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Preface

Consistent with our mission to provide students with the most current and up-to-date
account of the changes taking place in the world of strategy and management, there have
been some significant changes in the 11th edition of Strategic Management: An Integrated
Approach.

First, we have a new co-author, Melissa Shilling. Melissa is a Professor of Management
and Organization at the Leonard Stern School of Business at New York University, where
she teaches courses on strategic management, corporate strategy, and technology and in-
novation management. She has published extensively in top-tier academic journals and is
recognized as one of the leading experts on innovation and strategy in high-technology
industries. We are very pleased to have Melissa on the book team. Melissa made substantial
contributions to this edition, including revising several chapters and writing seven high-
caliber case studies. We believe her input has significantly strengthened the book.

Second, several chapters have been extensively revised. Chapter 5: Business-Level
Strategy has been rewritten from scratch. In addition to the standard material on Porter’s
generic strategies, this chapter now includes discussion of value innovation and blue ocean
strategy following the work of W. C. Kim and R. Mauborgne. Chapter 6: Business-Level
Strategy and the Industry Environment has also been extensively rewritten and updated to
clarify concepts and bring it into the 21st century. Despite the addition of new materials,
both chapters are shorter than in prior editions. Substantial changes have been made to
many other chapters, and extraneous material has been cut. For example, in Chapter 13 the
section on implementing strategy across countries has been entirely rewritten and updated.
This chapter has also been substantially shortened.

Third, the examples and cases contained in each chapter have been revised. We have a
new Running Case for this edition, Wal-Mart. Every chapter has a new Opening Case and
anew Closing Case. There are also many new Strategy in Action features. In addition, there
has been significant change in the examples used in the text to illustrate content. In making
these changes, our goal has been to make the book relevant for students reading it in the
second decade of the 21st century.

Fourth, we have a substantially revised selection of cases for this edition. All of the
cases are either new to this edition or are updates of cases that adopters have indicated they
like to see in the book. Out of 28 cases, 16 were written either by Charles Hill or Melissa
Shilling. This represents a level of commitment to the case collection from the primary
authors that you do not see in most strategy textbooks. Many of the cases are current as
of 2013. We have made an effort to include cases that have high name recognition with
students, and that they will enjoy reading and working on. These include cases on Toyota,
Tesla, Apple, Ikea, Starbucks, Intel, Harley-Davidson and Skull Candy.

Practicing Strategic Management: An Interactive Approach

We have received a lot of positive feedback about the usefulness of the end-of-chapter
exercises and assignments in the Practicing Strategic Management sections of our book.
They offer a wide range of hands-on and digital learning experiences for students. Following

XiX



XX Preface

the Chapter Summary and Discussion Questions, each chapter contains the following
exercises and assignments:

Ethical Dilemma. This feature has been developed to highlight the importance of ethi-
cal decision making in today’s business environment. With today’s current examples of
questionable decision making (as seen in companies like Countrywide Financial during
the 2007-2009 global financial crisis), we hope to equip students with the tools they
need to be strong ethical leaders.

Small-Group Exercise. This short (20-minute) experiential exercise asks students to
divide into groups and discuss a scenario concerning some aspect of strategic manage-
ment. For example, the scenario in Chapter 11 asks students to identify the stakeholders
of their educational institution and evaluate how stakeholders’ claims are being and
should be met.

The Strategy Sign-On section presents an opportunity for students to explore the latest
data through digital research activities.

e First, the Article File requires students to search business articles to identify a
company that is facing a particular strategic management problem. For instance,
students are asked to locate and research a company pursuing a low-cost or a dif-
ferentiation strategy, and to describe this company’s strategy, its advantages and
disadvantages, and the core competencies required to pursue it. Students’ presenta-
tions of their findings lead to lively class discussions.

e Then, the Strategic Management Project: Developing Your Portfolio asks stu-
dents to choose a company to study through the duration of the semester. At the
end of every chapter, students analyze the company using the series of questions
provided at the end of each chapter. For example, students might select Ford Motor
Co. and, using the series of chapter questions, collect information on Ford’s top
managers, mission, ethical position, domestic and global strategy and structure,
and so on. Students write a case study of their company and present it to the class
at the end of the semester. In the past, we also had students present one or more
of the cases in the book early in the semester, but now in our classes, we treat the
students’ own projects as the major class assignment and their case presentations
as the climax of the semester’s learning experience.

Closing Case. A short closing case provides an opportunity for a short class discussion
of a chapter-related theme.

In creating these exercises, it is not our intention to suggest that they should all be used
for every chapter. For example, over a semester, an instructor might combine a group of
Strategic Management Projects with 5 to 6 Article File assignments while incorporating
8 to 10 Small-Group Exercises in class.

We have found that our interactive approach to teaching strategic management appeals

to students. It also greatly improves the quality of their learning experience. Our approach
is more fully discussed in the Instructor’s Resource Manual.

Strategic Management Cases

The 28 cases that we have selected for this edition will appeal, we are certain, to students
and professors alike, both because these cases are intrinsically interesting and because



of the number of strategic management issues they illuminate. The organizations dis-
cussed in the cases range from large, well-known companies, for which students can do
research to update the information, to small, entrepreneurial businesses that illustrate the
uncertainty and challenge of the strategic management process. In addition, the selec-
tions include many international cases, and most of the other cases contain some element
of global strategy. Refer to the Contents for a complete listing of the cases with brief
descriptions.

To help students learn how to effectively analyze and write a case study, we continue
to include a special section on this subject. It has a checklist and an explanation of areas to
consider, suggested research tools, and tips on financial analysis.

We feel that our entire selection of cases is unrivaled in breadth and depth, and we are
grateful to the other case authors who have contributed to this edition.

Teaching and Learning Aids

Taken together, the teaching and learning features of Strategic Management provide a
package that is unsurpassed in its coverage and that supports the integrated approach that
we have taken throughout the book.

For the Instructor

e The Instructor’s Resource Manual: Theory. For each chapter, we provide a clearly
focused synopsis, a list of teaching objectives, a comprehensive lecture outline, teach-
ing notes for the Ethical Dilemma feature, suggested answers to discussion questions,
and comments on the end-of-chapter activities. Each Opening Case, Strategy in Action
boxed feature, and Closing Case has a synopsis and a corresponding teaching note to
help guide class discussion.

e Case Teaching Notes include a complete list of case discussion questions as well as a
comprehensive teaching notes for each case, which gives a complete analysis of case
issues.

e Cognero Test Bank: A completely online test bank allows the instructor the ability
to create comprehensive, true/false, multiple-choice and essay questions for each
chapter in the book. The mix of questions has been adjusted to provide fewer fact-
based or simple memorization items and to provide more items that rely on synthesis
or application.

* PowerPoint Presentation Slides: Each chapter comes complete with a robust Power-
Point presentation to aid with class lectures. These slides can be downloaded from the
text website.

e CengageNow. This robust online course management system gives you more control in
less time and delivers better student outcomes—NOW. CengageNow™ includes teach-
ing and learning resources organized around lecturing, creating assignments, casework,
quizzing, and gradework to track student progress and performance. Multiple types of
quizzes, including video quizzes are assignable and gradable. Flexible assignments,
automatic grading, and a gradebook option provide more control while saving you
valuable time. CengageNow empowers students to master concepts, prepare for exams,
and become more involved in class.

Preface
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Preface

Cengage Learning Write Experience 2.0. This new technology is the first in higher
education to offer students the opportunity to improve their writing and analytical
skills without adding to your workload. Offered through an exclusive agreement with
Vantage Learning, creator of the software used for GMAT essay grading, Write Experi-
ence evaluates students’ answers to a select set of writing assignments for voice, style,
format, and originality.

For the Student

CengageNow includes learning resources organized around assignments, casework,
and quizzing, and allows you to track your progress and performance. A Personalized
Study diagnostic tool empowers students to master concepts, prepare for exams, and
become more involved in class.
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Strategic Leadership:

Managing the Strategy-Making
Process for Competitive
Advantage

OPENING CASE

© iStockPhoto.com/shaunl

Wal-Mart's Competitive Advantage

WalMart is one of the most extra-
ordinary success sfories in business
history. Started in 1962 by Sam
Walton, Wal-Mart has grown to be-
come the world's largest corporation.
In 2012, the discount retailer—whose
mantra is “everyday low prices”—
had sales of $440 billion, close to
10,000 stores in 27 countries, and
2.2 million employees. Some 8% of
all refail sales in the United States are

made at a Wal-Mart sfore. Wal-Mart
is not only large; it is also very profit-
able. Between 2003 and 2012 the
company’s average return on invest:
ed capital was 12.96%, better than
its well-managed rivals Cosfco and
Target, which earned 10.74% and
Q.6%, respectively (see Figure 1.1).
Wal-Mart's persistently  superior
profitability reflects a competitive
advantage that is based upon a
number of strategies. Back in 1962,
Wal-Mart was one of the first com-
panies fo apply the selfservice
supermarket business model devel
oped by grocery chains fo general
merchandise. Unlike its rivals such as
K-Mart and Target that focused on
urban and suburban locations, Sam
Walton's Wal-Mart concentrated on
small southemn towns that were ig-
nored by ifs rivals. Wal-Mart grew
quickly by pricing its products lower
than those of local refailers, often put-
ting them out of business. By the time
its rivals realized that small towns
could support a large discount gen-
eral merchandise store, Wal-Mart
had already pre-empted them. These

LEARNING OBJECTIVES

After reading this chapter
you should be able to:

1-1

1-2

1-3

1-4

1-5

1-6

Explain what is
meant by “competi-
tive advantage”

Discuss the
strategic role of
managers at differ-
ent levels within an
organization

Identify the primary
steps in a strategic
planning process

Discuss the common
pitfalls of planning,
and how those pit-
falls can be avoided

Outline the cogni-
tive biases that
might lead to poor
strategic decisions,
and explain how
these biases can be
overcome

Discuss the role stra-
tegic leaders play in
the strategy-making
process

1
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OPENING CASE

t}_

fowns, which were large enough to support
one discount retailer but not two, provided a
secure profit base for Wal-Mart.

The company was also an innovator in
information systems, logistics, and human
resource practices. These strategies resulted
in higher productivity and lower costs as
compared fo rivals, which enabled the com-
pany fo earn a high profit while charging
low prices. Wal-Mart led the way among
U.S. refailers in developing and implement-
ing sophisticated product tracking systems
using barcode technology and checkout
scanners. This information fechnology en-
abled WalMart to track what was selling
and adjust its inventory accordingly so that
the products found in each store matched
local demand. By avoiding overstocking,
Wal-Mart did not have to hold periodic
sales to shift unsold inventory. Over fime,
Wal-Mart linked this information system
fo a nationwide network of disfribution
cenfers in which inventory was stored and
then shipped to stores within a 400-mile ra-
dius on a daily basis. The combination of
distribution centers and information centers

enabled Wal-Mart to reduce the amount of
inventory it held in stores, thereby devoting
more of that valuable space to selling and
reducing the amount of capital it had tied up
in inventory.

With regard to human resources, Sam
Walton set the tone. He held a strong be-
lief that employees should be respected and
rewarded for helping to improve the profit-
ability of the company. Underpinning this be-
lief, Walton referred to employees as “associ-
ates.” He established a profitsharing scheme
for all employees, and affer the company
went public in 1970, a program that allowed
employees to purchase Wal-Mart stock at @
discount fo its market value. WalMart was
rewarded for this approach by high employee
productivity, which franslated into lower oper-
ating costs and higher profitability.

As WalMart grew larger, the sheer size
and purchasing power of the company en-
abled it to drive down the prices that it paid
suppliers, passing on those saving to custom-
ers in the form of lower prices, which enabled
WalMart to gain more market share and
hence lower prices even further. To take the

Profitability of Wal-Mart and Competitors, 2003-2012
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OPENING CASE

sting out of the persistent demands for lower
prices, Wal-Mart shared ifs sales information
with suppliers on a daily basis, enabling them
fo gain efficiencies by configuring their own
production schedules for sales at VWal-Mart.
By the time the 1990s came along,
WalMart was already the largest seller of
general merchandise in the United States. To
keep its growth going, Wal-Mart starfed to
diversify info the grocery business, opening
200,000-squarefoot supercenter sfores that
sold groceries and general merchandise un-
der the same roof. Wal-Mart also diversified
info the warehouse club business with the

establishment of Sam’s Club. The company s

began expanding internationally in 1991 with
its entry info Mexico.

For all its success, however, Wal-Mart is
now encountering very real limifs to profitable
growth. The U.S. market is saturated, and
growth overseas has proved more difficult
than the company hoped. The company was
forced to exit Germany and South Korea after
losing money there, and it has faced difficulties
in several other developed nations. Moreover,
rivals Target and Costco have continued to im-
prove their performance, and Costco in par-
ficular is now snapping at WalMart's heals.

© iStockPhoto.com/Chepko Danil

Sources: “How Big Can It Grow?" The Economist (April 17, 2004): 74-78; "Trial by Checkout,” The Economist
(June 26, 2004): 74-76; Wal-Mart 10K, 200, information at Wal-Mart's website, www.walmartstores.com; Robert
Slater, The Wal-Mart Triumph (New York: Portfolio Trade Books, 2004); and “The Bulldozer from Bentonville Slows;
Wal-Mart,” The Economist (February 17, 2007): 70.

OVERVIEW

Why do some companies succeed, whereas others fail? Why has Wal-Mart been able to
persistently outperform its well-managed rivals? In the airline industry, how has Southwest
Airlines managed to keep increasing its revenues and profits through both good times and
bad, whereas rivals such as United Airlines have had to seek bankruptcy protection? What
explains the persistent growth and profitability of Nucor Steel, now the largest steelmaker
in the United States, during a period when many of its once-larger rivals disappeared into
bankruptcy?
In this book, we argue that the strategies that a company’s managers pursue have a
major impact on the company’s performance relative to that of its competitors. A strategy strategy
is a set of related actions that managers take to increase their company’s performance. For A set of related actions
most, if not all, companies, achieving superior performance relative to rivals is the ultimate that managers take to
challenge. If a company’s strategies result in superior performance, it is said to have a  Increase their company's
competitive advantage. Wal-Mart’s strategies produced superior performance from 2003 performance.
to 2012; as a result, Wal-Mart has enjoyed competitive advantage over its rivals. How did
Wal-Mart achieve this competitive advantage? As explained in the opening case, it was
due to the successful pursuit of a number of strategies by Wal-Mart’s managers, including,
most notably, the company’s founder, Sam Walton. These strategies enabled the company
to lower its cost structure, charge low prices, gain market share, and become more profit-
able than its rivals. (We will return to the example of Wal-Mart several times throughout
this book in the Running Case feature that examines various aspects of Wal-Mart’s strategy
and performance.)
This book identifies and describes the strategies that managers can pursue to achieve
superior performance and provide their companies with a competitive advantage. One of its



4 Part 1 Introduction fo Strategic Management

strategic leadership

Creating competitive
advantage through
effective management
of the sfrategy-making
process.

strategy formulation

Selecting strategies
based on analysis of an
organization’s external

and internal environment.

strategy implementation

Putting strategies into
action.

central aims is to give you a thorough understanding of the analytical techniques and skills
necessary to identify and implement strategies successfully. The first step toward achiev-
ing this objective is to describe in more detail what superior performance and competitive
advantage mean and to explain the pivotal role that managers play in leading the strategy-
making process.

Strategic leadership is about how to most effectively manage a company’s
strategy-making process to create competitive advantage. The strategy-making process is
the process by which managers select and then implement a set of strategies that aim to
achieve a competitive advantage. Strategy formulation is the task of selecting strategies,
whereas strategy implementation is the task of putting strategies into action, which
includes designing, delivering, and supporting products; improving the efficiency and
effectiveness of operations; and designing a company’s organizational structure, control
systems, and culture.

By the end of this chapter, you will understand how strategic leaders can manage the
strategy-making process by formulating and implementing strategies that enable a com-
pany to achieve a competitive advantage and superior performance. Moreover, you will
learn how the strategy-making process can go wrong, and what managers can do to make
this process more effective.

STRATEGIC LEADERSHIP, COMPETITIVE
ADVANTAGE, AND SUPERIOR
PERFORMANCE

Strategic leadership is concerned with managing the strategy-making process to increase
the performance of a company, thereby increasing the value of the enterprise to its owners,
its shareholders. As shown in Figure 1.2, to increase shareholder value, managers must
pursue strategies that increase the profitability of the company and ensure that profits grow
(for more details, see the Appendix to this chapter). To do this, a company must be able to
outperform its rivals; it must have a competitive advantage.

Determinants of Shareholder Value

Profitability
(ROIC) ’
Effectiveness Shareholder
of strategies value
‘ 3 Profit ’ g‘,
growth &
e}
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Superior Performance

Maximizing shareholder value is the ultimate goal of profit-making companies, for two
reasons. First, shareholders provide a company with the risk capital that enables managers
to buy the resources needed to produce and sell goods and services. Risk capital is capital
that cannot be recovered if a company fails and goes bankrupt. In the case of Wal-Mart,
for example, shareholders provided Sam Walton’s company with the capital it used to build
stores and distribution centers, invest in information systems, purchase inventory to sell to
customers, and so on. Had Wal-Mart failed, its shareholders would have lost their money—
their shares would have been worthless Thus, shareholders will not provide risk capital
unless they believe that managers are committed to pursuing strategies that provide a good
return on their capital investment. Second, shareholders are the legal owners of a corpora-
tion, and their shares therefore represent a claim on the profits generated by a company.
Thus, managers have an obligation to invest those profits in ways that maximize share-
holder value. Of course, as explained later in this book, managers must behave in a legal,
ethical, and socially responsible manner while working to maximize shareholder value.

By shareholder value, we mean the returns that shareholders earn from purchasing
shares in a company. These returns come from two sources: (a) capital appreciation in the
value of a company’s shares and (b) dividend payments.

For example, between January 2 and December 31, 2012, the value of one share in
Wal-Mart increased from $60.33 to $68.90, which represents a capital appreciation of
$8.57. In addition, Wal-Mart paid out a dividend of $1.59 per share during 2012. Thus, if
an investor had bought one share of Wal-Mart on January 2 and held on to it for the entire
year, the return would have been $10.16 ($8.57 + $1.59), a solid 16.8% return on the
investment. One reason Wal-Mart’s shareholders did well during 2012 was that investors
believed that managers were pursuing strategies that would both increase the long-term
profitability of the company and significantly grow its profits in the future.

One way of measuring the profitability of a company is by the return that it makes on the
capital invested in the enterprise.! The return on invested capital (ROIC) that a company earns
is defined as its net profit over the capital invested in the firm (profit/capital invested). By net
profit, we mean net income after tax. By capital, we mean the sum of money invested in the
company: that is, stockholders’ equity plus debt owed to creditors. So defined, profitability is
the result of how efficiently and effectively managers use the capital at their disposal to pro-
duce goods and services that satisfy customer needs. A company that uses its capital efficiently
and effectively makes a positive return on invested capital.

The profit growth of a company can be measured by the increase in net profit over
time. A company can grow its profits if it sells products in markets that are growing rapidly,
gains market share from rivals, increases the amount it sells to existing customers, expands
overseas, or diversifies profitably into new lines of business. For example, between 1994
and 2012, Wal-Mart increased its net profit from $2.68 billion to $15.7 billion. It was able
to do this because the company (a) took market share from rivals, (b) established stores
in 27 foreign nations that collectively generated $125 billion in sales by 2012, and (c) en-
tered the grocery business. Due to the increase in net profit, Wal-Mart’s earnings per share
increased from $0.59 to $4.52, making each share more valuable, and leading in turn to
appreciation in the value of Wal-Mart’s shares.

Together, profitability and profit growth are the principal drivers of shareholder value (see
the Appendix to this chapter for details). 7o both boost profitability and grow profits over time,
managers must formulate and implement strategies that give their company a competitive ad-
vantage over rivals. Wal-Mart’s strategies have enabled the company to maintain a high level

risk capita|

Equity capital for which
there is no guarantee
that stockholders will ever
recoup their investment
or earn a decent refurn.

shareho|o|er VGer

Returns that shareholders
eam from purchasing
shares in a company.

profitability
The return a company

makes on the capifal
invested in the enterprise.

profit growth

The increase in net profit
over fime.
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competitive advantage

The achieved advantage
over rivals when a
componﬁ's profitability is
greater than the average
profitability of firms in ifs
industry.

sustained competitive
advantage

A company’s sfrategies
enable it to maintain
above-average profitability
for a number of years.

business model

The conception of how
strategies should work
together as a whole to
enable the company
fo achieve competitive
advantage.

of profitability, and to simultaneously grow its profits over time. As a result, investors who
purchased Wal-Mart’s stock in January 1994, when the shares were trading at $11, would have
made a return of more than 620% if they had held onto them through until December 2012. By
pursuing strategies that lead to high and sustained profitability, and profit growth, Wal-Mart’s
managers have thus rewarded shareholders for their decisions to invest in the company.

