
of supply.

Customers want low
prices, convenient
location, and wide
range of products.

on price. Competition
intense due to declining
demand, high fixed costs,
and low-cost imports.
Strong trade union
bargaining power.
Transport costs high.
Scale economies
important.

Low barriers to entry
and exit. Low seller
concentration. Few scale
economies. Strong retail
buying power. Price and
non-price competition
both strong.

Markets localized,
concentration normally
high. But customer price
sensitivity encourages
vigorous price
competition. Exercise of
bargaining power a key
determinant of purchase
price. Scale economies
in operations and
advertising.

scale-efficient plants,
low-cost location, rapid
adjustment of capacity
to output, low labor
costs. In special steels,
scope for
differentiation through
quality.

Combine effective
differentiation with
low-cost operation.
Key differentiation
variables are speed of
response to changing
fashions, style,
reputation with
retailers/consumers.
Low wages and
overheads important.

Low-cost operation
requires operational
efficiency, scale-
efficient stores, large
aggregate purchases to
maximize buying
power, low wage costs.
Differentiation
requires large stores to
provide wide product
range and customer
convenience facilities.




o In the long run, what matters is not how fast
you are running, but whether you are running
Sfaster than your competitors.

® A company can only outperform rivals if it
can establish a difference that it can sustain.
So always test for the SUSTAINABILITY of
your COMPETITIVE ADVANTAGE. Com
petitors are likely to view relieving you of
your competitive advantage as their cardinal
duty. Further, not all of them are likely to be
stupid.

o The competitive value of individual activities
cannot be separated from the whole. So, fir
locks out imitators by creating a value chain
that is stronger than its weakest link (see STR A
TEGIC FIT; VALUE CHAIN ANALYSIS).

e The long run test of any strategy lies not in
what it contributes to MARKET SHARE or
profit margins but in what it contributes to
long term return on investment.

e Strategic positions should have a time hori
zon of a decade or more, not just of a single
planning cycle and/or product cycle.
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competitor analysis
Derek F. Channon

In conducting competitor analysis, it is necessary
to examine those key competitors that presently
and/or in the future may have a significant
impact on the strategy of the firm. Usually this
means the inclusion of a wider group of organ
izations than the existing immediately direct
competitors. In many cases, it is the failure of
firms to identify the competitors that may
emerge in the future that leads to BLIND
spoTs. Competitors for evaluation therefore in
clude the following.

ExisTING DIRECT COMPETITORS

The firm should concentrate on major direct
competitors, especially those growing as rapidly
as or faster than itself. Care should be taken to

competitor analysis 47

uncover the sources of any apparent COMPETI
TIVE ADVANTAGE. Some competitors will not
appear in every segment but rather in specific
niches. Different competitors will therefore
need to be evaluated at different levels of
depth. Those which already do, or could have
an ability to, substantially impact on core busi
nesses (see CORE BUSINESS) need the closest
attention.

NEW AND POTENTIAL ENTRANTS

Major competitive threats do not necessarily
come from direct competitors, who may have
much to lose by breaking up established market
structures. New competitors include the
following:

e firms with low barriers to entry (see BAR
RIERS TO ENTRY AND EXIT);

e firms with a clear experience effect (see EX
PERIENCE AND LEARNING EFFECTS) or
SYNERGY gain;

e forward or backward integrators;

e unrelated product acquirers, for whom entry
offers financial synergy;

e firms offering a potential technology bypass
to gain competitive advantage.

COMPETITOR INTELLIGENCE SOURCES

Collecting legal detailed information on actual
and potential competitors is surprisingly easy if
the task is approached systematically and con
tinuously. Moreover, the level of resource
needed for the task is not extensive. It is there
fore, perhaps, surprising how few firms actually
undertake the task and set out their strategies
while being almost oblivious to the behavior of
competitors. Key sources of competitive infor
mation include the following:

e Annual reports and 10 Ks and, where avail
able, the annual reports or returns of subsid
iaries/business units.

e Competitive product literature.

e Competitor product analysis and evaluation
by techniques such as TEAR DOWN.

e Internal newspapers and magazines. These
are useful in that they usually give details of
all major appointments, staff background
profiles, business unit descriptions, state
ments of philosophy and MISSION, new
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products and services, and major strategic
moves.