One of the key challenges managers face is how best to simultaneously generate high
profitability and increase the profits of the company. Companies that have high profitability
but profits that are not growing will not be as highly valued by shareholders as companies that
have both high profitability and rapid profit growth (see the Appendix for details). This was
the situation that Dell faced in the later part of the 2000s. At the same time, managers need to
be aware that if they grow profits but profitability declines, that too will not be as highly val-
ued by shareholders. What shareholders want to see, and what managers must try to deliver
through strategic leadership, is profitable growth: that is, high profitability and sustainable
profit growth. This is not easy, but some of the most successful enterprises of our era have
achieved it—companies such as Apple, Google, and Wal-Mart.

Competitive Advantage and a Company’s Business Model

Managers do not make strategic decisions in a competitive vacuum. Their company is
competing against other companies for customers. Competition is a rough-and-tumble
process in which only the most efficient and effective companies win out. It is a race
without end. To maximize shareholder value, managers must formulate and implement
strategies that enable their company to outperform rivals—that give it a competitive ad-
vantage. A company is said to have a competitive advantage over its rivals when its
profitability is greater than the average profitability and profit growth of other companies
competing for the same set of customers. The higher its profitability relative to rivals,
the greater its competitive advantage will be. A company has a sustained competitive
advantage when its strategies enable it to maintain above-average profitability for a
number of years. As discussed in the opening case, Wal-Mart had a significant and sus-
tained competitive advantage over rivals such as Target, Costco, and K-Mart for most of
the last two decades.

The key to understanding competitive advantage is appreciating how the different strat-
egies managers pursue over time can create activities that fit together to make a company
unique or different from its rivals and able to consistently outperform them. A business
model is managers’ conception of how the set of strategies their company pursues should
work together as a congruent whole, enabling the company to gain a competitive advantage
and achieve superior profitability and profit growth. In essence, a business model is a kind
of mental model, or gestalt, of how the various strategies and capital investments a com-
pany makes should fit together to generate above-average profitability and profit growth.
A business model encompasses the totality of how a company will:

e Select its customers.

e Define and differentiate its product offerings.
e Create value for its customers.

e Acquire and keep customers.

e Produce goods or services.

e Lower costs.

e Deliver goods and services to the market.

e Organize activities within the company.
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e Configure its resources.
e Achieve and sustain a high level of profitability.
e Grow the business over time.

The business model at discount stores such as Wal-Mart, for example, is based on the
idea that costs can be lowered by replacing a full-service retail format for with a self-service
format and a wider selection of products sold in a large-footprint store that contains minimal
fixtures and fittings. These savings are passed on to consumers in the form of lower prices,
which in turn grow revenues and help the company to achieve further cost reductions from
economies of scale. Over time, this business model has proved superior to the business mod-
els adopted by smaller full-service mom-and-pop stores, and by traditional high-service
department stores such as Sears. The business model—known as the self-service supermarket
business model—was first developed by grocery retailers in the 1950s and later refined and
improved on by general merchandisers such as Wal-Mart. More recently, the same basic busi-
ness model has been applied to toys (Toys “R” Us), office supplies (Staples, Office Depot),
and home-improvement supplies (Home Depot and Lowes).

Wal-Mart outperformed close rivals that adopted the same basic business model, such
as K-Mart, because of key differences in strategies, and because Wal-Mart implemented the
business model more effectively. As a result, over time, Wal-Mart created unique activities
that have become the foundation of its competitive advantage. For example, Wal-Mart was
one of the first retailers to make strategic investments in distribution centers and informa-
tion systems, which lowered the costs of managing inventory (see the opening case). This
gave Wal-Mart a competitive advantage over rivals such as K-Mart, which suffered from
poor inventory controls and thus higher costs. So although Wal-Mart and K-Mart pursued
a similar business model, they were not identical. Key differences in the choice of strate-
gies and the effectiveness of implementation created two unique organizations—one that
attained a competitive advantage, and one that ended up with a competitive disadvantage.

Industry Differences in Performance

It is important to recognize that in addition to its business model and associated strategies,
a company’s performance is also determined by the characteristics of the industry in which
it competes. Different industries are characterized by different competitive conditions. In
some industries, demand is growing rapidly, and in others it is contracting. Some industries
might be beset by excess capacity and persistent price wars, others by strong demand and
rising prices. In some, technological change might be revolutionizing competition; others
may be characterized by stable technology. In some industries, high profitability among
incumbent companies might induce new companies to enter the industry, and these new
entrants might subsequently depress prices and profits in the industry. In other industries,
new entry might be difficult, and periods of high profitability might persist for a consider-
able time. Thus, the different competitive conditions prevailing in different industries may
lead to differences in profitability and profit growth. For example, average profitability
might be higher in some industries and lower in other industries because competitive con-
ditions vary from industry to industry.

Figure 1.3 shows the average profitability, measured by ROIC, among companies in
several different industries between 2002 and 2011. The computer software industry had
a favorable competitive environment: demand for software was high and competition was
generally not based on price. Just the opposite was the case in the air transport industry,
which was extremely price competitive. Exactly how industries differ is discussed in detail
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Return on Invested Capital (ROIC) in Selected Industries, 2002-2011
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in Chapter 2. For now, it is important to remember that the profitability and profit growth of
a company are determined by two main factors: its relative success in its industry and the
overall performance of its industry relative to other industries.>

Performance in Nonprofit Enterprises

A final point concerns the concept of superior performance in the nonprofit sector. By
definition, nonprofit enterprises such as government agencies, universities, and charities
are not in “business” to make profits. Nevertheless, they are expected to use their resources
efficiently and operate effectively, and their managers set goals to measure their perfor-
mance. The performance goal for a business school might be to get its programs ranked
among the best in the nation. The performance goal for a charity might be to prevent child-
hood illnesses in poor countries. The performance goal for a government agency might be
to improve its services while not exceeding its budget. The managers of nonprofits need
to map out strategies to attain these goals. They also need to understand that nonprofits
compete with each other for scarce resources, just as businesses do. For example, charities
compete for scarce donations, and their managers must plan and develop strategies that
lead to high performance and demonstrate a track record of meeting performance goals.
A successful strategy gives potential donors a compelling message about why they should
contribute additional donations. Thus, planning and thinking strategically are as important
for managers in the nonprofit sector as they are for managers in profit-seeking firms.
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STRATEGIC MANAGERS

Managers are the linchpin in the strategy-making process. It is individual managers who
must take responsibility for formulating strategies to attain a competitive advantage and for
putting those strategies into effect. They must lead the strategy-making process. The strate-
gies that made Wal-Mart so successful were not chosen by some abstract entity known as
“the company”’; they were chosen by the company’s founder, Sam Walton, and the manag-
ers he hired. Wal-Mart’s success was largely based on how well the company’s managers
performed their strategic roles. In this section, we look at the strategic roles of different
managers. Later in the chapter, we discuss strategic leadership, which is how managers can
effectively lead the strategy-making process.

In most companies, there are two primary types of managers: general managers, who
bear responsibility for the overall performance of the company or for one of its major
self-contained subunits or divisions, and functional managers, who are responsible for
supervising a particular function, that is, a task, activity, or operation, such as accounting,
marketing, research and development (R&D), information technology, or logistics. Put dif-
ferently, general managers have profit-and-loss responsibility for a product, a business, or
the company as a whole.

A company is a collection of functions or departments that work together to bring a par-
ticular good or service to the market. If a company provides several different kinds of goods
or services, it often duplicates these functions and creates a series of self-contained divisions
(each of which contains its own set of functions) to manage each different good or service.
The general managers of these divisions then become responsible for their particular prod-
uct line. The overriding concern of general managers is the success of the whole company
or the divisions under their direction; they are responsible for deciding how to create a
competitive advantage and achieve high profitability with the resources and capital they
have at their disposal. Figure 1.4 shows the organization of a multidivisional company,
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business unit

A self-confained division
that provides a product
or service for a particular
market.

that is, a company that competes in several different businesses and has created a separate
self-contained division to manage each. As you can see, there are three main levels of man-
agement: corporate, business, and functional. General managers are found at the first two of
these levels, but their strategic roles differ depending on their sphere of responsibility.

Corporate-Level Managers

The corporate level of management consists of the chief executive officer (CEO), other
senior executives, and corporate staff. These individuals occupy the apex of decision
making within the organization. The CEO is the principal general manager. In consul-
tation with other senior executives, the role of corporate-level managers is to oversee
the development of strategies for the whole organization. This role includes defining
the goals of the organization, determining what businesses it should be in, allocating
resources among the different businesses, formulating and implementing strategies that
span individual businesses, and providing leadership for the entire organization.

Consider General Electric (GE) as an example. GE is active in a wide range of businesses,
including lighting equipment, major appliances, motor and transportation equipment, turbine
generators, construction and engineering services, industrial electronics, medical systems,
aerospace, aircraft engines, and financial services. The main strategic responsibilities of its
CEO, Jeffrey Immelt, are setting overall strategic goals, allocating resources among the dif-
ferent business areas, deciding whether the firm should divest itself of any of its businesses,
and determining whether it should acquire any new ones. In other words, it is up to Immelt to
develop strategies that span individual businesses; his concern is with building and managing
the corporate portfolio of businesses to maximize corporate profitability.

Itis the CEO’s specific responsibility (in this example, Immelt) to develop strategies for
competing in the individual business areas, such as financial services. The development of
such strategies is the responsibility of the general managers in these different businesses, or
business-level managers. However, it is Immelt’s responsibility to probe the strategic think-
ing of business-level managers to make sure that they are pursuing robust business models
and strategies that will contribute to the maximization of GE’s long-run profitability, to
coach and motivate those managers, to reward them for attaining or exceeding goals, and
to hold them accountable for poor performance.

Corporate-level managers also provide a link between the people who oversee the
strategic development of a firm and those who own it (the shareholders). Corporate-level
managers, and particularly the CEO, can be viewed as the agents of shareholders.’ It is
their responsibility to ensure that the corporate and business strategies that the company
pursues are consistent with maximizing profitability and profit growth. If they are not, then
the CEO is likely to be called to account by the shareholders.

Business-Level Managers

A business unit is a self-contained division (with its own functions—for example, finance,
purchasing, production, and marketing departments) that provides a product or service for
a particular market. The principal general manager at the business level, or the business-
level manager, is the head of the division. The strategic role of these managers is to trans-
late the general statements of direction and intent that come from the corporate level into
concrete strategies for individual businesses. Whereas corporate-level general managers
are concerned with strategies that span individual businesses, business-level general man-
agers are concerned with strategies that are specific to a particular business. At GE, a major
corporate goal is to be first or second in every business in which the corporation competes.
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Then, the general managers in each division work out for their business the details of a
business model that is consistent with this objective.

Functional-Level Managers

Functional-level managers are responsible for the specific business functions or operations
(human resources, purchasing, product development, customer service, etc.) that constitute
a company or one of its divisions. Thus, a functional manager’s sphere of responsibil-
ity is generally confined to one organizational activity, whereas general managers oversee
the operation of an entire company or division. Although they are not responsible for the
overall performance of the organization, functional managers nevertheless have a major
strategic role: to develop functional strategies in their areas that help fulfill the strategic
objectives set by business- and corporate-level general managers.

In GE’s aerospace business, for instance, manufacturing managers are responsible for
developing manufacturing strategies consistent with corporate objectives. Moreover, func-
tional managers provide most of the information that makes it possible for business- and
corporate-level general managers to formulate realistic and attainable strategies. Indeed,
because they are closer to the customer than is the typical general manager, functional man-
agers themselves may generate important ideas that subsequently become major strategies
for the company. Thus, it is important for general managers to listen closely to the ideas of
their functional managers. An equally great responsibility for managers at the operational
level is strategy implementation: the execution of corporate- and business-level plans.

THE STRATEGY-MAKING PROCESS

We can now turn our attention to the process by which managers formulate and implement
strategies. Many writers have emphasized that strategy is the outcome of a formal planning
process and that top management plays the most important role in this process.* Although
this view has some basis in reality, it is not the whole story. As we shall see later in the
chapter, valuable strategies often emerge from deep within the organization without prior
planning. Nevertheless, a consideration of formal, rational planning is a useful starting
point for our journey into the world of strategy. Accordingly, we consider what might be
described as a typical formal strategic planning model for making strategy.

A Model of the Strategic Planning Process
The formal strategic planning process has five main steps:

1. Select the corporate mission and major corporate goals.

Analyze the organization’s external competitive environment to identify opportunities
and threats.

3. Analyze the organization’s internal operating environment to identify the organiza-
tion’s strengths and weaknesses.

4. Select strategies that build on the organization’s strengths and correct its weaknesses
in order to take advantage of external opportunities and counter external threats. These
strategies should be consistent with the mission and major goals of the organization.
They should be congruent and constitute a viable business model.

5. Implement the strategies.

11
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mission

The purpose of the
company, or a statement
of what the company
strives to do.

The task of analyzing the organization’s external and internal environments and then se-
lecting appropriate strategies constitutes strategy formulation. In contrast, as noted earlier,
strategy implementation involves putting the strategies (or plan) into action. This includes
taking actions consistent with the selected strategies of the company at the corporate, busi-
ness, and functional levels; allocating roles and responsibilities among managers (typically
through the design of organization structure); allocating resources (including capital and
money); setting short-term objectives; and designing the organization’s control and reward
systems. These steps are illustrated in Figure 1.5 (which can also be viewed as a plan for
the rest of this book).

Each step in Figure 1.5 constitutes a sequential step in the strategic planning process.
At step 1, each round, or cycle, of the planning process begins with a statement of the cor-
porate mission and major corporate goals. The mission statement, then, is followed by the
foundation of strategic thinking: external analysis, internal analysis, and strategic choice.
The strategy-making process ends with the design of the organizational structure and the
culture and control systems necessary to implement the organization’s chosen strategy.
This chapter discusses how to select a corporate mission and choose major goals. Other
parts of strategic planning are reserved for later chapters, as indicated in Figure 1.5.

Some organizations go through a new cycle of the strategic planning process every
year. This does not necessarily mean that managers choose a new strategy each year.
In many instances, the result is simply to modify and reaffirm a strategy and structure
already in place. The strategic plans generated by the planning process generally project
over a period of 1 to 5 years, and the plan is updated, or rolled forward, every year. In most
organizations, the results of the annual strategic planning process are used as input into the
budgetary process for the coming year so that strategic planning is used to shape resource
allocation within the organization.

Mission Statement

The first component of the strategic management process is crafting the organization’s
mission statement, which provides the framework—or context—within which strategies
are formulated. A mission statement has four main components: a statement of the raison
d’étre of a company or organization—its reason for existence—which is normally referred
to as the mission; a statement of some desired future state, usually referred to as the vision;
a statement of the key values that the organization is committed to; and a statement of
major goals.

The Mission A company’s mission describes what the company does. For example, the
mission of Google is to organize the world’s information and make it universally acces-
sible and useful > Google’s search engine is the method that is employed to “organize the
world’s information and make it accessible and useful.” In the view of Google’s found-
ers, Larry Page and Sergey Brin, information includes not just text on websites, but also
images, video, maps, products, news, books, blogs, and much more. You can search through
all of these information sources using Google’s search engine.

According to the late Peter Drucker, an important first step in the process of formulat-
ing a mission is to come up with a definition of the organization’s business. Essentially, the
definition answers these questions: “What is our business? What will it be? What should
it be?”¢ The responses to these questions guide the formulation of the mission. To answer
the question, “What is our business?”” a company should define its business in terms of
three dimensions: who is being satisfied (what customer groups), what is being satisfied
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Main Components of the Strategic Planning Process
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(what customer needs), and how customers’ needs are being satisfied (by what skills,
knowledge, or distinctive competencies).” Figure 1.6 illustrates these dimensions.

This approach stresses the need for a customer-oriented rather than a product-oriented
business definition. A product-oriented business definition focuses on the characteristics
of the products sold and the markets served, not on which kinds of customer needs the
products are satisfying. Such an approach obscures the company’s true mission because
a product is only the physical manifestation of applying a particular skill to satisfy a par-
ticular need for a particular customer group. In practice, that need may be served in many
different ways, and a broad customer-oriented business definition that identifies these ways
can safeguard companies from being caught unaware by major shifts in demand.

Google’s mission statement is customer oriented. Google’s product is search. Its
production technology involves the development of complex search algorithms and vast
databases that archive information. But Google does not define its self as a search engine
company. Rather, it sees itself as organizing information to make it accessible and useful
to customers.

The need to take a customer-oriented view of a company’s business has often been
ignored. History is peppered with the ghosts of once-great corporations that did not
define their businesses, or defined them incorrectly, so ultimately they declined. In the
1950s and 1960s, many office equipment companies, such as Smith Corona and Under-
wood, defined their businesses as being the production of typewriters. This product-oriented
definition ignored the fact that they were really in the business of satisfying customers’
information-processing needs. Unfortunately for those companies, when a new form of tech-
nology appeared that better served customer needs for information processing (computers),
demand for typewriters plummeted. The last great typewriter company, Smith Corona, went
bankrupt in 1996, a victim of the success of computer-based word-processing technology.

Defining the Business
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satisfied? satisfied?
Customer groups Customer needs
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Definition
How are
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In contrast, IBM correctly foresaw what its business would be. In the 1950s, IBM was
a leader in the manufacture of typewriters and mechanical tabulating equipment using
punch-card technology. However, unlike many of its competitors, IBM defined its business
as providing a means for information processing and storage, rather than only supplying
mechanical tabulating equipment and typewriters.® Given this definition, the company’s sub-
sequent moves into computers, software systems, office systems, and printers seem logical.

Vision The vision of a company defines a desired future state; it articulates, often in bold
terms, what the company would like to achieve. In its early days, Microsoft operated with
a very powerful vision of a computer on every desk and in every home. To turn this vision
into a reality, Microsoft focused on producing computer software that was cheap and useful
to business and consumers. In turn, the availability of powerful and inexpensive software
such as Windows and Office helped to drive the penetration of personal computers into
homes and offices.

Values The values of a company state how managers and employees should conduct
themselves, how they should do business, and what kind of organization they should build
to help a company achieve its mission. Insofar as they help drive and shape behavior within
a company, values are commonly seen as the bedrock of a company’s organizational cul-
ture: the set of values, norms, and standards that control how employees work to achieve an
organization’s mission and goals. An organization’s culture is commonly seen as an impor-
tant source of its competitive advantage.” (We discuss the issue of organization culture in
depth in Chapter 12.) For example, Nucor Steel is one of the most productive and profitable
steel firms in the world. Its competitive advantage is based, in part, on the extremely high
productivity of its workforce, which the company maintains is a direct result of its cultural
values, which in turn determine how it treats its employees. These values are as follows:

e “Management is obligated to manage Nucor in such a way that employees will have the
opportunity to earn according to their productivity.”

¢ “Employees should be able to feel confident that if they do their jobs properly, they will
have a job tomorrow.”

¢ “Employees have the right to be treated fairly and must believe that they will be.”

¢ “Employees must have an avenue of appeal when they believe they are being treated
unfairly.”!

At Nucor, values emphasizing pay for performance, job security, and fair treatment for
employees help to create an atmosphere within the company that leads to high employee
productivity. In turn, this has helped to give Nucor one of the lowest cost structures in
its industry, and helps to explain the company’s profitability in a very price-competitive
business.

In one study of organizational values, researchers identified a set of values associated with
high-performing organizations that help companies achieve superior financial performance
through their impact on employee behavior.'" These values included respect for the interests
of key organizational stakeholders: individuals or groups that have an interest, claim, or stake
in the company, in what it does, and in how well it performs.'? They include stockholders,
bondholders, employees, customers, the communities in which the company does business,
and the general public. The study found that deep respect for the interests of customers,
employees, suppliers, and shareholders was associated with high performance. The study
also noted that the encouragement of leadership and entrepreneurial behavior by mid- and
lower-level managers and a willingness to support change efforts within the organization con-
tributed to high performance. Companies that emphasize such values consistently throughout

vision

The arficulation of a
company’s desired
achievements or future
state.

values

A statement of how
employees should
conduct themselves and
their business to help
achieve the company
mission.
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their organizations include Hewlett-Packard, Wal-Mart, and PepsiCo. The same study identi-
fied the values of poorly performing companies—values that, as might be expected, are not
articulated in company mission statements: (1) arrogance, particularly to ideas from outside
the company; (2) a lack of respect for key stakeholders; and (3) a history of resisting change
efforts and “punishing” mid- and lower-level managers who showed “too much leadership.”
General Motors was held up as an example of one such organization.

MAJOR GOALS

Having stated the mission, vision, and key values, strategic managers can take the next
step in the formulation of a mission statement: establishing major goals. A goal is a precise
and measurable desired future state that a company attempts to realize. In this context, the
purpose of goals is to specify with precision what must be done if the company is to attain
its mission or vision.

Well-constructed goals have four main characteristics'*:

e They are precise and measurable. Measurable goals give managers a yardstick or
standard against which they can judge their performance.

e They address crucial issues. To maintain focus, managers should select a limited num-
ber of major goals to assess the performance of the company. The goals that are selected
should be crucial or important ones.

e They are challenging but realistic. They give all employees an incentive to look
for ways of improving the operations of an organization. If a goal is unrealistic in the
challenges it poses, employees may give up; a goal that is too easy may fail to motivate
managers and other employees.'*

e They specify a time period in which the goals should be achieved, when that is appro-
priate. Time constraints tell employees that success requires a goal to be attained by a
given date, not after that date. Deadlines can inject a sense of urgency into goal attain-
ment and act as a motivator. However, not all goals require time constraints.

Well-constructed goals also provide a means by which the performance of managers
can be evaluated.

As noted earlier, although most companies operate with a variety of goals, the primary
goal of most corporations is to maximize shareholder returns, and doing this requires both
high profitability and sustained profit growth. Thus, most companies operate with goals for
profitability and profit growth. However, it is important that top managers do not make the
mistake of overemphasizing current profitability to the detriment of long-term profitability
and profit growth." The overzealous pursuit of current profitability to maximize short-term
ROIC can encourage such misguided managerial actions as cutting expenditures judged to
be nonessential in the short run—for instance, expenditures for research and development,
marketing, and new capital investments. Although cutting current expenditures increases
current profitability, the resulting underinvestment, lack of innovation, and diminished
marketing can jeopardize long-run profitability and profit growth.

To guard against short-run decision making, managers need to ensure that they adopt
goals whose attainment will increase the long-run performance and competitiveness
of their enterprise. Long-term goals are related to such issues as product development,
customer satisfaction, and efficiency, and they emphasize specific objectives or targets
concerning such details as employee and capital productivity, product quality, innova-
tion, customer satisfaction, and customer service.
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External Analysis

The second component of the strategic management process is an analysis of the orga-
nization’s external operating environment. The essential purpose of the external analy-
sis is to identify strategic opportunities and threats within the organization’s operating
environment that will affect how it pursues its mission. Strategy in Action 1.1 describes
how an analysis of opportunities and threats in the external environment led to a strategic
shift at Time Inc.

Three interrelated environments should be examined when undertaking an external
analysis: the industry environment in which the company operates, the country or
national environment, and the wider socioeconomic or macroenvironment. Analyzing
the industry environment requires an assessment of the competitive structure of the com-
pany’s industry, including the competitive position of the company and its major rivals. It
also requires analysis of the nature, stage, dynamics, and history of the industry. Because
many markets are now global markets, analyzing the industry environment also means
assessing the impact of globalization on competition within an industry. Such an analysis
may reveal that a company should move some production facilities to another nation,
that it should aggressively expand in emerging markets such as China, or that it should
beware of new competition from emerging nations. Analyzing the macroenvironment
consists of examining macroeconomic, social, governmental, legal, international, and
technological factors that may affect the company and its industry. We look at external
analysis in Chapter 2.

Internal Analysis

Internal analysis, the third component of the strategic planning process, focuses on review-
ing the resources, capabilities, and competencies of a company. The goal is to identify
the strengths and weaknesses of the company. For example, as described in Strategy in
Action 1.1, an internal analysis at Time Inc. revealed that although the company had strong
well-known brands such as Fortune, Money, Sports Illustrated, and People (a strength), and
strong reporting capabilities (another strength), it suffered from a lack of editorial commit-
ment to online publishing (a weakness). We consider internal analysis in Chapter 3.

SWOT Analysis and the Business Model

The next component of strategic thinking requires the generation of a series of strategic
alternatives, or choices of future strategies to pursue, given the company’s internal strengths
and weaknesses and its external opportunities and threats. The comparison of strengths,
weaknesses, opportunities, and threats is normally referred to as a SWOT analysis.'® The
central purpose is to identify the strategies to exploit external opportunities, counter threats,
build on and protect company strengths, and eradicate weaknesses.

At Time Inc., managers saw the move of readership to the Web as both an opportunity
that they must exploit and a threat to Time’s established print magazines. Managers recog-
nized that Time’s well-known brands and strong reporting capabilities were strengths that
would serve it well online, but that an editorial culture that marginalized online publishing
was a weakness that had to be fixed. The strategies that managers at Time Inc. came up with
included merging the print and online newsrooms to remove distinctions between them;
investing significant financial resources in online sites; and entering into a partnership with
CNN, which already had a strong online presence.

SWOT analysis

The comparison of
strengths, weaknesses,
opportunities, and
threats.
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1.1 STRATEGY IN ACTION

Strategic Analysis at Time Inc.

Time Inc., the magazine publishing division of media
conglomerate Time Warner, has a venerable history.
lts magazine ftitles include Time, Fortune, Sports lllus-
trated, and People, all long-time leaders in their respec-
tive categories. By the mid-2000s, however, Time Inc.
was confronted with declining subscription rates.

An external analysis revealed what was happening.
The readership of Time’s magazines was aging. Increas-
ingly, younger readers were getting what they wanted
from the Web. This was both a threat for Time Inc., as
its Web offerings were not strong, and an opportunity,
because with the right offerings, Time Inc. could cap-
ture this audience. Time also realized that advertising
dollars were migrating rapidly to the Web, and if the
company was going to maintain its share, its Web offer-
ings had to be every bit as good as its print offerings.

An internal analysis revealed why, despite multiple
attempts, Time had failed to capitalize on the opportu-
nities offered by the emergence of the Web. Although
Time had tremendous strengths, including powerful
brands and strong reporting, development of its Web
offerings had been hindered by a serious weakness—
an editorial culture that regarded Web publishing as
a backwater. At People, for example, the online op-
eration used to be “like a distant moon,” according
to managing editor Martha Nelson. Managers at Time
Inc. had also been worried that Web offerings would
cannibalize print offerings and help to accelerate
the decline in the circulation of magazines, with dire
financial consequences for the company. As a result of
this culture, efforts to move publications onto the Web
were underfunded or were stymied entirely by a lack of
management attention and commitment.

It was Martha Nelson at People who first showed
the way forward for the company. Her strategy for over-
coming the weakness at Time Inc., and better exploiting
opportunities on the Web, started in 2003 with merging
the print and online newsrooms at People, removing the
distinction between them. Then, she relaunched the mag-
azine's online site, made major editorial commitments

© iStockPhoto.com/Tom Nulens

to Web publishing, stated that original content should
appear on the Web, and emphasized the importance
of driving traffic to the site and earning advertising rev-
enues. Over the next 2 years, page views at People.
com increased fivefold.

Ann Moore, then the CEO at Time Inc., formalized this
strategy in 2005, mandating that all print offerings should
follow the lead of People.com, integrating print and online
newsrooms and investing significantly more resources in
Web publishing. To drive this home, Time hired several
wellknown bloggers to write for its online publications.
The goal of Moore's strategy was to neutralize the cultural
weakness that had hindered online efforts in the past at
Time Inc., and fo redirect resources to Web publishing.

In 2006, Time made another strategic move de-
signed to exploit the opportunities associated with the
Web when it started a partnership with the 24-hour
news channel CNN, putting all of its financial mag-
azines onto a site that is jointly owned, CNNMoney
.com. The site, which offers free access to Fortune,
Money, and Business 2.0, quickly took the third spot in
online financial websites, behind Yahoo! finance and
MSN. This was followed with a redesigned website for
Sports lllustrated that has rolled out video downloads
for iPods and mobile phones.

To drive home the shift to Web-centric publishing, in
2007 Time announced another change in strategy —it
would sell off 18 magazine titles that, although good
performers, did not appear to have much traction on
the Web.

In 2007, Ann Moore stated that going forward,
Time would be focusing its energy, resources, and in-
vestments on the company’s largest and most profitable
brands: brands that have demonstrated an ability to
draw large audiences in digital form. Since then, the
big push at Time has been to develop magazine apps
for tablet computers, most notably Apple’s iPad and
tablets that use the Android operating system. By early
2012, Time had its entire magazine catalog on every
maijor tablet platform.

Sources: A. Van Duyn, “Time Inc. Revamp fo Include Sale of 18 Titles,” Financial Times (September 13, 2006): 24; M. Kamitsching, “Time
Inc. Makes New Bid o Be Big Web Player,” Wall Street Journal (March 29, 2006): B1; M. Flamm, “Time Tries the Web Again,” Crain’s
New York Business (January 16, 2006): 3; and Tim Carmody, “Time Warner Bringing Digital Magazines, HBO to More Platforms,” Wired

(July 3, 2011).
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More generally, the goal of a SWOT analysis is to create, affirm, or fine-tune a
company-specific business model that will best align, fit, or match a company’s resources
and capabilities to the demands of the environment in which it operates. Managers compare
and contrast the various alternative possible strategies against each other and then identify
the set of strategies that will create and sustain a competitive advantage. These strategies
can be divided into four main categories:

e Functional-level strategies, directed at improving the effectiveness of operations within
a company, such as manufacturing, marketing, materials management, product devel-
opment, and customer service. We review functional-level strategies in Chapter 4.

* Business-level strategies, which encompass the business’s overall competitive theme,
the way it positions itself in the marketplace to gain a competitive advantage, and the
different positioning strategies that can be used in different industry settings—for
example, cost leadership, differentiation, focusing on a particular niche or segment
of the industry, or some combination of these. We review business-level strategies in
Chapters 5, 6, and 7.

e Global strategies, which address how to expand operations outside the home country
to grow and prosper in a world where competitive advantage is determined at a global
level. We review global strategies in Chapter 8.

e Corporate-level strategies, which answer the primary questions: What business or
businesses should we be in to maximize the long-run profitability and profit growth
of the organization, and how should we enter and increase our presence in these
businesses to gain a competitive advantage? We review corporate-level strategies in
Chapters 9 and 10.

The strategies identified through a SWOT analysis should be congruent with each
other. Thus, functional-level strategies should be consistent with, or support, the company’s
business-level strategies and global strategies. Moreover, as we explain later in this book,
corporate-level strategies should support business-level strategies. When combined, the
various strategies pursued by a company should constitute a complete, viable business
model. In essence, a SWOT analysis is a methodology for choosing between competing
business models, and for fine-tuning the business model that managers choose. For exam-
ple, when Microsoft entered the videogame market with its Xbox offering, it had to settle
on the best business model for competing in this market. Microsoft used a SWOT type of
analysis to compare alternatives and settled on a business model referred to as “razor and
razor blades,” in which the Xbox console is priced at cost to build sales (the “razor’), while
profits are made from royalties on the sale of games for the Xbox (the “blades”).

Strategy Implementation

Once managers have chosen a set of congruent strategies to achieve a competitive
advantage and increase performance, managers must put those strategies into action:
strategy has to be implemented. Strategy implementation involves taking actions at the
functional, business, and corporate levels to execute a strategic plan. Implementation
can include, for example, putting quality improvement programs into place, changing
the way a product is designed, positioning the product differently in the marketplace,
segmenting the marketing and offering different versions of the product to different
consumer groups, implementing price increases or decreases, expanding through merg-
ers and acquisitions, or downsizing the company by closing down or selling off parts of
the company. These and other topics are discussed in detail in Chapters 4 through 10.
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Strategy implementation also entails designing the best organization structure and the
best culture and control systems to put a chosen strategy into action. In addition, senior
managers need to put a governance system in place to make sure that all within the organi-
zation act in a manner that is not only consistent with maximizing profitability and profit
growth, but also legal and ethical. In this book, we look at the topic of governance and
ethics in Chapter 11; we discuss the organization structure, culture, and controls required
to implement business-level strategies in Chapter 12; and we discuss the structure, culture,
and controls required to implement corporate-level strategies in Chapter 13.

The Feedback Loop

The feedback loop in Figure 1.5 indicates that strategic planning is ongoing: it never ends. Once
a strategy has been implemented, its execution must be monitored to determine the extent to
which strategic goals and objectives are actually being achieved, and to what degree competi-
tive advantage is being created and sustained. This information and knowledge is returned to
the corporate level through feedback loops, and becomes the input for the next round of strat-
egy formulation and implementation. Top managers can then decide whether to reaffirm the
existing business model and the existing strategies and goals, or suggest changes for the future.
For example, if a strategic goal proves too optimistic, the next time, a more conservative goal
is set. Or, feedback may reveal that the business model is not working, so managers may seek
ways to change it. In essence, this is what happened at Time Inc. (see Strategy in Action 1.1).

STRATEGY AS AN EMERGENT PROCESS

The planning model suggests that a company’s strategies are the result of a plan, that the
strategic planning process is rational and highly structured, and that top management
orchestrates the process. Several scholars have criticized the formal planning model for
three main reasons: the unpredictability of the real world, the role that lower-level man-
agers can play in the strategic management process, and the fact that many successful
strategies are often the result of serendipity, not rational strategizing. These scholars have
advocated an alternative view of strategy making.* !

Strategy Making in an Unpredictable World

Critics of formal planning systems argue that we live in a world in which uncertainty,
complexity, and ambiguity dominate, and in which small chance events can have a large
and unpredictable impact on outcomes.!'® In such circumstances, they claim, even the
most carefully thought-out strategic plans are prone to being rendered useless by rapid
and unforeseen change. In an unpredictable world, being able to respond quickly to
changing circumstances, and to alter the strategies of the organization accordingly, is
paramount. The dramatic rise of Google, for example, with its business model based
on revenues earned from advertising links associated with search results (the so-called
“pay-per-click” business model), disrupted the business models of companies that made
money from online advertising. Nobody could foresee this development or plan for it, but
companies had to respond to it, and rapidly. Companies with a strong online advertising
presence, including Yahoo.com and Microsoft’s MSN network, rapidly changed their
strategies to adapt to the threat Google posed. Specifically, both companies developed
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their own search engines and copied Google’s pay-per-click business model. According
to critics of formal systems, such a flexible approach to strategy making is not possible
within the framework of a traditional strategic planning process, with its implicit
assumption that an organization’s strategies only need to be reviewed during the annual
strategic planning exercise.

Autonomous Action: Strategy Making
by Lower-Level Managers

Another criticism leveled at the rational planning model of strategy is that too much
importance is attached to the role of top management, particularly the CEO." An
alternative view is that individual managers deep within an organization can—and often
do—exert a profound influence over the strategic direction of the firm.?> Writing with
Robert Burgelman of Stanford University, Andy Grove, the former CEO of Intel, noted
that many important strategic decisions at Intel were initiated not by top managers but
by the autonomous action of lower-level managers deep within Intel who, on their own
initiative, formulated new strategies and worked to persuade top-level managers to alter
the strategic priorities of the firm.?! These strategic decisions included the decision to exit
an important market (the DRAM memory chip market) and to develop a certain class of
microprocessors (RISC-based microprocessors) in direct contrast to the stated strategy
of Intel’s top managers. Another example of autonomous action, this one at Starbucks, is
given in Strategy in Action 1.2.

1.2 STRATEGY IN ACGTION
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Starbucks’ Music Business

Anyone who has walked into a Starbucks cannot help
but notice that in addition to various coffee beverages
and food, the company also sells music CDs. Most
Starbucks stores now have racks displaying anywhere
between 5 and 20 CDs right by the cash register. You
can also purchase Starbucks music CDs on the com-
pany’s website, and music published by the company’s
Hear Music label is available for download via iTunes.
The interesting thing about Starbucks’ entry into music
retailing and publishing is that it was not the result of a
formal planning process. The company'’s journey info
music started in the late 1980s when Tim Jones, then the
manager of a Starbucks in Seattle’s University Village,
started to bring his own tapes of music compilations
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info the store to play. Soon Jones was getting requests
for copies from customers. Jones told this to Starbucks’
CEO, Howard Schultz, and suggested that Starbucks
start to sell music compilations. At first, Schultz was
skeptical, but after repeated lobbying efforts by Jones,
he eventually took up the suggestion. In the late 1990s,
Starbucks purchased Hear Music, a small publishing
company, so that it could sell and distribute its own
music compilations. Today Starbucks’ music business
represents a small but healthy part of its overall product
porffolio. For some artists, sales through Starbucks can
represent an important revenue stream. Although it shifts
titles regularly, sales of a CD over, say, 6 weeks, typi-
cally accounts for 5 to 10% of the album’s overall sales.

Sources: S. Gray and E. Smith, “Coffee and Music Create a Potent Mix at Starbucks,” Wall Street Journal (July 19, 2005): AT;
and J. leeds, “Starbucks Stumbles into Music,” New York Times (March 17, 2008).
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Autonomous action may be particularly important in helping established companies
deal with the uncertainty created by the arrival of a radical new technology that changes
the dominant paradigm in an industry.?? Top managers usually rise to preeminence by
successfully executing the established strategy of the firm. Therefore, they may have an
emotional commitment to the status quo and are often unable to see things from a dif-
ferent perspective. In this sense, they can be a conservative force that promotes inertia.
Lower-level managers, however, are less likely to have the same commitment to the status
quo and have more to gain from promoting new technologies and strategies. They may be
the first ones to recognize new strategic opportunities and lobby for strategic change. As
described in Strategy in Action 1.3, this seems to have been the case at discount stockbro-
ker Charles Schwab, which had to adjust to the arrival of the Web in the 1990s.

Serendipity and Strategy

Business history is replete with examples of accidental events that help to push companies
in new and profitable directions. What these examples suggest is that many successful
strategies are not the result of well-thought-out plans, but of serendipity—stumbling across
good things unexpectedly. One such example occurred at 3M during the 1960s. At that
time, 3M was producing fluorocarbons for sale as coolant liquid in air-conditioning equip-
ment. One day, a researcher working with fluorocarbons in a 3M lab spilled some of the
liquid on her shoes. Later that day when she spilled coffee over her shoes, she watched with
interest as the coffee formed into little beads of liquid and then ran off her shoes without
leaving a stain. Reflecting on this phenomenon, she realized that a fluorocarbon-based
liquid might turn out to be useful for protecting fabrics from liquid stains, and so the idea
for Scotchgard was born. Subsequently, Scotchgard became one of 3M’s most profitable
products, and took the company into the fabric protection business, an area within which it
had never planned to participate.?

Serendipitous discoveries and events can open all sorts of profitable avenues for a
company. But some companies have missed profitable opportunities because serendipi-
tous discoveries or events were inconsistent with their prior (planned) conception of
what their strategy should be. In one of the classic examples of such myopia, a century
ago, the telegraph company Western Union turned down an opportunity to purchase the
rights to an invention made by Alexander Graham Bell. The invention was the telephone,
a technology that subsequently made the telegraph obsolete.

Intended and Emergent Strategies

Henry Mintzberg’s model of strategy development provides a more encompassing view
of what strategy actually is. According to this model, illustrated in Figure 1.7, a com-
pany’s realized strategy is the product of whatever planned strategies are actually put into
action (the company’s deliberate strategies) and any unplanned, or emergent, strategies.
In Mintzberg’s view, many planned strategies are not implemented because of unpredicted
changes in the environment (they are unrealized). Emergent strategies are the unplanned
responses to unforeseen circumstances. They arise from autonomous action by individual
managers deep within the organization, from serendipitous discoveries or events, or from
an unplanned strategic shift by top-level managers in response to changed circumstances.
They are not the product of formal top-down planning mechanisms.

Mintzberg maintains that emergent strategies are often successful and may be more ap-
propriate than intended strategies. In the classic description of this process, Richard Pascale
described how this was the case for the entry of Honda Motor Co. into the U.S. motorcycle
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1.3 STRATEGY IN AGTION

A Strategic Shift at Charles Schwab

In the mid-1990s, Charles Schwab was the most
successful discount stockbroker in the world. Over
20 vyears, it had gained share from full-service brokers
like Merrill Lynch by offering deep discounts on the com-
missions charged for stock frades. Although Schwab
had a nationwide network of branches, most customers
executed their trades through a telephone system called
TeleBroker. Others used online proprietary software,
Street Smart, which had to be purchased from Schwab.
It was a business model that worked well—then along
came E*Trade.

Bill Porter, a physicist and inventor, started the dis-
count brokerage firm E*Trade in 1994 to take advan-
tage of the opportunity created by the rapid emergence
of the World Wide Web. E*Trade launched the first
dedicated website for online trading: E*Trade had no
branches, no brokers, and no telephone system for tak-
ing orders, and thus it had a very-low-cost structure. Cus-
tomers traded stocks over the company’s website. Due
to its low-cost structure, E*Trade was able to announce
a flat $14.95 commission on stock trades, a figure sig-
nificantly below Schwab’s average commission, which
at the time was $65. It was clear from the outset that
E*Trade and other online brokers, such as Ameritrade,
which soon followed, offered a direct threat to Schwab.
Not only were their cost structures and commission rates
considerably lower than Schwab's, but the ease, speed,
and flexibility of trading stocks over the Web suddenly
made Schwab'’s Street Smart trading software seem lim-
ited and its telephone system antiquated.