Competitor company histories. These are
useful to gain an understanding of competi
tor corporate culture, the rationale for the
existing strategic position, and details of the
internal systems and policies.

Advertising. This illustrates and identifies
themes, choice of media, spend level, and
the timing of specific strategies.

Competitor directories. These are an excel
lent source for identifying the organization’s
structure and strength, mode of customer
service, depth of specialist segment cover
age, attitudes to specific activities, and rela
tive power positions.

Financial and industry press. These sources
are useful for financial and strategic an
nouncements, product data, and so on.
Papers and speeches of corporate executives.
These are useful for details of internal pro
cedures, the organization’s senior manage
ment philosophy, and strategic intentions.
Sales force reports. Although they are often
biased, intelligence reports from field offi
cers provide front line intelligence on com
petitors, customers, prices, products, service
quality, delivery, and so on.

Customers. Reports from customers can be
actively solicited internally or via external
market research specialists.

Suppliers. Reports from suppliers are espe
cially useful in assessing competitor invest
ment plans, activity levels, efficiency, and
the like.

Professional advisers. Many companies use
external consultants to evaluate and change
their strategies and/or structures. The
knowledge of such advisers is usually useful,
in that most adopt a specific pattern in their
approach.

Stockbroker reports. These often provide
useful operational details obtained from
competitor briefings. Similarly, industry
studies may provide useful information
about specific competitors within a particu
lar country or region.

Recruited competitor personnel. The sys
tematic debriefing of recruited personnel
provides intimate internal details of com
petitive activity.

Recruited executive consultants. Retired ex

ecutives from competitors can often be hired
as consultants, and information about their
former employers can be effectively deter

mined by requesting their assistance in spe

cific job areas.

COMPETITOR ANALYSIS DATABASE

In order to evaluate competitor strengths and
weaknesses, systematic data collection on each
actual and potential competitor is necessary. The
most important competitors need to be compre
hensively and continuously monitored. Com
petitors that pose a less immediate threat can
be monitored on a periodic basis. The data to
be collected should include the following:

name of competitor or potential competitor;
numbers and locations of operating sites;
numbers and nature of the personnel at
tached to each unit;

details of competitor organization and busi
ness unit structure;

financial analysis of parent and subsidiaries,
stock market assessment, and details of share
register; potential acquirers/acquisitions;
corporate and business unit growth rate/
profitability;

details of product and service range, includ
ing relative quality and price;

details of SERVED MARKET share by cus
tomer segment and by geographic area (see
MARKET SHARE);

details of communication strategy, spending
levels, timing, media choice, promotions,
and advertising support;

details of sales and service organization, in
cluding numbers, organization, responsibil
ities, special procedures for key accounts, any
team selling capabilities, and the method of
the sales force SEGMENTATION approach;
details of served markets (including identifi
cation and servicing of key accounts), esti
mates of customer loyalty, and market image;
details of niche markets served, key ac
counts, estimates of customer loyalty, and
relative market image;

details of specialist markets served;

details of R&D spending, facilities, develop
ment themes, special skills and attributes,
and geographic coverage;



e details of operations and system facilities,
capacity, size, scale, age, utilization, assess
ment of output efficiency, capital intensity,
and replacement policies;

e details of key customers and suppliers;

e details of personnel numbers, personnel re
lations record, relative efficiency and prod
uctivity, salary rates, rewards and sanctions
policies, degree of trade unionization,

e details of key individuals within the com
petitor organization,

e details of control, information, and planning
systems.

From such a database, the strategy of a competi
tor can be analyzed and assessed as to future
strategic actions and suggestions can be made
as to how the firm can gain and sustain competi
tive advantage.