Deep within Schwab, William Pearson, a young
software specialist who had worked on the development
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of Street Smart, immediately saw the transformational
power of the Web. Pearson believed that Schwab
needed fo develop its own Web-based software, and
quickly. Try as he might, though, Pearson could not
get the attention of his supervisor. He tried a number
of other executives but found litlle support. Eventually
he approached Anne Hennegar, a former Schwab
manager who now worked as a consultant o the com-
pany. Hennegar suggested that Pearson meet with Tom
Seip, an executive vice president at Schwab who was
known for his ability to think outside the box. Hennegar
approached Seip on Pearson’s behalf, and Seip re-
sponded positively, asking her to set up a meeting.
Hennegar and Pearson arrived, expecting to meet only
Seip, but to their surprise, in walked Charles Schwab,
his chief operating officer, David Pottruck, and the vice
presidents in charge of strategic planning and elec-
tronic brokerage.

As the group watched Pearson’s demo, which
detailed how a Web-based system would look and
work, they became increasingly excited. It was clear to
those in the room that a Web-based system using real-
time information, personalizotion, customization, and
interactivity all advanced Schwab’s commitment to em-
powering customers. By the end of the meeting, Pearson
had received a green light to start work on the project.
A year later, Schwab launched its own Web-based
offering, eSchwab, which enabled Schwab clients to
execute stock trades for a low flatrate commission.
eSchwab went on to become the core of the company’s
offering, enabling it to stave off competition from deep
discount brokers like E*Trade.

Sources: John Kador, Charles Schwab: How One Company Beat Wall Street and Reinvented the Brokerage Industry (New York: John
Wiley & Sons, 2002); and Erick Schonfeld, “Schwab Puts It All Online,” Fortune (December 7, 1998): 94-99.
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market.”* When a number of Honda executives arrived in Los Angeles from Japan in 1959
to establish a U.S. operation, their original aim (intended strategy) was to focus on selling
250-cc and 350-cc machines to confirmed motorcycle enthusiasts rather than 50-cc Honda
Cubs, which were a big hit in Japan. Their instinct told them that the Honda 50s were not
suitable for the U.S. market, where everything was bigger and more luxurious than in Japan.

However, sales of the 250-cc and 350-cc bikes were sluggish, and the bikes themselves
were plagued by mechanical failure. It looked as if Honda’s strategy was going to fail.
At the same time, the Japanese executives who were using the Honda 50s to run errands
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Emergent and Deliberate Strategies
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Source: Adapted from H. Mintzberg and A. McGugh, Adminisirative Science Quarterly 30:2 (June 1985).

around Los Angeles were attracting a lot of attention. One day, they got a call from a Sears,
Roebuck and Co. buyer who wanted to sell the 50-cc bikes to a broad market of Americans
who were not necessarily motorcycle enthusiasts. The Honda executives were hesitant to
sell the small bikes for fear of alienating serious bikers, who might then associate Honda
with “wimpy” machines. In the end, however, they were pushed into doing so by the failure
of the 250-cc and 350-cc models.

Honda had stumbled onto a previously untouched market segment that would prove
huge: the average American who had never owned a motorbike. Honda had also found
an untried channel of distribution: general retailers rather than specialty motorbike stores.
By 1964, nearly one out of every two motorcycles sold in the United States was a Honda.

The conventional explanation for Honda’s success is that the company redefined the
U.S. motorcycle industry with a brilliantly conceived intended strategy. The fact was that
Honda’s intended strategy was a near-disaster. The strategy that emerged did so not through
planning but through unplanned action in response to unforeseen circumstances. Neverthe-
less, credit should be given to the Japanese management for recognizing the strength of the
emergent strategy and for pursuing it with vigor.

The critical point demonstrated by the Honda example is that successful strategies can
often emerge within an organization without prior planning, and in response to unforeseen
circumstances. As Mintzberg has noted, strategies can take root wherever people have the
capacity to learn and the resources to support that capacity.

In practice, the strategies of most organizations are likely a combination of the in-
tended and the emergent. The message for management is that it needs to recognize the
process of emergence and to intervene when appropriate, relinquishing bad emergent strat-
egies and nurturing potentially good ones.” To make such decisions, managers must be
able to judge the worth of emergent strategies. They must be able to think strategically.
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Although emergent strategies arise from within the organization without prior planning—
that is, without completing the steps illustrated in Figure 1.5 in a sequential fashion—top
management must still evaluate emergent strategies. Such evaluation involves comparing
each emergent strategy with the organization’s goals, external environmental opportunities
and threats, and internal strengths and weaknesses. The objective is to assess whether the
emergent strategy fits the company’s needs and capabilities. In addition, Mintzberg stresses
that an organization’s capability to produce emergent strategies is a function of the kind
of corporate culture that the organization’s structure and control systems foster. In other
words, the different components of the strategic management process are just as important
from the perspective of emergent strategies as they are from the perspective of intended
strategies.

STRATEGIC PLANNING IN PRACTICE

Despite criticisms, research suggests that formal planning systems do help managers make
better strategic decisions. A study that analyzed the results of 26 previously published studies
came to the conclusion that, on average, strategic planning has a positive impact on company
performance.?® Another study of strategic planning in 656 firms found that formal planning
methodologies and emergent strategies both form part of a good strategy-formulation pro-
cess, particularly in an unstable environment.”’ For strategic planning to work, it is important
that top-level managers plan not only within the context of the current competitive environ-
ment but also within the context of the future competitive environment. To try to forecast
what that future will look like, managers can use scenario-planning techniques to project
different possible futures. They can also involve operating managers in the planning process
and seek to shape the future competitive environment by emphasizing strategic intent.

Scenario Planning

One reason that strategic planning may fail over longer time periods is that strategic
managers, in their initial enthusiasm for planning techniques, may forget that the future
is entirely unpredictable. Even the best-laid plans can fall apart if unforeseen contin-
gencies occur, and that happens all the time. The recognition that uncertainty makes it
difficult to forecast the future accurately led planners at Royal Dutch Shell to pioneer
the scenario approach to planning.?® Scenario planning involves formulating plans that
are based upon “what-if” scenarios about the future. In the typical scenario-planning
exercise, some scenarios are optimistic and some are pessimistic. Teams of managers
are asked to develop specific strategies to cope with each scenario. A set of indicators
is chosen as signposts to track trends and identify the probability that any particular
scenario is coming to pass. The idea is to allow managers to understand the dynamic
and complex nature of their environment, to think through problems in a strategic fash-
ion, and to generate a range of strategic options that might be pursued under different
circumstances.?”” The scenario approach to planning has spread rapidly among large
companies. One survey found that over 50% of the Fortune 500 companies use some
form of scenario-planning methods.*

The oil company Royal Dutch Shell has, perhaps, done more than most to pioneer
the concept of scenario planning, and its experience demonstrates the power of the
approach.’ Shell has been using scenario planning since the 1980s. Today, it uses two pri-
mary scenarios to anticipate future demand for oil and refine its strategic planning. The first
scenario, called “Dynamics as Usual,” sees a gradual shift from carbon fuels (such as oil)

scenario planning

Formulating plans
that are based upon
"whatif" scenarios
about the future.
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to natural gas, and, eventually, to renewable energy. The second scenario, “The Spirit of
the Coming Age,” looks at the possibility that a technological revolution will lead to a
rapid shift to new energy sources.’” Shell is making investments that will ensure profit-
ability for the company, regardless of which scenario comes to pass, and it is carefully
tracking technological and market trends for signs of which scenario is becoming more
likely over time.

The great virtue of the scenario approach to planning is that it can push managers to
think outside the box, to anticipate what they might need to do in different situations. It
can remind managers that the world is complex and unpredictable, and to place a premium
on flexibility, rather than on inflexible plans based on assumptions about the future (which
may or may not be correct). As a result of scenario planning, organizations might pursue
one dominant strategy related to the scenario that is judged to be most likely, but they make
some investments that will pay off if other scenarios come to the fore (see Figure 1.8).
Thus, the current strategy of Shell is based on the assumption that the world will only
gradually shift away from carbon-based fuels (its “Dynamics as Usual” scenario), but the
company is also hedging its bets by investing in new energy technologies and mapping out
a strategy to pursue should the second scenario come to pass.

Decentralized Planning

A mistake that some companies have made in constructing their strategic planning process
has been to treat planning exclusively as a top-management responsibility. This “ivory
tower” approach can result in strategic plans formulated in a vacuum by top managers
who have little understanding or appreciation of current operating realities. Consequently,
top managers may formulate strategies that do more harm than good. For example, when
demographic data indicated that houses and families were shrinking, planners at GE’s
appliance group concluded that smaller appliances were the wave of the future. Because
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they had little contact with homebuilders and retailers, they did not realize that kitchens
and bathrooms were the two rooms that were not shrinking. Nor did they appreciate that
families with couples who both worked wanted big refrigerators to cut down on trips to
the supermarket. GE ended up wasting a lot of time designing small appliances, for which
there was limited demand.

The ivory tower concept of planning can also lead to tensions between corporate-,
business-, and functional-level managers. The experience of GE’s appliance group is again
illuminating. Many of the corporate managers in the planning group were recruited from
consulting firms or top-flight business schools. Many of the functional managers took
this pattern of recruitment to mean that corporate managers did not believe they were
smart enough to think through strategic problems for themselves. They felt shut out of
the decision-making process, which they believed to be unfairly constituted. Out of this
perceived lack of procedural justice grew an us-versus-them mindset that quickly escalated
into hostility. As a result, even when the planners were correct, operating managers would
not listen to them. For example, the planners correctly recognized the importance of the
globalization of the appliance market and the emerging Japanese threat. However, operat-
ing managers, who then saw Sears, Roebuck and Co. as the competition, paid them little
heed. Finally, ivory tower planning ignores the important strategic role of autonomous
action by lower-level managers and the role of serendipity.

Correcting the ivory tower approach to planning requires recognizing that successful
strategic planning encompasses managers at all levels of the corporation. Much of the best
planning can and should be done by business and functional managers who are closest
to the facts; in other words, planning should be decentralized. Corporate-level planners
should take on roles as facilitators who help business and functional managers do the plan-
ning by setting the broad strategic goals of the organization and providing the resources
necessary to identify the strategies that might be required to attain those goals.

STRATEGIC DECISION MAKING

Even the best-designed strategic planning systems will fail to produce the desired results
if managers do not effectively use the information at their disposal. Consequently, it is
important that strategic managers learn to make better use of the information they have, and
understand why they sometimes make poor decisions. One important way in which manag-
ers can make better use of their knowledge and information is to understand how common
cognitive biases can result in poor decision making.*®

Cognitive Biases and Strategic Decision Making

The rationality of decision making is bound by one’s cognitive capabilities.* Humans
are not supercomputers, and it is difficult for us to absorb and process large amounts of
information effectively. As a result, when we make decisions, we tend to fall back on
certain rules of thumb, or heuristics, that help us to make sense out of a complex and un-
certain world. However, sometimes these rules lead to severe and systematic errors in the
decision-making process.*> Systematic errors are those that appear time and time again.
They seem to arise from a series of cognitive biases in the way that humans process
information and reach decisions. Because of cognitive biases, many managers may make
poor strategic decisions.

cognitive biases
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prior hypothesis bias
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Numerous cognitive biases have been verified repeatedly in laboratory settings, so
we can be reasonably sure that these biases exist and that all people are prone to them.**
The prior hypothesis bias refers to the fact that decision makers who have strong
prior beliefs about the relationship between two variables tend to make decisions on the
basis of these beliefs, even when presented with evidence that their beliefs are incor-
rect. Moreover, they tend to seek and use information that is consistent with their prior
beliefs while ignoring information that contradicts these beliefs. To place this bias in
a strategic context, it suggests that a CEO who has a strong prior belief that a certain
strategy makes sense might continue to pursue that strategy despite evidence that it is
inappropriate or failing.

Another well-known cognitive bias, escalating commitment, occurs when deci-
sion makers, having already committed significant resources to a project, commit even
more resources even if they receive feedback that the project is failing.’” This may be an
irrational response; a more logical response would be to abandon the project and move on
(that is, to cut your losses and exit), rather than escalate commitment. Feelings of personal
responsibility for a project seemingly induce decision makers to stick with a project despite
evidence that it is failing.

A third bias, reasoning by analogy, involves the use of simple analogies to make
sense out of complex problems. The problem with this heuristic is that the analogy may
not be valid. A fourth bias, representativeness, is rooted in the tendency to generalize
from a small sample or even a single vivid anecdote. This bias violates the statistical law
of large numbers, which says that it is inappropriate to generalize from a small sample,
let alone from a single case. In many respects, the dot-com boom of the late 1990s was
based on reasoning by analogy and representativeness. Prospective entrepreneurs saw
some of the early dot-com companies such as Amazon and Yahoo! achieve rapid success,
at least as judged by some metrics. Reasoning by analogy from a very small sample, they
assumed that any dot-com could achieve similar success. Many investors reached similar
conclusions. The result was a massive wave of start-ups that jumped into the Internet
space in an attempt to capitalize on the perceived opportunities. The vast majority of
these companies subsequently went bankrupt, proving that the analogy was wrong and
that the success of the small sample of early entrants was no guarantee that all dot-coms
would succeed.

A fifth cognitive bias is referred to as the illusion of control, or the tendency
to overestimate one’s ability to control events. General or top managers seem to be
particularly prone to this bias: having risen to the top of an organization, they tend
to be overconfident about their ability to succeed. According to Richard Roll, such
overconfidence leads to what he has termed the hubris hypothesis of takeovers.*® Roll
argues that top managers are typically overconfident about their ability to create value
by acquiring another company. Hence, they end up making poor acquisition decisions,
often paying far too much for the companies they acquire. Subsequently, servicing the
debt taken on to finance such an acquisition makes it all but impossible to make money
from the acquisition.

The availability error is yet another common bias. The availability error arises from
our predisposition to estimate the probability of an outcome based on how easy the outcome
is to imagine. For example, more people seem to fear a plane crash than a car accident, and
yet statistically one is far more likely to be killed in a car on the way to the airport than
in a plane crash. People overweigh the probability of a plane crash because the outcome
is easier to imagine, and because plane crashes are more vivid events than car crashes,
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which affect only small numbers of people at one time. As a result of the availability error,
managers might allocate resources to a project with an outcome that is easier to imagine,
rather than to one that might have the highest return.

Techniques for Improving Decision Making

The existence of cognitive biases raises a question: How can critical information affect the
decision-making mechanism so that a company’s strategic decisions are realistic and based
on thorough evaluation? Two techniques known to enhance strategic thinking and counter-
act cognitive biases are devil’s advocacy and dialectic inquiry.*

Devil’s advocacy requires the generation of a plan, and a critical analysis of that plan.
One member of the decision-making group acts as the devil’s advocate, emphasizing all
the reasons that might make the proposal unacceptable. In this way, decision makers can
become aware of the possible perils of recommended courses of action.

Dialectic inquiry is more complex because it requires the generation of a plan
(a thesis) and a counter-plan (an antithesis) that reflect plausible but conflicting courses
of action.** Strategic managers listen to a debate between advocates of the plan and
counter-plan and then decide which plan will lead to higher performance. The purpose
of the debate is to reveal the problems with the definitions, recommended courses of
action, and assumptions of both plans. As a result of this exercise, strategic manag-
ers are able to form a new and more encompassing conceptualization of the prob-
lem, which then becomes the final plan (a synthesis). Dialectic inquiry can promote
strategic thinking.

Another technique for countering cognitive biases is the outside view, which has been
championed by Nobel Prize winner Daniel Kahneman and his associates.* The outside
view requires planners to identify a reference class of analogous past strategic initiatives,
determine whether those initiatives succeeded or failed, and evaluate the project at hand
against those prior initiatives. According to Kahneman, this technique is particularly use-
ful for countering biases such as the illusion of control (hubris), reasoning by analogy, and
representativeness. For example, when considering a potential acquisition, planners should
look at the track record of acquisitions made by other enterprises (the reference class),
determine if they succeeded or failed, and objectively evaluate the potential acquisition
against that reference class. Kahneman argues that such a reality check against a large
sample of prior events tends to constrain the inherent optimism of planners and produce
more realistic assessments and plans.

STRATEGIC LEADERSHIP

One of the key strategic roles of both general and functional managers is to use all their
knowledge, energy, and enthusiasm to provide strategic leadership for their subordinates and
develop a high-performing organization. Several authors have identified a few key character-
istics of good strategic leaders that do lead to high performance: (1) vision, eloquence, and
consistency; (2) articulation of a business model; (3) commitment; (4) being well informed;
(5) willingness to delegate and empower; (6) astute use of power; and (7) emotional
intelligence.*
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devil's advocacy

A technique in which
one member of a
decisionmaking

team identifies all the
considerations that
might make a proposal
unaccepiable.

dialectic inquiry

The generation of a

plan (a thesis) and a
counterplan an antithesis)
that reflect plausible but
conflicting courses of
acfion.

outside view

Identification of past
successful or failed
sfrafegic inifiatives to
determine whether those
initiatives will work for
project at hand.
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Vision, Eloquence, and Consistency

One of the key tasks of leadership is to give an organization a sense of direction. Strong
leaders seem to have a clear and compelling vision of where the organization should go,
are eloquent enough to communicate this vision to others within the organization in terms
that energize people, and consistently articulate their vision until it becomes part of the
organization’s culture.*

In the political arena, John F. Kennedy, Winston Churchill, Martin Luther King, Jr., and
Margaret Thatcher have all been regarded as examples of visionary leaders. Think of the
impact of Kennedy’s sentence, “Ask not what your country can do for you, ask what you
can do for your country,” of King’s “I have a dream” speech, and of Churchill’s “we will
never surrender.” Kennedy and Thatcher were able to use their political office to push for
governmental actions that were consistent with their visions. Churchill’s speech galvanized
anation to defend itself against an aggressor, and King was able to pressure the government
from outside to make changes within society.

Examples of strong business leaders include Microsoft’s Bill Gates; Jack Welch, the
former CEO of General Electric; and Sam Walton, Wal-Mart’s founder. For years, Bill
Gates’s vision of a world in which there would be a Windows-based personal computer
on every desk was a driving force at Microsoft. More recently, that vision has evolved
into one of a world in which Windows-based software can be found on any computing
device, from PCs and servers to videogame consoles (Xbox), cell phones, and handheld
computers. At GE, Jack Welch was responsible for articulating the simple but power-
ful vision that GE should be first or second in every business in which it competed, or
it should exit from that business. Similarly, it was Wal-Mart founder Sam Walton who
established and articulated the vision that has been central to Wal-Mart’s success: pass-
ing on cost savings from suppliers and operating efficiencies to customers in the form of
everyday low prices.

Articulation of the Business Model

Another key characteristic of good strategic leaders is their ability to identify and articulate
the business model the company will use to attain its vision. A business model is managers’
conception of how the various strategies that the company pursues fit together into a con-
gruent whole. At Dell, for example, it was Michael Dell who identified and articulated the
basic business model of the company: the direct sales business model. The various strate-
gies that Dell has pursued over the years have refined this basic model, creating one that is
very robust in terms of its efficiency and effectiveness. Although individual strategies can
take root in many different places in an organization, and although their identification is
not the exclusive preserve of top management, only strategic leaders have the perspective
required to make sure that the various strategies fit together into a congruent whole and
form a valid and compelling business model. If strategic leaders lack a clear conception
of the company’s business model (or what it should be), it is likely that the strategies the
firm pursues will not fit together, and the result will be lack of focus and poor performance.

Commitment

Strong leaders demonstrate their commitment to their visions and business models
by actions and words, and they often lead by example. Consider Nucor’s former CEQO,
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Ken Iverson. Nucor is a very efficient steelmaker with perhaps the lowest cost structure
in the steel industry. It has achieved 30 years of profitable performance in an industry
where most other companies have lost money due to a relentless focus on cost mini-
mization. In his tenure as CEO, Iverson set the example: he answered his own phone,
employed only one secretary, drove an old car, flew coach class, and was proud of the
fact that his base salary was the lowest of the Fortune 500 CEOs (Iverson made most
of his money from performance-based pay bonuses). This commitment was a powerful
signal to employees that Iverson was serious about doing everything possible to mini-
mize costs. It earned him the respect of Nucor employees and made them more willing
to work hard. Although Iverson has retired, his legacy lives on in the cost-conscious
organizational culture that has been built at Nucor, and like all other great leaders, his
impact will last beyond his tenure.

Being Well Informed

Effective strategic leaders develop a network of formal and informal sources who keep
them well informed about what is going on within the company. At Starbucks, for example,
the first thing that former CEO Jim Donald did every morning was call 5 to 10 stores, talk
to the managers and other employees there, and get a sense for how their stores were per-
forming. Donald also stopped at a local Starbucks every morning on the way to work to buy
his morning coffee. This allowed him to get to know individual employees there very well.
Donald found these informal contacts to be a very useful source of information about how
the company was performing.*

Similarly, Herb Kelleher, the founder of Southwest Airlines, was able to gauge the
health of his company by dropping in unannounced on aircraft maintenance facilities and
helping workers perform their tasks. Herb Kelleher would also often help airline attendants
on Southwest flights, distributing refreshments and talking to customers. One frequent flyer
on Southwest Airlines reported sitting next to Kelleher three times in 10 years. Each time,
Kelleher asked him (and others sitting nearby) how Southwest Airlines was doing in a
number of areas, in order to spot trends and inconsistencies.*

Using informal and unconventional ways to gather information is wise because formal
channels can be captured by special interests within the organization or by gatekeepers—
managers who may misrepresent the true state of affairs to the leader. People like Donald
and Kelleher who constantly interact with employees at all levels are better able to build
informal information networks than leaders who closet themselves and never interact with
lower-level employees.

Willingness to Delegate and Empower

High-performance leaders are skilled at delegation. They recognize that unless they
learn how to delegate effectively, they can quickly become overloaded with responsi-
bilities. They also recognize that empowering subordinates to make decisions is a good
motivational tool and often results in decisions being made by those who must imple-
ment them. At the same time, astute leaders recognize that they need to maintain control
over certain key decisions. Thus, although they will delegate many important decisions
to lower-level employees, they will not delegate those that they judge to be of critical
importance to the future success of the organization, such as articulating the company’s
vision and business model.
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The Astute Use of Power

In a now-classic article on leadership, Edward Wrapp noted that effective leaders tend
to be very astute in their use of power.* He argued that strategic leaders must often play
the power game with skill and attempt to build consensus for their ideas rather than use
their authority to force ideas through; they must act as members of a coalition or its
democratic leaders rather than as dictators. Jeffery Pfeffer has articulated a similar vision
of the politically astute manager who gets things done in organizations through the intel-
ligent use of power.*’ In Pfeffer’s view, power comes from control over resources that are
important to the organization: budgets, capital, positions, information, and knowledge.
Politically astute managers use these resources to acquire another critical resource: criti-
cally placed allies who can help them attain their strategic objectives. Pfeffer stresses that
one does not need to be a CEO to assemble power in an organization. Sometimes junior
functional managers can build a surprisingly effective power base and use it to influence
organizational outcomes.

Emotional Intelligence

Emotional intelligence is a term that Daniel Goleman coined to describe a bundle of
psychological attributes that many strong and effective leaders exhibit*:

e Self-awareness—the ability to understand one’s own moods, emotions, and drives, as
well as their effect on others.

e Self-regulation—the ability to control or redirect disruptive impulses or moods, that is,
to think before acting.

e Motivation—a passion for work that goes beyond money or status and a propensity to
pursue goals with energy and persistence.

*  Empathy—the ability to understand the feelings and viewpoints of subordinates and to
take those into account when making decisions.

e Social skills—friendliness with a purpose.

According to Goleman, leaders who possess these attributes—who exhibit a high degree
of emotional intelligence—tend to be more effective than those who lack these attributes.
Their self-awareness and self-regulation help to elicit the trust and confidence of sub-
ordinates. In Goleman’s view, people respect leaders who, because they are self-aware,
recognize their own limitations and, because they are self-regulating, consider decisions
carefully. Goleman also argues that self-aware and self-regulating individuals tend to
be more self-confident and therefore better able to cope with ambiguity and more open
to change. A strong motivation exhibited in a passion for work can also be infectious,
helping to persuade others to join together in pursuit of a common goal or organizational
mission. Finally, strong empathy and social skills can help leaders earn the loyalty of
subordinates. Empathetic and socially adept individuals tend to be skilled at remedy-
ing disputes between managers, better able to find common ground and purpose among
diverse constituencies, and better able to move people in a desired direction compared to
leaders who lack these skills. In short, Goleman argues that the psychological makeup
of a leader matters.
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SUMMARY OF CHAPTER

. A strategy is a set of related actions that man-

agers take to increase their company’s perfor-
mance goals.

The major goal of companies is to maximize
the returns that shareholders receive from hold-
ing shares in the company. To maximize share-
holder value, managers must pursue strategies
that result in high and sustained profitability
and also in profit growth.

The profitability of a company can be measured
by the return that it makes on the capital invested
in the enterprise. The profit growth of a company
can be measured by the growth in earnings per
share. Profitability and profit growth are deter-
mined by the strategies managers adopt.

A company has a competitive advantage over
its rivals when it is more profitable than the av-
erage for all firms in its industry. It has a sus-
tained competitive advantage when it is able
to maintain above-average profitability over a
number of years. In general, a company with
a competitive advantage will grow its profits
more rapidly than its rivals.

. General managers are responsible for the over-

all performance of the organization, or for one
of its major self-contained divisions. Their over-
riding strategic concern is for the health of the
total organization under their direction.
Functional managers are responsible for a par-
ticular business function or operation. Although
they lack general management responsibilities,
they play a very important strategic role.

DISCUSSION QUESTIONS

1.

2.

What do we mean by strategy? How is a busi-
ness model different from a strategy?

What do you think are the sources of sustained
superior profitability?

What are the strengths of formal strategic plan-
ning? What are its weaknesses?

To what extent do you think that cognitive
biases may have contributed to the global
financial crisis that gripped financial markets in
2008-20092 Explain your answer.

7.

10.

11.

13.

Formal strategic planning models stress that
an organization’s strategy is the outcome of a
rational planning process.

The major components of the strategic manage-
ment process are defining the mission, vision,
and major goals of the organization; analyzing
the external and internal environments of the
organization; choosing a business model and
strategies that align an organization’s strengths
and weaknesses with external environmental
opportunities and threats; and adopting organi-
zational structures and control systems to imple-
ment the organization’s chosen strategies.
Strategy can emerge from deep within an
organization in the absence of formal plans as
lower-level managers respond to unpredicted
situations.

Strategic planning often fails because executives
do not plan for uncertainty and because ivory
tower planners lose touch with operating realities.
In spite of systematic planning, companies may
adopt poor strategies if cognitive biases are al-
lowed to intrude into the decision-making process.

. Devil's advocacy, dialectic inquiry, and the

outside view are techniques for enhancing the
effectiveness of strategic decision making.
Good leaders of the strategy-making process
have a number of key attributes: vision, elo-
quence, and consistency; ability to craft a busi-
ness model; commitment; being well informed; a
willingness to delegate and empower; political
astuteness; and emotional infelligence.

. Discuss the accuracy of the following statement:

Formal strategic planning systems are irrelevant
for firms competing in high-technology indus-
tries where the pace of change is so rapid that
plans are routinely made obsolete by unfore-
seen events.

Pick the current or a past president of the United
States and evaluate his performance against
the leadership characteristics discussed in the
text. On the basis of this comparison, do you
think that the president was/is a good strategic
leader? Why or why not?
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PRACTICING STRATEGIC .
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Small-Group Exercise: Designing a Planning System

Break up into groups of three to five students and discuss the following scenario. Appoint one group
member as a spokesperson who will communicate the group’s findings to the class when called on to do
so by the instructor.

You are a group of senior managers working for a fast-growing computer software company. Your
product allows users to play interactive role-playing games over the Internet. In the past 3 years, your
company has gone from being a start-up enterprise with 10 employees and no revenues to a company
with 250 employees and revenues of $60 million. It has been growing so rapidly that you have not had
time to create a strategic plan, but now members of the board of directors are telling you that they want
to see a plan, and they want the plan to drive decision making and resource allocation at the company.
They want you to design a planning process that will have the following attributes:

1. It will be democratic, involving as many key employees as possible in the process.

2. It will help to build a sense of shared vision within the company about how to continue to grow
rapidly.

3. It will lead to the generation of three to five key strategies for the company.

4. It will drive the formulation of detailed action plans, and these plans will be subsequently linked to
the company’s annual operating budget.

Design a planning process to present to your board of directors. Think carefully about who should be
included in this process. Be sure to outline the strengths and weaknesses of the approach you choose, and
be prepared to justify why your approach might be superior to alternative approaches.

STRATEGY SIGNON A}

STRATEGY
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A’
Atrticle File 1

At the end of every chapter in this book is an article file task. The task requires you to search news-
papers or magazines in the library for an example of a real company that satisfies the task’s question
or issue.

Your first article file task is to find an example of a company that has recently changed its strategy.
Identify whether this change was the outcome of a formal planning process or whether it was an emergent
response fo unforeseen events occurring in the company’s environment.

(continues)
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STRATEGY SIGN ON

(continued]

A
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Strategic Management Project Module 1

To give you practical insight into the strategic management process, we provide a series of strategic
modules; one is at the end of every chapter in this book. Each module asks you to collect and analyze
information relating to the material discussed in that chapter. By completing these strategic modules, you
will gain a clearer idea of the overall strategic management process.

The first step in this project is to pick a company to study. We recommend that you focus on the same
company throughout the book. Remember also that we will be asking you for information about the cor-
porate and international strategies of your company as well as its structure. We strongly recommend that
you pick a company for which such information is likely to be available.

There are two approaches that can be used to select a company to study, and your instructor will fell
you which one to follow. The first approach is to pick a well-known company that has a lot of information
written about it. For example, large publicly held companies such as IBM, Microsoft, and Southwest Air-
lines are routinely covered in the business and financial press. By going to the library at your university,
you should be able to track down a great deal of information on such companies. Many libraries now
have comprehensive Web-based electronic data search facilities such as ABI/Inform, the Wall Street Jour-
nal Index, Predicasts F&S Index, and the LexisNexis databases. These enable you to identify any article
that has been written in the business press on the company of your choice within the past few years. A
number of non-electronic data sources are also available and useful. For example, Predicasts F&S pub-
lishes an annual list of articles relating to major companies that appeared in the national and international
business press. S&P Industry Surveys is also a great source for basic industry data, and Value Line Rat-
ings and Reports contain good summaries of a firm’s financial position and future prospects. Collect full
financial information on the company that you pick. This information can be accessed from Web-based
electronic databases such as the EDGAR database, which archives all forms that publicly quoted compa-
nies have to file with the Securities and Exchange Commission (SEC); for example, 10K filings can be
accessed from the SEC’s EDGAR database. Most SEC forms for public companies can now be accessed
from Internet-based financial sites, such as Yahoo!'s finance site (www.finance.yahoo.com).

A second approach is to choose a smaller company in your city or town fo study. Although small com-
panies are not routinely covered in the national business press, they may be covered in the local press.
More important, this approach can work well if the management of the company will agree to talk to
you at length about the strategy and structure of the company. If you happen to know somebody in such
a company or if you have worked there at some point, this approach can be very worthwhile. However,
we do not recommend this approach unless you can get a substantial amount of guaranteed access to
the company of your choice. If in doubt, ask your instructor before making a decision. The primary goal
is to make sure that you have access to enough interesting information to complete a detailed and com-
prehensive analysis.

Your assignment for Module 1 is to choose a company to study and to obtain enough information
about it to carry out the following instructions and answer the questions:

1. Give a short account of the history of the company, and trace the evolution of its strategy. Try to
determine whether the strategic evolution of your company is the product of intended strategies,
emergent strategies, or some combination of the two.

. ldentify the mission and major goals of the company.

. Do a preliminary analysis of the internal strengths and weaknesses of the company and the opportu-
nities and threats that it faces in its environment. On the basis of this analysis, identify the strategies
that you think the company should pursue. (You will need to perform a much more detailed analysis
later in the book.)

4. Who is the CEO of the company? Evaluate the CEO’s leadership capabilities.

W N
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ETHICAL DILEMMA

You are the general manager of a home-mortgage-
lending business within a large diversified financial
services firm. In the firm’s mission statement, there is a
value that emphasizes the importance of acting with in-
tegrity at all times. When you asked the CEO what this
means, she told you that you should “do the right thing,
and not try to do all things right.” This same CEO has
also set your challenging profitability and growth goals
for the coming year. The CEO has told you that the
goals are “non-negotiable.” If you satisfy those goals,

k

g
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you will earn a large bonus and may get promoted. If
you fail to meet the goals, it may negatively affect your
career at the company. You know, however, that satis-
fying the goals will require you to lower lending stan-
dards, and it is possible that your unit will lend money
to some people whose ability to meet their mortgage
payments is questionable. If people do default on their
loans, however, your company will be able to seize
their homes and resell them, which mitigates the risk.
What should you do?

CLOSING CASE

General Electric’'s Ecomagination Strategy

Back in 2004, GE’s top-management team was going
through its annual strategic planning review when the
management team came to a sudden realization: six of
the company’s core businesses were deeply involved
in environmental and energy-related projects. The ap-
pliance business was exploring energy conservation.
The plastics business was working on the replacement
of PCBs, once widely used in industrial compounds,
which had been found to have negative consequences
for human health and the environment. The energy
business was looking into alternatives to fossil fuels,
including wind, solar, and nuclear power. Other busi-
nesses were looking at ways to reduce emissions and
use energy more efficiently. What was particularly
striking was that GE had initiated almost all of these
projects in response to requests from its customers.
When these common issues surfaced across dif-
ferent lines of business, the group members realized
that something deeper was going on that they needed
to understand. They initiated a data-gathering effort.
They made an effort to educate themselves on the sci-
ence behind energy and environmental issues, includ-
ing greenhouse gas emissions. As CEO Jeff Immelt

later explained, “We went through a process of really
understanding and coming to our own points of view
on the science.” Immelt himself became convinced
that climate change was a technical fact. GE execu-
tives engaged in “dreaming sessions” with custom-
ers in energy and heavy-industry companies to try to
understand their concerns and desires. What emerged
was a wish list from customers that included cleaner
ways to burn coal, more efficient wastewater treatment
plants, better hydrogen fuel cells, and so on. At the
same time, GE talked to government officials and reg-
ulators to try and get a sense for where public policy
might be going.

This external review led to the conclusion that
energy prices would likely increase going forward,
driven by rising energy consumption in develop-
ing nations and creating demand for energy-efficient
products. The team also saw tighter environmental
controls, including caps on greenhouse gas emissions,
as all but inevitable. At the same time, team members
looked inside GE. Although the company had already
been working on numerous energy-efficiency and
environmental projects, the team realized there were
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some gaps in technological capabilities, and there was
a lack of overarching strategy.

What emerged from these efforts was a realiza-
tion that GE could build strong businesses by helping
its customers to improve their energy efficiency and
environmental performance. As Immelt soon became
fond of saying, “green is green.” Thus was born GE’s
ecomagination strategy.

First rolled out in 2005, the ecomagination strat-
egy cut across businesses. Immelt tapped one of
the company’s promising young leaders to head the
program. GE established targets for doubling invest-
ments in clean technology to $1.5 billion per year by
2010 and growing annual revenues from eco-products
to $20 billion from $10 billion in 2004, twice the
growth rate of its overall revenues. In its own opera-
tions, GE set out to cut greenhouse gas emissions per
unit of output by 30% by 2008, and to cut absolute
emissions by 1% by 2010 (as opposed to a forecasted
increase of 40% due to the growth of the business).
These corporate goals were broken into subgoals and
handed down to the relevant businesses. Performance
against goals was reviewed on a regular basis, and the
compensation of executives was tied to their ability to
meet these goals.

The effort soon started to bear fruit. These included
a new generation of energy-efficient appliances, more-
efficient fluorescent and LED lights, a new jet engine
that burned 10% less fuel, a hybrid locomotive that
burned 3% less fuel and put out 40% lower emissions
than its immediate predecessor, lightweight plastics to
replace the steel in cars, and technologies for turning
coal into gas in order to drive electric turbines, while
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stripping most of the carbon dioxide (CO,) from the
turbine exhaust.

By the end of its first 5-year plan, GE had met or
exceeded most of its original goals, despite the global
financial crisis that hit in 2008. Not only did GE sell
more than $20 billion worth of eco-products in 2010,
according to management, these products were also
among the most profitable in GE’s portfolio. In total,
GE reported that its ecomagination portfolio included
over 140 products and solutions that had generated
$105 billion in revenues by 2011. One of the great
growth stories in the company has been its wind tur-
bine business, which it bought from Enron in 2002.
In that year, it sold $200 million worth of wind tur-
bines. By 2008, this was a $6 billion business that had
installed 10,000 turbines. By 2012, GE had installed
over 20,000 turbines worldwide and was predicting a
surge in orders from developing nations. Sales from
Brazil alone were forecasted to be in the range of
$1 billion a year for the next decade. Looking forward,
GE plans to double clean-tech R&D to $10 billion by
2015, to grow ecomagination revenues at twice the
rate of overall revenues, to reduce its own energy in-
tensity by 50% and its greenhouse gas emissions by
25%, and to reduce its water used by 25%.

Sources: D. Fisher, “GE Turns Green,” Forbes (August 8,
2005): 80-85; R. Kauffeld, A. Malhotra, and S. Higgins,
“Green Is a Strategy,” Strategy + Business (December 21,
2009); J. L. Bower, H. B. Leonard, and L. S. Paine, “Jeffrey
Immelt and the Reinvention of GE,” Reuters (October 14,
2011); and General Electric, “Progress: Ecomagination
Report 2011,” http://files.gecompany.com/ecomagination/
progress/GE_ecomagination_2011AnnualReport.pdf.

CASE DISCUSSION QUESTIONS

1. Where did the original impetus for GE's
ecomagination strategy come frome What
does this tell you about strategy making?

2. To what extent did GE follow a classic SWOT
model when formulating its ecomagination
strategy?

3. GE's CEO Jeff Immelt often states that “green
is green.” What does he mean by this? Is the
ecomagination strategy in the best interests
of GE's stockholders?

4. By mostreports, GE’s ecomagination strategy
has been successfully implemented. Why do
you think this is the case? What did GE do
correctly? What are the key lessons here?

5. If GE had not pursued an ecomagination
strategy, where do you think it would be
today? Where might it be 10 years from now?
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Strategy formulation 4 advantage 6 Values 15 Representativeness 28

The illusion of
control 28
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Dialectic inquiry 29
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Risk capital 5
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Scenario planning 25
Cognitive biases 27
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commitment 28 Outside view 29

APPENDIX TO CHAPTER 1: Enterprise Valuation, ROIC, and Growth

The ultimate goal of strategy is to maximize the
value of a company to its shareholders (subject to
the important constraints that this is done in a le-
gal, ethical, and socially responsible manner). The
two main drivers of enterprise valuation are return
on invested capital (ROIC) and the growth rate of
profits, g.*°

ROIC is defined as net operating profits less
adjusted taxes (NOPLAT) over the invested capital
of the enterprise (IC), where IC is the sum of the
company’s equity and debt (the method for calcu-
lating adjusted taxes need not concern us here).
That is:

ROIC = NOPLAT/IC
where:

NOPLAT = revenues — cost of goods sold —
operating expenses — depreciation
charges — adjusted taxes

IC = value of shareholders’ equity + value of debt

The growth rate of profits, g, can be defined as
the percentage increase in net operating profits
(NOPLAT) over a given time period. More precisely:

g = [(NOPLAT,,, — NOPLAT)/NOPLAT] x 100

Note that if NOPLAT is increasing over time, earn-
ings per share will also increase so long as (a) the
number of shares stays constant or (b) the number
of shares outstanding increases more slowly than
NOPLAT.

The valuation of a company can be calculated
using discounted cash flow analysis and applying it
to future expected free cash flows (free cash flow in
a period is defined as NOPLAT — net investments).
It can be shown that the valuation of a company
so calculated is related to the company’s weighted
average cost of capital (WACC), which is the cost
of the equity and debt that the firm uses to finance
its business, and the company’s ROIC. Specifically:

e |fROIC > WACC, the company is earning more
than its cost of capital and it is creating value.

e |f ROIC = WACC, the company is earning its
cost of capital and its valuation will be stable.
If ROIC < WACC, the company is earning less
than its cost of capital and it is therefore destroy-
ing value.

A company that earns more than its cost of capital is
even more valuable if it can grow its net operating
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profits less adjusted taxes (NOPLAT) over time. Con-
versely, a firm that is not earning its cost of capital
destroys value if it grows its NOPLAT. This critical re-
lationship between ROIC, g, and value is shown in
Table AT.

In Table A1, the figures in the cells of the matrix
represent the discounted present values of future free
cash flows for a company that has a starting NOPLAT
of $100, invested capital of $1,000, a cost of capi-
tal of 10%, and a 25-year time horizon after which
ROIC = cost of capital.

Table A1 ROIC, Growth, and Valuation

NOPLAT ROIC ROIC  ROIC ROIC ROIC
Growth, g 7.5% 10.0% 12.5% 15.0% 20

3% 887 1000 1058 1113 1170
6% 708 1000 1117 1295 1442
9% 410 1000 1354 1591 1886

The important points revealed by this exercise are
as follows:

1. A company with an already high ROIC can cre-
ate more value by increasing its profit growth
rate rather than pushing for an even higher
ROIC. Thus, a company with an ROIC of 15%

and a 3% growth rate can create more value
by increasing its profit growth rate from 3% to
9% than it can by increasing ROIC to 20%.

2. A company with a low ROIC destroys value if
it grows. Thus, if ROIC = 7.5%, a 9% growth
rate for 25 years will produce less value than
a 3% growth rate. This is because unprofitable
growth requires capital investments, the cost of
which cannot be covered. Unprofitable growth
destroys value.