ANALYZING COMPETITOR STRATEGY

The strategy of key competitors should be ana
lyzed and evaluated with a view to assessing their
relative strengths and weaknesses, in order to
identify strategic alternatives for the firm. Most
large firms are multibusiness and competitor
strategy needs to be evaluated at several levels:

e Dby function — marketing, production, and
R&D;

e by business unit;

e Dby corporation as a whole.

From this analysis likely competitor moves and
responses to external moves can be assessed.

FuNcTION ANALYSIS

For each competitor business, the main func
tional strategies should be identified and evalu
ated. While all of the desirable details may not be
immediately available, continuous competitor
monitoring will usually permit a comprehensive
picture to be built up over time. The objective is
not merely to gain competitive details but to
evaluate the relative position of the evaluating
firms to assess competitive position, BENCH
MARKING opportunities, and so on.

MARKETING STRATEGY

o What product/service strategy is adopted by
each competitor relative to yours? What is
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the market size by product market/customer
segment? What is the market share for each
competitor by served market segment?

o What is the growth rate for each product/
service market segment? What is the growth
rate of each competitor by segment? What
are the degree and trend in market segment
concentration?

o What is the product/service line strategy of
each competitor? Is it full line or specialist
niche?

e What is the policy toward new services
adopted by each competitor? What has
been the rate of new product introduction?

o What is the relative service/product quality
of each competitor?

o What pricing strategy does each competitor
adopt by product/service line/consumer
segment?

o What are the relative advertising and promo
tion strategies of each competitor?

e How do competitors service each product
market segment?

o What are the apparent marketing objectives
of each competitor?

e How quickly do competitors respond to
market changes?

e How does marketing fit in competitor cul
tures? Has the function been the source of
key executives in the past?

PropucTION/ OPERATIONS STRATEGY

o What are the number, size, and location of
each competitor’s production/operations
complexes? How do these compare with
each other? What product range does each
produce? What is their estimated capacity?
What is capacity utilization?

o What is the level of each competitor’s capital
employed in depreciable assets? Is it owned
property?

o What working capital intensity is employed
in debtors, stocks, and creditors?

e How many people are employed at each
unit? What salaries are paid? What is the
relative productivity?

e What is the degree of trade unionization?
What is the labor relations record?

o What sales are made to other internal busi
ness units? What supplies are received from
other internal business units?
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o What incentive/reward systems are used?

o What services are subject to OUTSOUR
CING? Is this increasing or decreasing?

o How does production fit into each competi
tor’s organization? Has production/oper
ations been a source of key executives?

o How flexible is each competitor to changes
in market conditions? How fast has each
competitor been able to respond to changes?

RESEARCH AND DEVELOPMENT STRATEGY

o Where are new services developed?

o What is the estimated expenditure level on
R&D? How does this compare? How has this
changed?

e How many people are employed in research,
and how many in development?

o What is the recent record for each competi
tor in new product introductions and
patents?

e Are there identifiable technological thrusts
for individual competitors?

e How rapidly can each competitor respond to
innovations? What sort of reaction has typic
ally been evoked?

FINANCIAL STRATEGY

e What is the financial performance of each
competitor by business in terms of return
on assets, return on equity, cash flow, and
return on sales?

o What dividend payout policy appears to be
in place? How are cash flows in and out
controlled?

e What is the calculated SUSTAINABLE
GROWTH RATE on the existing equity base?

o How does the competitor’s growth rate com
pare with the industry average? Is adequate
cash available to sustain the business and
allow for expansion? Do other businesses
have priority for corporate funds?

o How well are cash and working capital man
aged?

BusiNEss UNIT STRATEGY

Each competitor also needs to be evaluated at the
business unit level to see where the business fits
within the overall competitor strategy. Such
questions should address the role of the business
unit, its objectives, organizational structure,
control and incentive systems, strategic position,

environmental constraints and opportunities,
position of strategic business unit (SBU) head,
and performance.

GRrouP BusINESs OBJECTIVES

The position of each business within a competi
tor’s total portfolio also needs to be evaluated.
Questions that may influence behavior at the
business unit level include: an evaluation of
overall group financial objectives, growth cap
ability an