3. The best of both worlds is high ROIC and high
growth.

Very few companies are able to maintain an
ROIC > WACC and grow NOPLAT over time, but
there are some notable examples, including Dell,
Microsoft, and Wal-Mart. Because these companies
have generally been able to fund their capital in-
vestment needs from internally generated cash flows,
they have not had to issue more shares to raise capi-
tal. Thus, growth in NOPLAT has translated directly
info higher earnings per share for these companies,
making their shares more attractive to investors and
leading to substantial share-price appreciation. By
successfully pursuing strategies that result in a high
ROIC and growing NOPLAT, these firms have maxi-
mized shareholder value.
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OPENING CASE
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The Market for Large Commercial
Jet Aircraft

Just two companies, Boeing and
Airbus, have long dominated the
market for large commercial jet air-
craft. In early 2012, Boeing planes
accounted for 50% of the world’s
fleet of commercial jet aircraft, and
Airbus planes accounted for 31%.
The reminder of the global market
was split between several smaller

players, including Embraer of Brazil
and Bombardier of Canada, both of
which had a 7% share. Embraer and
Bombardier, however, have to date
focused primarily on the regional jet
market, building planes of less than
100 seats. The market for aircraft with
more than 100 seats has been totally
dominated by Boeing and Airbus.
The overall market is large and
growing. In 2011, Boeing delivered
477 aircraft valved at $33 billion,
and Airbus delivered 534 aircraft val-
ved at $32 billion. Demand for new
aircraft is driven primarily by demand
for air travel, which has grown at 5%
per annum compounded since 1980.
Looking forward, Boeing predicts that
between 2011 and 2031 the world
economy will grow at 3.2% per an-
num, and airline traffic will continue
to grow at 5% per annum as more
and more people from the world's
emerging economies take fo the air
for business and pleasure frips. Given
the anticipated growth in demand,
Boeing believes the world’s air-
lines will need 34,000 new aircraft

LEARNING OBJECTIVES

After reading this chapter
you should be able fo:

2-1

2-2

2-3

2-4

Review the primary
technique used to
analyze competition
in an industry
environment: the
Five Forces model

Explore the concept
of strategic groups
and illustrate the
implications for
industry analysis

Discuss how
industries evolve
over time, with
reference to the
industry life-cycle
model

Show how

trends in the
macroenvironment
can shape

the nature of
competition in an
industry
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OPENING CASE
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§ between 2012 and 2031 with a market
| = value of $4.5 trillion dollars in today's prices.

Clearly, the scale of future demand cre-
afes an enormous profit opportunity for the
two main incumbents, Boeing and Airbus.
Given this, many observers wonder if the in-
dustry will see new entries. Historically, it has
been assumed that the high development cost
associated with bringing new commercial jet
aircraft to market, and the need to realize
substantial economies of scale to cover those
costs, has worked as a very effective deferrent
fo new enfries. For example, estimates suggest
that it cost Boeing some $18 to $20 billion
to develop ifs latest aircraft, the Boeing 787,
and that the company will have to sell 1,100
787 to break even, which will take 10 years.
Given the costs, risks, and long fime horizon
here, it has been argued that only Boeing and
Airbus can afford to develop new large com-
mercial jef aircraft.

However, in the last few years, three new
entrants have appeared. All three are build-
ing narrow-bodied jets with a seat capacity
between 100 and 190. Boeing's 737 and
the Airbus A320 currently dominate the nar-
row-bodied segment. The Commercial Aircraft
Corporation of China (Comac) is building a
170- to 190-seat narrow-bodied e, sched-
uled for introduction in 2016. To date, Comac

© iStockPhoto.com/Chepko Danil

has 380 firm orders for the aircraft, mostly
from Chinese domestic airlines. Bombardier is
developing a 100- to 150-seat plane that will
bring it info direct competition with Boeing and
Airbus for the first time. Scheduled for introduc-
tion in late 2014, Bombardier has 352 orders
and commitments for these aircraft. Embraer
too, is developing a 108- to 125-seat plane
fo compete in the narrowbodied segment.
The new entry is occurring because all three
producers believe that the market for narrow-
bodied aircraft is now large enough fo support
more than Boeing and Airbus. Bombardier
and Embraer can leverage the knowhow they
developed manufacturing regional jets to help
them move upmarket. For its part, Comac can
count on orders from Chinese airlines and the
facit support of the Chinese government fo
help it get off the ground.

In response fo these competitive threats,
Boeing and Airbus are developing new, more
fuelefficient versions of their own narow-bodied
planes, the 737 and A320. Although they
hope their new offerings will keep entrants in
check, one thing seems clear: with five produc-
ers rather than two in the market, it seems likely
that competition will become more intense in the
narrowbodied segment of the industry, which
could well drive prices and profits down for the
big two incumbent producers.

Sources: R. Marowits, “Bombardier's CSeries Drought Ends,” The Montreal Gazette, December 20, 2012; D. Cates,
"Boeing Projects Break-Even on 787 Manufacturing in 10 Years,” Seattle Times, October 26, 2011; and Boeing
Corporation, “Current Market Outlook 2012-2031," www.boeing.com/commercial /cmo/ .

OVERVIEW

Strategy formulation begins with an analysis of the forces that shape competition within

opportunities the industry in which a company is based. The goal is to understand the opportunities and
Elements and conditions threats confronting the firm, and to use this understanding to identify strategies that will
in a company’s enable the company to outperform its rivals. Opportunities arise when a company can

environment that allow
it to formulate and
implement strategies that

take advantage of conditions in its industry environment to formulate and implement strat-
egies that enable it to become more profitable. For example, as discussed in the Opening

enable it to become more  Case, the growth of demand for airline travel is creating an enormous profit opportunity for
profitable. Boeing and Airbus. In particular, both companies have developed new wide-bodied aircraft,
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the Boeing 787 and the Airbus A350, to satisfy growing demand for long-haul aircraft in
the 250- to 350-seat range. Threats arise when conditions in the external environment
endanger the integrity and profitability of the company’s business. The biggest threat con-
fronting Boeing and Airbus right now is new entry into the narrow-bodied segment of the
large commercial jet aircraft business from Comac, a Chinese company, and two success-
ful manufacturers of regional jets, Bombardier and Embraer. In response to this threat,
both Boeing and Airbus are developing next generation versions of their narrow-bodied
offerings, the Boeing 737 and the Airbus A320 (see the Opening Case). Their hope is that
these next generation aircraft, which make extensive use of composites and new more fuel-
efficient jet engines, will keep the new entrants in check. In other words, the product devel-
opment strategy of Boeing and Airbus is being driven by their assessment of opportunities
and threats in the external industry environment.

This chapter begins with an analysis of the external industry environment. First, it
examines concepts and tools for analyzing the competitive structure of an industry and
identifying industry opportunities and threats. Second, it analyzes the competitive implica-
tions that arise when groups of companies within an industry pursue similar or different
kinds of competitive strategies. Third, it explores the way an industry evolves over time, and
the changes present in competitive conditions. Fourth, it looks at the way in which forces
in the macroenvironment affect industry structure and influence opportunities and threats.
By the end of the chapter, you will understand that a company must either fit its strategy to
the external environment in which it operates or be able to reshape the environment to its
advantage through its chosen strategy in order to succeed.

DEFINING AN INDUSTRY

An industry can be defined as a group of companies offering products or services that
are close substitutes for each other—that is, products or services that satisfy the same
basic customer needs. A company’s closest competitors—its rivals—are those that serve
the same basic customer needs. For example, carbonated drinks, fruit punches, and bottled
water can be viewed as close substitutes for each other because they serve the same basic
customer needs for refreshing, cold, nonalcoholic beverages. Thus, we can talk about the
soft drink industry, whose major players are Coca-Cola, PepsiCo, and Cadbury Schweppes.
Similarly, desktop computers and notebook computers satisfy the same basic need that cus-
tomers have for computer hardware on which to run personal productivity software, browse
the Internet, send e-mail, play games, and store, display, or manipulate digital images.
Thus, we can talk about the personal computer industry, whose major players are Dell,
Hewlett-Packard, Lenovo (the Chinese company that purchased IBM’s personal computer
business), and Apple.

External analysis begins by identifying the industry within which a company competes.
To do this, managers must start by looking at the basic customer needs their company is
serving—that is, they must take a customer-oriented view of their business rather than a
product-oriented view (see Chapter 1). An industry is the supply side of a market, and com-
panies within the industry are the suppliers. Customers are the demand side of a market,
and are the buyers of the industry’s products. The basic customer needs that are served by a
market define an industry’s boundaries. It is very important for managers to realize this, for if
they define industry boundaries incorrectly, they may be caught off-guard by the rise of com-
petitors that serve the same basic customer needs but with different product offerings. For
example, Coca-Cola long saw itself as part of the soda industry—meaning carbonated soft

threats

Elements in the external
environment that could
endanger the infegrity
and profitability o%fhe

company’s business.

industry

A group of companies
offering products or
services that are close
substitutes for each other.
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drinks—whereas it actually was part of the soft drink industry, which includes noncarbonated
soft drinks. In the mid-1990s, the rise of customer demand for bottled water and fruit drinks
began to cut into the demand for sodas, which caught Coca-Cola by surprise. Coca-Cola
moved quickly to respond to these threats, introducing its own brand of water, Dasani, and
acquiring several other beverage companies, including Minute Maid and Glaceau (the owner
of the Vitamin Water brand). By defining its industry boundaries too narrowly, Coke almost
missed the rapid rise of noncarbonated soft drinks within the soft drinks market.

Industry and Sector

sector A distinction can be made between an industry and a sector. A sector is a group of closely
A é;roup of closely related  related industries. For example, as illustrated in Figure 2.1, the computer sector comprises
industries. several related industries: the computer component industries (for example, the disk drive

industry, the semiconductor industry, and the computer display industry), the computer
hardware industries (for example, the personal computer [PC] industry; the handheld com-
puter industry, which includes smartphones such as the Apple iPhone and slates such as
Apple’s iPad; and the mainframe computer industry), and the computer software industry.
Industries within a sector may be involved with one another in many different ways. Com-
panies in the computer component industries are the suppliers of firms in the computer
hardware industries. Companies in the computer software industry provide important com-
plements to computer hardware: the software programs that customers purchase to run on
their hardware. Companies in the personal, handheld, and mainframe industries indirectly
compete with each other because all provide products that are, to one degree or another,
substitutes for each other. Thus, in 2012, sales of PCs declined primarily because of boom-
ing demand for tablet computers, a substitute product.

The Computer Sector: Industries and Segments

Computer sector

v ¥ +
Computer component - Computer hardware _ Computer software
industries industries industry
I Supply I Provides
inputs complements
Disk drive Mainframe
industry industry
| |
Semiconductor clj)errnsp?l?tzlr Notebook PC
industry industry market segment
| |
Handheld Desktop PC
Cé’i;nﬁ’:tgr computer market segment
liEny industry

Server
market segment

© Cengage Learning
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Industry and Market Segments

It is also important to recognize the difference between an industry and the market segments
within that industry. Market segments are distinct groups of customers within a market that
can be differentiated from each other on the basis of their individual attributes and specific
demands. In the beer industry, for example, there are three primary segments: consumers who
drink long-established mass-market brands (e.g., Budweiser); weight-conscious consumers
who drink less-filling, low-calorie, mass-market brands (e.g., Coors Light); and consumers
who prefer premium-priced “craft beer” offered by microbreweries and many importers.
Similarly, in the PC industry, there are different market segments in which customers
desire desktop machines, lightweight portable machines, or servers that sit at the center of
a network of personal computers (see Figure 2.1). Personal computer makers recognize the
existence of these different segments by producing a range of product offerings that appeal
to customers in the different segments. Customers in all of these market segments, however,
share a common need for devices on which to run personal software applications.

Changing Industry Boundaries

Industry boundaries may change over time as customer needs evolve, or as emerging new
technologies enable companies in unrelated industries to satisfy established customer
needs in new ways. We have noted that during the 1990s, as consumers of soft drinks
began to develop a taste for bottled water and noncarbonated fruit-based drinks, Coca-Cola
found itself in direct competition with the manufacturers of bottled water and fruit-based
soft drinks: all were in the same industry.

For an example of how technological change can alter industry boundaries, consider the
convergence that is currently taking place between the computer and telecommunications
industries. Historically, the telecommunications equipment industry has been considered
an entity distinct from the computer hardware industry. However, as telecommunications
equipment has moved from analog technology to digital technology, this equipment increas-
ingly resembles computers. The result is that the boundaries between these different indus-
tries are now blurring. A digital wireless smartphone such as Apple’s iPhone, for example,
is nothing more than a small handheld computer with a wireless connection and telephone
capabilities. Thus, Samsung and Nokia, which manufacture wireless phones, are now find-
ing themselves competing directly with traditional computer companies such as Apple.

Industry competitive analysis begins by focusing upon the overall industry in which
a firm competes before market segments or sector-level issues are considered. Tools that
managers can use to perform industry analysis are discussed in the following sections: the
competitive forces model, strategic group analysis, and industry life-cycle analysis.

COMPETITIVE FORCES MODEL

Once the boundaries of an industry have been identified, managers face the task of ana-
lyzing competitive forces within the industry environment in order to identify opportuni-
ties and threats. Michael E. Porter’s well-known framework, the Five Forces model, helps
managers with this analysis." An extension of his model, shown in Figure 2.2, focuses
on six forces that shape competition within an industry: (1) the risk of entry by potential
competitors, (2) the intensity of rivalry among established companies within an industry,
(3) the bargaining power of buyers, (4) the bargaining power of suppliers, (5) the closeness
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potential competitors

Companies that are
currently not competing in
the industry but have the
potential fo do so.

Competitive Forces
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Source: Based on How Competitive Forces Shape Strategy, by Michael E. Porter, Harvard Business Review,
March/April 1979.

of substitutes to an industry’s products, and (6) the power of complement providers (Porter
did not recognize this sixth force).

As each of these forces grows stronger, it limits the ability of established companies to
raise prices and earn greater profits. Within this framework, a strong competitive force can
be regarded as a threat because it depresses profits. A weak competitive force can be viewed
as an opportunity because it allows a company to earn greater profits. The strength of the
six forces may change over time as industry conditions change. Managers face the task
of recognizing how changes in the five forces give rise to new opportunities and threats,
and formulating appropriate strategic responses. In addition, it is possible for a company,
through its choice of strategy, to alter the strength of one or more of the five forces to its
advantage. This is discussed in the following chapters.

Risk of Entry by Potential Competitors

Potential competitors are companies that are not currently competing in an industry, but
have the capability to do so if they choose. For example, in the last decade, cable television
companies have recently emerged as potential competitors to traditional phone companies.
New digital technologies have allowed cable companies to offer telephone and Internet
service over the same cables that transmit television shows.

Established companies already operating in an industry often attempt to discourage
potential competitors from entering the industry because as more companies enter, it be-
comes more difficult for established companies to protect their share of the market and
generate profits. A high risk of entry by potential competitors represents a threat to the
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profitability of established companies. As discussed in the Opening Case, there is now a
high risk of new entry into the market for large commercial jet aircraft. If this entry occurs,
it seems probable that one result will be to drive down prices and profits in the industry. If
the risk of new entry is low, established companies can take advantage of this opportunity,
raise prices, and earn greater returns.

The risk of entry by potential competitors is a function of the height of the barriers to
entry, that is, factors that make it costly for companies to enter an industry. The greater the
costs potential competitors must bear to enter an industry, the greater the barriers to entry,
and the weaker this competitive force. High entry barriers may keep potential competitors
out of an industry even when industry profits are high. Important barriers to entry include
economies of scale, brand loyalty, absolute cost advantages, customer switching costs, and
government regulation.? An important strategy is building barriers to entry (in the case of
incumbent firms) or finding ways to circumvent those barriers (in the case of new entrants).
We shall discuss this topic in more detail in subsequent chapters.

Economies of Scale Economies of scale arise when unit costs fall as a firm expands
its output. Sources of scale economies include: (1) cost reductions gained through mass-
producing a standardized output; (2) discounts on bulk purchases of raw material inputs
and component parts; (3) the advantages gained by spreading fixed production costs over a
large production volume; and (4) the cost savings associated with distributing, marketing,
and advertising costs over a large volume of output. If the cost advantages from economies
of scale are significant, a new company that enters the industry and produces on a small
scale suffers a significant cost disadvantage relative to established companies. If the new
company decides to enter on a large scale in an attempt to obtain these economies of scale,
it must raise the capital required to build large-scale production facilities and bear the high
risks associated with such an investment. In addition, an increased supply of products will
depress prices and result in vigorous retaliation by established companies, which consti-
tutes a further risk of large-scale entry. For these reasons, the threat of entry is reduced
when established companies have economies of scale.

Brand Loyalty Brand loyalty exists when consumers have a preference for the products
of established companies. A company can create brand loyalty by continuously advertising
its brand-name products and company name, patent protection of its products, product inno-
vation achieved through company research and development (R&D) programs, an empha-
sis on high-quality products, and exceptional after-sales service. Significant brand loyalty
makes it difficult for new entrants to take market share away from established companies.
Thus, it reduces the threat of entry by potential competitors; they may see the task of break-
ing down well-established customer preferences as too costly. In the smartphone business,
for example, Apple has generated such strong brand loyalty with its iPhone offering and
related products that Microsoft is finding it very difficult to attract customers away from
Apple and build demand for its new Windows 8 phone, introduced in late 2011. Despite its
financial might, a year after launching the Windows 8 phone, Microsoft’s U.S. market share
remained mired at around 2.7%, whereas Apple led the market with a 53% share.?

Absolute Cost Advantages Sometimes established companies have an absolute cost
advantage relative to potential entrants, meaning that entrants cannot expect to match the
established companies’ lower cost structure. Absolute cost advantages arise from three
main sources: (1) superior production operations and processes due to accumulated experi-
ence, patents, or trade secrets; (2) control of particular inputs required for production, such
as labor, materials, equipment, or management skills, that are limited in their supply; and
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(3) access to cheaper funds because existing companies represent lower risks than new
entrants. If established companies have an absolute cost advantage, the threat of entry as a
competitive force is weaker.

Customer Switching Costs ~ Switching costs arise when a customer invests time, energy,
and money switching from the products offered by one established company to the prod-
ucts offered by a new entrant. When switching costs are high, customers can be locked in to
the product offerings of established companies, even if new entrants offer better products.*
A familiar example of switching costs concerns the costs associated with switching from one
computer operating system to another. If a person currently uses Microsoft’s Windows operat-
ing system and has a library of related software applications and document files, it is expensive
for that person to switch to another computer operating system. To effect the change, this
person would need to purchase a new set of software applications and convert all existing
document files to the new system’s format. Faced with such an expense of money and time,
most people are unwilling to make the switch unless the competing operating system offers a
substantial leap forward in performance. Thus, the higher the switching costs, the higher the
barrier to entry for a company attempting to promote a new computer operating system.

Government Regulations Historically, government regulation has constituted a ma-
jor entry barrier for many industries. For example, until the mid-1990s, U.S. government
regulation prohibited providers of long-distance telephone service from competing for
local telephone service, and vice versa. Other potential providers of telephone service,
including cable television service companies such as Time Warner and Comcast (which
could have used their cables to carry telephone traffic as well as TV signals), were
prohibited from entering the market altogether. These regulatory barriers to entry sig-
nificantly reduced the level of competition in both the local and long-distance telephone
markets, enabling telephone companies to earn higher profits than they might have
otherwise. All this changed in 1996 when the government significantly deregulated the
industry. In the months that followed this repeal of policy, local, long-distance, and
cable TV companies all announced their intention to enter each other’s markets, and a
host of new players entered the market. The competitive forces model predicts that fall-
ing entry barriers due to government deregulation will result in significant new entry,
an increase in the intensity of industry competition, and lower industry profit rates, and
that is what occurred here.

In summary, if established companies have built brand loyalty for their products, have
an absolute cost advantage over potential competitors, have significant scale economies,
are the beneficiaries of high switching costs, or enjoy regulatory protection, the risk of
entry by potential competitors is greatly diminished; it is a weak competitive force. Conse-
quently, established companies can charge higher prices, and industry profits are therefore
higher. Evidence from academic research suggests that the height of barriers to entry is one
of the most important determinants of profit rates within an industry.’ Clearly, it is in the
interest of established companies to pursue strategies consistent with raising entry barriers
to secure these profits. Additionally, potential new entrants must find strategies that allow
them to circumvent barriers to entry.

Rivalry Among Established Companies

The second competitive force is the intensity of rivalry among established companies
within an industry. Rivalry refers to the competitive struggle between companies within
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2.1 STRATEGY IN ACTION

Circumventing Entry Barriers into the Soft Drink Industry ®

Two companies have long dominated the carbonated
soft drink industry: Coca-Cola and PepsiCo. By spend-
ing large sums of money on advertising and promotion,
these two giants have created significant brand loyalty
and made it very difficult for new competitors to enter
the industry and take market share away. When new
competitors have tried to enter, both companies have
responded by cutting prices, forcing the new entrants to
curtail expansion plans.

However, in the early 1990s, the Cott Corporation,
then a small Canadian bottling company, worked out a
strategy for entering the carbonated soft drink market.
Coftt's strategy was deceptively simple. The company
initially focused on the cola segment of the market. Cott
entered a deal with Royal Crown Cola for exclusive
global rights to its cola concentrate. RC Cola was a
small player in the U.S. cola market. Its products were
recognized as high quality, but RC Cola had never
been able to effectively challenge Coke or Pepsi. Next,
Coftt entered an agreement with a Canadian grocery
refailer, Loblaw, to provide the retailer with its own
private-label brand of cola. The Loblaw private-label
brand, known as “President’s Choice,” was priced low,
became very successful, and took shares from both
Coke and Pepsi.

Emboldened by this success, Cott decided to try to
convince other retailers to carry private-label cola. To
retailers, the value proposition was simple because, un-
like its major rivals, Cott spent almost nothing on adver-
tising and promotion. This constituted a major source
of cost savings, which Cott passed on to retailers in the
form of lower prices. Retailers found that they could
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significantly undercut the price of Coke and Pepsi co-
las and still make better profit margins on private-label
brands than on branded colas.

Despite this compelling value proposition, few re-
tailers were willing to sell private-label colas for fear
of alienating Coca-Cola and Pepsi, whose products
were a major draw for grocery store traffic. Cott's
breakthrough came in the 1990s when it signed a
deal with Wal-Mart to supply the retailing giant with
a private-label cola called “Sam’s Choice” (named
after Wal-Mart founder Sam Walton). Wal-Mart
proved to be the perfect distribution channel for Cott.
The retailer was just beginning to appear in the gro-
cery business, and consumers went to Wal-Mart not
to buy branded merchandise, but to get low prices.
As Wal-Mart's grocery business grew, so did Cott's
sales. Cott soon added other flavors to its offering,
such as lemon-lime soda, which would compete with
7-Up and Sprite. Moreover, by the late 1990s, other
U.S. grocers pressured by Wal-Mart had also started
to introduce private-label sodas, and often turned to
Cott to supply their needs.

By 2011, Cott's private-label customers included
Wal-Mart, Kroger, Costco, and Safeway.

Cott had revenues of $2.33 billion and accounted
for 60% of all private-label sales of carbonated bever-
ages in the United States, and 6 to 7% of overall sales
of carbonated beverages in grocery stores, its core
channel. Although Coca-Cola and PepsiCo remain
dominant, they have lost incremental market share to
Cott and other companies that have followed Cott’s
strategy.

Sources: A. Kaplan,“Coft Corporation,” Beverage World, June 15, 2004, p. 32; . Popp,"2004 Soft Drink Report,”Beverage Industry,
March 2004, pp. 13-18; L. Sparks,"From Coca-Colonization to Copy Catting: The Coft Corporation and Refailers Brand Soft Drinks
in the UK and US,"Agribusiness 13:2 (March 1997): 153-167; E. Cherney,"Alfter Flat Sales, Coft Challenges Pepsi, Coca-Cola,”
Wall Street Journal, January 8, 2003, pp. B1, B8;"Cott Corporation: Company Profile,” Just Drinks, August 2006, pp. 19-22; and

Cott Corp. 2011 Annual Report, www.cott.com.
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an industry to gain market share from each other. The competitive struggle can be fought
using price, product design, advertising and promotional spending, direct-selling efforts,
and after-sales service and support. Intense rivalry implies lower prices or more spend-
ing on non-price-competitive strategies, or both. Because intense rivalry lowers prices and
raises costs, it squeezes profits out of an industry. Thus, intense rivalry among established
companies constitutes a strong threat to profitability. Alternatively, if rivalry is less intense,
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companies may have the opportunity to raise prices or reduce spending on non-price-
competitive strategies, leading to a higher level of industry profits. Four factors have a
major impact on the intensity of rivalry among established companies within an industry:
(1) industry competitive structure, (2) demand conditions, (3) cost conditions, and (4) the
height of exit barriers in the industry.

Industry Competitive Structure The competitive structure of an industry refers to the
number and size distribution of companies in it, something that strategic managers deter-
mine at the beginning of an industry analysis. Industry structures vary, and different struc-
tures have different implications for the intensity of rivalry. A fragmented industry consists
of a large number of small or medium-sized companies, none of which is in a position to
determine industry price. A consolidated industry is dominated by a small number of large
companies (an oligopoly) or, in extreme cases, by just one company (a monopoly), and
companies often are in a position to determine industry prices. Examples of fragmented
industries are agriculture, dry cleaning, health clubs, real estate brokerage, and sun-tanning
parlors. Consolidated industries include the aerospace, soft drink, wireless service, and
small package express delivery industries. In the small package express delivery industry,
for example, two firms, UPS and FedEx, account for over 80% of industry revenues in the
United States.

Low-entry barriers and commodity-type products that are difficult to differentiate char-
acterize many fragmented industries. This combination tends to result in boom-and-bust
cycles as industry profits rapidly rise and fall. Low-entry barriers imply that new entrants
will flood the market, hoping to profit from the boom that occurs when demand is strong
and profits are high. The explosive number of video stores, health clubs, and sun-tanning
parlors that arrived on the market during the 1980s and 1990s exemplifies this situation.

Often the flood of new entrants into a booming, fragmented industry creates excess ca-
pacity, and companies start to cut prices in order to use their spare capacity. The difficulty
companies face when trying to differentiate their products from those of competitors can
exacerbate this tendency. The result is a price war, which depresses industry profits, forces
some companies out of business, and deters potential new entrants. For example, after a
decade of expansion and booming profits, many health clubs are now finding that they
have to offer large discounts in order to maintain their memberships. In general, the more
commodity-like an industry’s product, the more vicious the price war will be. The bust
part of this cycle continues until overall industry capacity is brought into line with demand
(through bankruptcies), at which point prices may stabilize again.

A fragmented industry structure, then, constitutes a threat rather than an opportunity.
Economic boom times in fragmented industries are often relatively short-lived because the
ease of new entry can soon result in excess capacity, which in turn leads to intense price
competition and the failure of less efficient enterprises. Because it is often difficult to dif-
ferentiate products in these industries, trying to minimize costs is the best strategy for a
company so it will be profitable in a boom and survive any subsequent bust. Alternatively,
companies might try to adopt strategies that change the underlying structure of fragmented
industries and lead to a consolidated industry structure in which the level of industry profit-
ability is increased. (Exactly how companies can do this is something we shall consider in
later chapters.)

In consolidated industries, companies are interdependent because one company’s com-
petitive actions (changes in price, quality, etc.) directly affect the market share of its rivals, and
thus their profitability. When one company makes a move, this generally “forces” a response
from its rivals, and the consequence of such competitive interdependence can be a dangerous
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2.2 STRATEGY IN ACTION e

OOOC)O(_)(D

Price Wars in the Breakfast Cereal Industry
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For decades, the breakfast cereal industry was one of
the most profitable in the United States. The industry
has a consolidated structure dominated by Kellogg’s,
General Mills, and Kraft Foods with its Post brand.
Strong brand loyalty, coupled with control over the
allocation of supermarket shelf space, helped to limit
the potential for new entry. Meanwhile, steady demand
growth of about 3% per annum kept industry revenues
expanding. Kellogg's, which accounted for over 40%
of the market share, acted as the price leader in the
industry. Every year Kellogg's increased cereal prices,
its rivals followed, and industry profits remained high.

This favorable industry structure began to change in
the 1990s when growth in demand slowed—and then
stagnated—as a latte and bagel or muffin replaced
cereal as the American morning fare. Then came the
rise of powerful discounters such as Wal-Mart (which
entered the grocery industry in 1994) that began to ag-
gressively promote their own cereal brands, and priced
their products significantly below the brand-name cere-
als. As the decade progressed, other grocery chains
such as Kroger's started to follow suit, and brand loy-
alty in the industry began to decline as customers real-
ized that a $2.50 bag of wheat flakes from Wal-Mart
tasted about the same as a $3.50 box of Cornflakes
from Kellogg's. As sales of cheaper store-brand cereals
began to take off, supermarkets, no longer as depen-
dent on brand names to bring traffic into their stores,
began to demand lower prices from the branded cereal
manufacturers.

For several years, manufacturers of brand-name
cereals tried to hold out against these adverse trends,
but in the mid-1990s, the dam broke. In 1996, Kraft
(then owned by Philip Morris) aggressively cut prices
by 20% for its Post brand in an attempt to gain market
share. Kellogg's soon followed with a 19% price cut
on two-thirds of its brands, and General Mills quickly
did the same. The decades of tacit price collusion were
officially over.

If breakfast cereal companies were hoping that
price cuts would stimulate demand, they were wrong.

Instead, demand remained flat while revenues and
margins followed price decreases, and operating mar-
gins at Kellogg's dropped from 18% in 1995 to 10.2%
in 1996, a trend also experienced by the other brand-
name cereal manufacturers.

By 2000, conditions had only worsened. Private-
label sales continued to make inroads, gaining over
10% of the market. Moreover, sales of breakfast
cereals started to contract at 1% per annum. To cap it
off, an aggressive General Mills continued to launch
expensive price-and-promotion campaigns in an
attempt to take share away from the market leader.
Kellogg's saw its market share slip to just over 30%
in 2001, behind the 31% now held by General Mills.
For the first time since 1906, Kellogg's no longer led
the market. Moreover, profits at all three major pro-
ducers remained weak in the face of continued price
discounting.

In mid-2001, General Mills finally blinked and
raised prices a modest 2% in response fo its own rising
costs. Competitors followed, signaling—perhaps—that
after a decade of costly price warfare, pricing disci-
pline might once more emerge in the industry. Both
Kellogg’s and General Mills tried to move further away
from price competition by focusing on brand exten-
sions, such as Special K containing berries and new
varieties of Cheerios. Efforts with Special K helped
Kellogg’s recapture market leadership from General
Mills, and, more important, the renewed emphasis on
non-price competition halted years of damaging price
warfare.

However, after a decade of relative peace, price
wars broke out in 2010 once more in this industry. The
trigger, yet again, appears to have been falling de-
mand for breakfast cereals due to the consumption of
substitutes, such as a quick trip to the local coffee shop.
In the third quarter of 2010, prices fell by 3.6%, and
unit volumes by 3.4%, leading fo falling profit rates at
Kellogg's. Both General Mills and Kellogg’s announced
plans to introduce new products in 2011 in an attempt
to boost demand and raise prices.

Sources: G. Morgenson, “Denial in Batile Creek,” Forbes, October 7, 1996, p. 44; J. Muller, “Thinking out of the Cereal Box,”
Business Week, January 15, 2001, p. 54; A. Merrill,"General Mills Increases Prices,” Star Tribune, June 5, 2001, p. 1D; S. Reyes,
"Big G, Kellogg's Attempt to Berry Each Other,” Brandweek, Ocfober 7, 2002, p. 8; and M. Andrejczak, “Kellogg's Profit Hurt by

Cereal Price War," Market Watch, November 2, 2010.
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competitive spiral. Rivalry increases as companies attempt to undercut each other’s prices, or
offer customers more value in their products, pushing industry profits down in the process.
Companies in consolidated industries sometimes seek to reduce this threat by following
the prices set by the dominant company in the industry.® However, companies must be care-
ful, for explicit face-to-face price-fixing agreements are illegal. (Tacit, indirect agreements,
arrived at without direct or intentional communication, are legal.) Instead, companies set
prices by watching, interpreting, anticipating, and responding to one another’s strategies.
However, tacit price-leadership agreements often break down under adverse economic con-
ditions, as has occurred in the breakfast cereal industry, profiled in Strategy in Action 2.2.

Industry Demand  The level of industry demand is another determinant of the intensity
of rivalry among established companies. Growing demand from new customers or addi-
tional purchases by existing customers tend to moderate competition by providing greater
scope for companies to compete for customers. Growing demand tends to reduce rivalry
because all companies can sell more without taking market share away from other companies.
High industry profits are often the result. Conversely, declining demand results in increased
rivalry as companies fight to maintain market share and revenues (as in the breakfast cereal
industry example). Demand declines when customers exit the marketplace, or when each
customer purchases less. When this is the case, a company can only grow by taking market
share away from other companies. Thus, declining demand constitutes a major threat, for it
increases the extent of rivalry between established companies.

Cost Conditions The cost structure of firms in an industry is a third determinant of
rivalry. In industries where fixed costs are high, profitability tends to be highly leveraged to
sales volume, and the desire to grow volume can spark intense rivalry. Fixed costs are the
costs that must be paid before the firm makes a single sale. For example, before they can
offer service, cable TV companies must lay cable in the ground; the cost of doing so is a
fixed cost. Similarly, to offer express courier service, a company such as FedEx must first
invest in planes, package-sorting facilities, and delivery trucks—all fixed costs that require
significant capital investments. In industries where the fixed costs of production are high,
firms cannot cover their fixed costs and will not be profitable if sales volume is low. Thus
they have an incentive to cut their prices and/or increase promotional spending to drive
up sales volume in order to cover fixed costs. In situations where demand is not growing
fast enough and too many companies are simultaneously engaged in the same actions, the
result can be intense rivalry and lower profits. Research suggests that the weakest firms in
an industry often initiate such actions, precisely because they are struggling to cover their
fixed costs.’

Exit Barriers Exit barriers are economic, strategic, and emotional factors that prevent
companies from leaving an industry.® If exit barriers are high, companies become locked
into an unprofitable industry where overall demand is static or declining. The result is of-
ten excess productive capacity, leading to even more intense rivalry and price competition
as companies cut prices, attempting to obtain the customer orders needed to use their idle
capacity and cover their fixed costs.” Common exit barriers include the following:

e Investments in assets such as specific machines, equipment, or operating facilities that
are of little or no value in alternative uses, or cannot be later sold. If the company
wishes to leave the industry, it must write off the book value of these assets.

* High fixed costs of exit, such as severance pay, health benefits, or pensions that must be
paid to workers who are being made laid off when a company ceases to operate.
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¢ Emotional attachments to an industry, such as when a company’s owners or employees
are unwilling to exit from an industry for sentimental reasons or because of pride.

e Economic dependence on the industry because a company relies on a single industry
for its entire revenue and all profits.

e The need to maintain an expensive collection of assets at or above a minimum level in
order to participate effectively in the industry.

e Bankruptcy regulations, particularly in the United States, where Chapter 11 bankruptcy
provisions allow insolvent enterprises to continue operating and to reorganize under
this protection. These regulations can keep unprofitable assets in the industry, result in
persistent excess capacity, and lengthen the time required to bring industry supply
in line with demand.

As an example of exit barriers and effects in practice, consider the small package express
mail and parcel delivery industry. Key players in this industry, such as FedEx and UPS,
rely entirely upon the delivery business for their revenues and profits. They must be able to
guarantee their customers that they will deliver packages to all major localities in the United
States, and much of their investment is specific to this purpose. To meet this guarantee, they
need a nationwide network of air routes and ground routes, an asset that is required in order
to participate in the industry. If excess capacity develops in this industry, as it does from time
to time, FedEx cannot incrementally reduce or minimize its excess capacity by deciding not
to fly to and deliver packages in Miami, for example, because that portion of its network is
underused. If it did, it would no longer be able to guarantee to its customers that packages
could be delivered to all major locations in the United States, and its customers would switch
to another carrier. Thus, the need to maintain a nationwide network is an exit barrier that can
result in persistent excess capacity in the air express industry during periods of weak demand.

The Bargaining Power of Buyers

The third competitive force is the bargaining power of buyers. An industry’s buyers may be
the individual customers who consume its products (end-users) or the companies that dis-
tribute an industry’s products to end-users, such as retailers and wholesalers. For example,
although soap powder made by Procter & Gamble (P&G) and Unilever is consumed by
end-users, the principal buyers of soap powder are supermarket chains and discount stores,
which resell the product to end-users. The bargaining power of buyers refers to the ability
of buyers to bargain down prices charged by companies in the industry, or to raise the costs
of companies in the industry by demanding better product quality and service. By lowering
prices and raising costs, powerful buyers can squeeze profits out of an industry. Powerful
buyers, therefore, should be viewed as a threat. Alternatively, when buyers are in a weak
bargaining position, companies in an industry can raise prices and perhaps reduce their
costs by lowering product quality and service, thus increasing the level of industry profits.
Buyers are most powerful in the following circumstances:

e When the buyers have choice of who to buy from. If the industry is a monopoly, buyers
obviously lack choice. If there are two or more companies in the industry, the buyers
clearly have choice.

e When the buyers purchase in large quantities. In such circumstances, buyers can use
their purchasing power as leverage to bargain for price reductions.

e When the supply industry depends upon buyers for a large percentage of its total
orders.

e When switching costs are low and buyers can pit the supplying companies against each
other to force down prices.
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e When it is economically feasible for buyers to purchase an input from several compa-
nies at once so that buyers can pit one company in the industry against another.

e When buyers can threaten to enter the industry and independently produce the product,
thus supplying their own needs, also a tactic for forcing down industry prices.

The automobile component supply industry, whose buyers are large manufacturers such
as GM, Ford, and Toyota, is a good example of an industry in which buyers have strong
bargaining power, and thus a strong competitive threat. Why? The suppliers of auto com-
ponents are numerous and typically smaller in scale; their buyers, the auto manufacturers,
are large in size and few in number. Additionally, to keep component prices down, histori-
cally both Ford and GM have used the threat of manufacturing a component themselves
rather than buying it from auto component suppliers. The automakers use their powerful
position to pit suppliers against one another, forcing down the prices for component parts
and demanding better quality. If a component supplier objects, the automaker can use the
threat of switching to another supplier as a bargaining tool.

The Bargaining Power of Suppliers

The fourth competitive force is the bargaining power of suppliers—the organizations that
provide inputs into the industry, such as materials, services, and labor (which may be indi-
viduals, organizations such as labor unions, or companies that supply contract labor). The
bargaining power of suppliers refers to the ability of suppliers to raise input prices, or to
raise the costs of the industry in other ways—for example, by providing poor-quality inputs
or poor service. Powerful suppliers squeeze profits out of an industry by raising the costs
of companies in the industry. Thus, powerful suppliers are a threat. Conversely, if suppliers
are weak, companies in the industry have the opportunity to force down input prices and
demand higher-quality inputs (such as more productive labor). As with buyers, the ability
of suppliers to make demands on a company depends on their power relative to that of the
company. Suppliers are most powerful in these situations:

e The product that suppliers sell has few substitutes and is vital to the companies in an
industry.

e The profitability of suppliers is not significantly affected by the purchases of companies
in a particular industry, in other words, when the industry is not an important customer
to the suppliers.

e Companies in an industry would experience significant switching costs if they moved
to the product of a different supplier because a particular supplier’s products are unique
or different. In such cases, the company depends upon a particular supplier and cannot
pit suppliers against each other to reduce prices.

e Suppliers can threaten to enter their customers’ industry and use their inputs to produce
products that would compete directly with those of companies already in the industry.

e Companies in the industry cannot threaten to enter their suppliers’ industry and make
their own inputs as a tactic for lowering the price of inputs.

An example of an industry in which companies are dependent upon a powerful supplier
is the PC industry. Personal computer firms are heavily dependent on Intel, the world’s larg-
est supplier of microprocessors for PCs. Intel’s microprocessor chips are the industry stan-
dard for personal computers. Intel’s competitors, such as Advanced Micro Devices (AMD),
must develop and supply chips that are compatible with Intel’s standard. Although AMD has
developed competing chips, Intel still supplies approximately 85% of the chips used in PCs
primarily because only Intel has the manufacturing capacity required to serve a large share
of the market. It is beyond the financial resources of Intel’s competitors, such as AMD, to
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match the scale and efficiency of Intel’s manufacturing systems. This means that although
PC manufacturers can purchase some microprocessors from Intel’s rivals, most notably
AMD, they still must turn to Intel for the bulk of their supply. Because Intel is in a powerful
bargaining position, it can charge higher prices for its microprocessors than if its competitors
were stronger and more numerous (that is, if the microprocessor industry were fragmented).

FOCUS ON: Wal-Mart

Wal-Mart'S Bargaining Power Over Suppliers

When Wal-Mart and other discount retailers began in
the 1960s, they were small operations with little pur-
chasing power. To generate store traffic, they depended
in large part on stocking nationally branded merchan-
dise from well-known companies such as P&G and
Rubbermaid. Because the discounters did not have high
sales volume, the nationally branded companies set the
price. This meant that the discounters had to look for
other ways to cut costs, which they typically did by em-
phasizing self-service in stripped-down stores located
in the suburbs where land was cheaper (in the 1960s,
the main competitors for discounters were full-service
department stores such as Sears that were often located
in downtown shopping areas).

Discounters such as K-Mart purchased their mer-
chandise through wholesalers, which in turned bought
from manufacturers. The wholesaler would come into
a store and write an order, and when the merchandise
arrived, the wholesaler would come in and stock the
shelves, saving the retailer labor costs. However, Wal-
Mart was located in Arkansas and placed its stores in
small towns. Wholesalers were not particularly inter-
ested in serving a company that built its stores in such
out-of-the-way places. They would do it only if Wal-
Mart paid higher prices.

Wal-Mart’s Sam Walton refused to pay higher
prices. Instead he took his fledgling company pub-
lic and used the capital raised to build a distribution
center to stock merchandise. The distribution center
would serve all stores within a 300-mile radius, with
trucks leaving the distribution center daily to restock
the stores. Because the distribution center was serv-
ing a collection of stores and thus buying in larger
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volumes, Walton found that he was able to cut the
wholesalers out of the equation and order directly
from manufacturers. The cost savings generated by
not having to pay profits to wholesalers were then
passed on to consumers in the form of lower prices,
which helped Wal-Mart continue growing. This
growth increased its buying power and thus its ability
to demand deeper discounts from manufacturers.

Today, Wal-Mart has turned its buying process into
an art form. Because 8% of all retail sales in the United
States are made in a Wal-Mart store, the company has
enormous bargaining power over its suppliers. Suppli-
ers of nationally branded products, such as P&G, are
no longer in a position to demand high prices. Instead,
Wal-Mart is now so important to P&G that it is able
to demand deep discounts from P&G. Moreover, Wal-
Mart has itself become a brand that is more power-
ful than the brands of manufacturers. People don’t go
to Wal-Mart to buy branded goods; they go to Wal-
Mart for the low prices. This simple fact has enabled
Wal-Mart to bargain down the prices it pays, always
passing on cost savings to consumers in the form of
lower prices.

Since the early 1990s, Wal-Mart has provided
suppliers with real-time information on store sales
through the use of individual stock-keeping units
(SKUs). These have allowed suppliers to optimize
their own production processes, matching output to
Wal-Mart’s demands and avoiding under- or overpro-
duction and the need to store inventory. The efficien-
cies that manufacturers gain from such information
are passed on to Wal-Mart in the form of lower prices,
which then passes on those cost savings to consumers.

Sources: “How Big Can It Grow?—Wal-Mart,” Economist, April 17, 2004, pp. 74-76; H. Gilman, “The Most Underrated CEO Ever,”
Fortune, April 5, 2004, pp. 242-247; and K. Schaffner, “Psst! Want to Sell to Wal-Mart?,” Apparel Industry Magazine, August 1996,

pp- 18-20.
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Substitute Products

The final force in Porter’s model is the threat of substitute products: the products of differ-
ent businesses or industries that can satisfy similar customer needs. For example, compa-
nies in the coffee industry compete indirectly with those in the tea and soft drink industries
because all three serve customer needs for nonalcoholic drinks. The existence of close
substitutes is a strong competitive threat because this limits the price that companies in one
industry can charge for their product, which also limits industry profitability. If the price
of coffee rises too much relative to that of tea or soft drinks, coffee drinkers may switch to
those substitutes.

If an industry’s products have few close substitutes (making substitutes a weak com-
petitive force), then companies in the industry have the opportunity to raise prices and
earn additional profits. There is no close substitute for microprocessors, which thus gives
companies like Intel and AMD the ability to charge higher prices than if there were avail-
able substitutes.

Complementors

Andrew Grove, the former CEO of Intel, has argued that Porter’s original formulation of
competitive forces ignored a sixth force: the power, vigor, and competence of complemen-
tors.!” Complementors are companies that sell products that add value to (complement) the
products of companies in an industry because, when used together, the use of the combined
products better satisfies customer demands. For example, the complementors to the PC
industry are the companies that make software applications to run on the computers. The
greater the supply of high-quality software applications running on these machines,
the greater the value of PCs to customers, the greater the demand for PCs, and the greater
the profitability of the PC industry.

Grove’s argument has a strong foundation in economic theory, which has long argued
that both substitutes and complements influence demand in an industry.!" Research has
emphasized the importance of complementary products in determining demand and profit-
ability in many high-technology industries, such as the computer industry in which Grove
made his mark.'> When complements are an important determinant of demand for an indus-
try’s products, industry profits critically depend upon an adequate supply of complemen-
tary products. When the number of complementors is increasing and producing attractive
complementary products, demand increases and profits in the industry can broaden oppor-
tunities for creating value. Conversely, if complementors are weak, and are not producing
attractive complementary products, they can become a threat, slowing industry growth and
limiting profitability.

It’s also possible for complementors to gain so much power that they are able to
extract profit out of the industry they are providing complements to. Complementors
this strong can be a competitive threat. For example, in the videogame industry, the
companies that produce the consoles—Nintendo, Microsoft (with Xbox), and Sony (with
the PlayStation)—have historically made most of the money in the industry. They have
done this by charging game-development companies (the complement providers) a roy-
alty fee for every game sold that runs on their consoles. For example, Nintendo used to
charge third-party game developers a 20% royalty fee for every game they sold that was
written to run on a Nintendo console. However, two things have changed over the last
decade. First, game developers have choices. They can, for example, decide to write for
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Microsoft Xbox first, and Sony PlayStation a year later. Second, some game franchises
are now so popular that consumers will purchase whichever platform runs the most
recent version of the game. For example, Madden NFL, which is produced by Electronic
Arts, has an estimated 5 to 7 million dedicated fans who will purchase each new release.
The game is in such demand that Electronic Arts can bargain for lower royalty rates
from Microsoft and Sony in return for writing it to run on their gaming platforms. Put
differently, Electronic Arts has gained bargaining power over the console producers, and
it uses this to extract profit from the console industry in the form of lower royalty rates
paid to console manufacturers. The console manufacturers have responded by trying to
develop their own powerful franchises that are exclusive to their platforms. Nintendo has
been successful here with its long-running Super Mario series, and Microsoft has had a
major franchise hit with its Halo series, which is now in its fourth version.

Summary: Why Industry Analysis Matters

The analysis of forces in the industry environment using the competitive forces framework
is a powerful tool that helps managers to think strategically. It is important to recognize that
one competitive force often affects others, and all forces need to be considered when per-
forming industry analysis. For example, if new entry occurs due to low entry barriers, this
will increase competition in the industry and drive down prices and profit rates, other things
being equal. If buyers are powerful, they may take advantage of the increased choice result-
ing from new entry to further bargain down prices, increasing the intensity of competition
and making it more difficult to make a decent profit in the industry. Thus, it is important to
understand how one force might impact upon another.

Industry analysis inevitably leads managers to think systematically about strategic
choices. For example, if entry barriers are low, managers might ask themselves, “how can
we raise entry barriers into this industry, thereby reducing the threat of new competition?”
The answer often involves trying to achieve economies of scale, build brand loyalty, create
switching costs, and so on, so that new entrants are at a disadvantage and find it difficult to
gain traction in the industry. Or they could ask, “How can we modify the intensity of com-
petition in our industry?”. They might do this by emphasizing brand loyalty in an attempt
to differentiate their products, or by creating switching costs that reduce buyer power in
the industry. Wireless service providers, for example, require their customers to sign a new
2-year contract with early termination fees that may run into hundreds of dollars whenever
they upgrade their phone equipment. This action effectively increases the costs of switch-
ing to a different wireless provider, thus making it more difficult for new entrants to gain
traction in the industry. The increase in switching costs also moderates the intensity of
rivalry in the industry by making it less likely that consumers will switch from one provider
to another in an attempt to lower the price they pay for their service.

When Coca-Cola looked at its industry environment in the early 2000s, it noticed a
disturbing trend—per capita consumption of carbonated beverages had started to decline as
people switched to noncarbonated soft drinks. In other words, substitute products were be-
coming a threat. This realization led to a change in the strategy at Coca-Cola. The company
started to develop and offer its own noncarbonated beverages, effectively turning the threat
into a strategic opportunity. Similarly, in the 2000s, demand for traditional newspapers be-
gan to decline as people increasingly started to consume news content on the Web. In other
words, the threat from a substitute product was increasing. Several traditional newspapers
responded by rapidly developing their own Web-based content.
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In all of these examples, an analysis of industry opportunities and threats led directly
to a change in strategy by companies within the industry. This, of course, is the crucial
point—analyzing the industry environment in order to identify opportunities and threats
leads logically to a discussion of what strategies should be adopted to exploit opportunities
and counter threats. We will return to this issue again in Chapters 5, 6, and 7 when we look
at the different business-level strategies firms can pursue, and how they can match strategy
to the conditions prevailing in their industry environment.

STRATEGIC GROUPS WITHIN INDUSTRIES

Companies in an industry often differ significantly from one another with regard to the
way they strategically position their products in the market. Factors such as the distribu-
tion channels they use, the market segments they serve, the quality of their products,
technological leadership, customer service, pricing policy, advertising policy, and promo-
tions affect product position. As a result of these differences, within most industries, it is
possible to observe groups of companies in which each company follows a strategy that
is similar to that pursued by other companies in the group, but different from the strategy
pursued by companies in other groups. These different groups of companies are known as
strategic groups.'

For example, as noted in the Opening Case, in the commercial aerospace industry there
has traditionally been two main strategic groups: the manufacturers of regional jets and the
manufacturers of large commercial jets (see Figure 2.3). Bombardier and Embraer are the
standouts in the regional jet industry, whereas Boeing and Airbus have lone dominated
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the market for large commercial jets. Regional jets have less than 100 seats and limited
range. Large jets have anywhere from 100 to 550 seats, and some models are able to fly
across the Pacific Ocean. Large jets are sold to major airlines, and regional jets to small
regional carriers. Historically, the companies in the regional jet group have competed
against each other, but not against Boeing and Airbus (the converse is also true).

Normally, the basic differences between the strategies that companies in differ-
ent strategic groups use can be captured by a relatively small number of factors. In the
case of commercial aerospace, the differences are primarily in terms of product attri-
butes (seat capacity and range), and customer set (large airlines versus smaller regional
airlines). For another example, consider the pharmaceutical industry. Here two primary
strategic groups stand out." One group, which includes such companies as Merck,
Eli Lilly, and Pfizer, is characterized by a business model based on heavy R&D spend-
ing and a focus on developing new, proprietary, blockbuster drugs. The companies in
this proprietary strategic group are pursuing a high-risk, high-return strategy because
basic drug research is difficult and expensive. Bringing a new drug to market can cost
up to $800 million in R&D money and a decade of research and clinical trials. The risks
are high because the failure rate in new drug development is very high: only one out of
every five drugs entering clinical trials is eventually approved by the U.S. Food and Drug
Administration. However, this strategy has potential for a high return because a single
successful drug can be patented, giving the innovator a monopoly on the production and
sale of the drug for the life of the patent (patents are issued for 20 years). This allows
proprietary companies to charge a high price for the drug, earning them millions, if not
billions, of dollars over the lifetime of the patent.

The second strategic group might be characterized as the generic-drug strategic group.
This group of companies, which includes Forest Labs, Mylan, and Watson Pharmaceu-
ticals, focuses on the manufacture of generic drugs: low-cost copies of drugs that were
developed by companies in the proprietary group, which now have expired patents. Low
R&D spending, production efficiency, and an emphasis on low prices characterize the busi-
ness models of companies in this strategic group. They are pursuing a low-risk, low-return
strategy. It is low risk because these companies are not investing millions of dollars in
R&D, and low return because they cannot charge high prices for their products.

Implications of Strategic Groups

The concept of strategic groups has a number of implications for the identification of op-
portunities and threats within an industry. First, because all companies in a strategic group
are pursuing a similar strategy, customers tend to view the products of such enterprises
as direct substitutes for each other. Thus, a company’s closest competitors are those in its
strategic group, not those in other strategic groups in the industry. The most immediate
threat to a company’s profitability comes from rivals within its own strategic group. For
example, in the retail industry, there is a group of companies that might be characterized as
discounters. Included in this group are Wal-Mart, K-mart, Target, and Fred Meyer. These
companies compete vigorously with each other, rather than with other retailers in different
groups, such as Nordstrom or The Gap. K-Mart, for example, was driven into bankruptcy
in the early 2000s, not because Nordstrom or The Gap took its business, but because Wal-
Mart and Target gained share in the discounting group by virtue of their superior strategic
execution of the discounting business model.
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A second competitive implication is that different strategic groups can have differ-
ent relationships to each of the competitive forces; thus, each strategic group may face
a different set of opportunities and threats. Each of the following can be a relatively
strong or weak competitive force depending on the competitive positioning approach
adopted by each strategic group in the industry: the risk of new entry by potential com-
petitors; the degree of rivalry among companies within a group; the bargaining power
of buyers; the bargaining power of suppliers; and the competitive force of substitute and
complementary products. For example, in the pharmaceutical industry, companies in the
proprietary group historically have been in a very powerful position in relation to buyers
because their products are patented and there are no substitutes. Also, rivalry based on
price competition within this group has been low because competition in the industry
depends upon which company is first to patent a new drug (“patent races”), not on drug
prices. Thus, companies in this group have been able to charge high prices and earn high
profits. In contrast, companies in the generic group have been in a much weaker position
because many companies are able to produce different versions of the same generic drug
after patents expire. Thus, in this strategic group, products are close substitutes, rivalry
has been high, and price competition has led to lower profits than for the companies in
the proprietary group.

The Role of Mobility Barriers

It follows from these two issues that some strategic groups are more desirable than others
because competitive forces open up greater opportunities and present fewer threats for
those groups. Managers, after analyzing their industry, might identify a strategic group
where competitive forces are weaker and higher profits can be made. Sensing an opportu-
nity, they might contemplate changing their strategy and move to compete in that strategic
group. However, taking advantage of this opportunity may be difficult because of mobility
barriers between strategic groups.

Mobility barriers are within-industry factors that inhibit the movement of companies
between strategic groups. They include the barriers to entry into a group and the barriers
to exit from a company’s existing group. For example, attracted by the promise of higher
returns, Forest Labs might want to enter the proprietary strategic group in the pharma-
ceutical industry, but it might find doing so difficult because it lacks the requisite R&D
skills, and building these skills would be an expensive proposition. Over time, companies
in different groups develop different cost structures, skills, and competencies that allow
them different pricing options and choices. A company contemplating entry into another
strategic group must evaluate whether it has the ability to imitate, and outperform, its
potential competitors in that strategic group. Managers must determine if it is cost-effective
to overcome mobility barriers before deciding whether the move is worthwhile.

At the same time, managers should be aware that companies based in another strategic
group within their industry might ultimately become their direct competitors if they can
overcome mobility barriers. This now seems to be occurring in the commercial aerospace
industry, where two of the regional jet manufacturers, Bombardier and Embraer, have
started to move into the large commercial jet business with the development of narrow-
bodied aircraft in the 100- to 150-seat range (see the Opening Case). This implies that
Boeing and Airbus will be seeing more competition in the years ahead, and their managers
need to prepare for this.
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INDUSTRY LIFE-CYCLE ANALYSIS

Changes that take place in an industry over time are an important determinant of the strength
of the competitive forces in the industry (and of the nature of opportunities and threats).
The similarities and differences between companies in an industry often become more pro-
nounced over time, and its strategic group structure frequently changes. The strength and
nature of each of the competitive forces also change as an industry evolves, particularly the
two forces of risk of entry by potential competitors and rivalry among existing firms.'3

A useful tool for analyzing the effects that industry evolution has on competitive forces
is the industry life-cycle model. This model identifies five sequential stages in the evolution
of an industry that lead to five distinct kinds of industry environment: embryonic, growth,
shakeout, mature, and decline (see Figure 2.4). The task managers face is to anticipate how
the strength of competitive forces will change as the industry environment evolves, and
to formulate strategies that take advantage of opportunities as they arise and that counter
emerging threats.

Embryonic Industries

An embryonic industry refers to an industry just beginning to develop (for example,
personal computers and biotechnology in the 1970s, wireless communications in the
1980s, Internet retailing in the 1990s, and nanotechnology today). Growth at this stage
is slow because of factors such as buyers’ unfamiliarity with the industry’s product, high
prices due to the inability of companies to reap any significant scale economies, and
poorly developed distribution channels. Barriers to entry tend to be based on access to
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key technological knowhow rather than cost economies or brand loyalty. If the core know
how required to compete in the industry is complex and difficult to grasp, barriers to
entry can be quite high, and established companies will be protected from potential com-
petitors. Rivalry in embryonic industries is based not so much on price as on educating
customers, opening up distribution channels, and perfecting the design of the product.
Such rivalry can be intense, and the company that is the first to solve design problems of-
ten has the opportunity to develop a significant market position. An embryonic industry
may also be the creation of one company’s innovative efforts, as happened with micro-
processors (Intel), vacuum cleaners (Hoover), photocopiers (Xerox), small package
express delivery (FedEx), and Internet search engines (Google). In such circumstances,
the developing company has a major opportunity to capitalize on the lack of rivalry and
build a strong hold on the market.

Growth Industries

Once demand for the industry’s product begins to increase, the industry develops the char-
acteristics of a growth industry. In a growth industry, first-time demand is expanding rap-
idly as many new customers enter the market. Typically, an industry grows when customers
become familiar with the product, prices fall because scale economies have been attained,
and distribution channels develop. The U.S. wireless telephone industry remained in the
growth stage for most of the 1990s. In 1990, there were only 5 million cellular subscribers
in the nation. In 1997, there were 50 million. By 2012, this figure had increased to about
320 million, or roughly one account per person, implying that the market is now saturated
and the industry is mature.

Normally, the importance of control over technological knowledge as a barrier to entry
has diminished by the time an industry enters its growth stage. Because few companies
have yet to achieve significant scale economies or built brand loyalty, other entry bar-
riers tend to be relatively low early in the growth stage. Thus, the threat from potential
competitors is typically highest at this point. Paradoxically, however, high growth usually
means that new entrants can be absorbed into an industry without a marked increase in
the intensity of rivalry. Thus, rivalry tends to be relatively low. Rapid growth in demand
enables companies to expand their revenues and profits without taking market share away
from competitors. A strategically aware company takes advantage of the relatively benign
environment of the growth stage to prepare itself for the intense competition of the coming
industry shakeout.

Industry Shakeout

Explosive growth cannot be maintained indefinitely. Sooner or later, the rate of growth
slows, and the industry enters the shakeout stage. In the shakeout stage, demand approaches
saturation levels: more and more of the demand is limited to replacement because fewer
potential first-time buyers remain.

As an industry enters the shakeout stage, rivalry between companies can become in-
tense. Typically, companies that have become accustomed to rapid growth continue to add
capacity at rates consistent with past growth. However, demand is no longer growing at
historic rates, and the consequence is the emergence of excess productive capacity. This
condition is illustrated in Figure 2.5, where the solid curve indicates the growth in demand
over time and the broken curve indicates the growth in productive capacity over time.
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As you can see, past time t,, demand growth becomes slower as the industry becomes
mature. However, capacity continues to grow until time t,. The gap between the solid and
broken lines signifies excess capacity. In an attempt to use this capacity, companies often
cut prices. The result can be a price war, which drives the more inefficient companies into
bankruptcy and deters new entry.

Mature Industries

The shakeout stage ends when the industry enters its mature stage: the market is totally
saturated, demand is limited to replacement demand, and growth is low or zero. Typically,
the growth that remains comes from population expansion, bringing new customers into
the market, or increasing replacement demand.

As an industry enters maturity, barriers to entry increase, and the threat of entry from
potential competitors decreases. As growth slows during the shakeout, companies can no
longer maintain historic growth rates merely by holding on to their market share. Compe-
tition for market share develops, driving down prices and often producing a price war, as
has happened in the airline and PC industries. To survive the shakeout, companies begin
to focus on minimizing costs and building brand loyalty. The airlines, for example, tried
to cut operating costs by hiring nonunion labor, and build brand loyalty by introducing
frequent-flyer programs. Personal computer companies have sought to build brand loyalty
by providing excellent after-sales service and working to lower their cost structures. By the
time an industry matures, the surviving companies are those that have brand loyalty and
efficient low-cost operations. Because both these factors constitute a significant barrier to
entry, the threat of entry by potential competitors is often greatly diminished. High entry
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barriers in mature industries can give companies the opportunity to increase prices and
profits—although this does not always occur.

As a result of the shakeout, most industries in the maturity stage have consolidated
and become oligopolies. Examples include the beer industry, breakfast cereal industry,
and wireless service industry. In mature industries, companies tend to recognize their in-
terdependence and try to avoid price wars. Stable demand gives them the opportunity to
enter into tacit price-leadership agreements. The net effect is to reduce the threat of intense
rivalry among established companies, thereby allowing greater profitability. Nevertheless,
the stability of a mature industry is always threatened by further price wars. A general
slump in economic activity can depress industry demand. As companies fight to maintain
their revenues in the face of declining demand, price-leadership agreements break down,
rivalry increases, and prices and profits fall. The periodic price wars that occur in the airline
industry, for example, appear to follow this pattern.

Declining Industries

Eventually, most industries enter a stage of decline: growth becomes negative for a va-
riety of reasons, including technological substitution (for example, air travel instead of
rail travel), social changes (greater health consciousness impacting tobacco sales), demo-
graphics (the declining birthrate damaging the market for baby and child products), and
international competition (low-cost foreign competition helped pushed the U.S. steel in-
dustry into decline). Within a declining industry, the degree of rivalry among established
companies usually increases. Depending on the speed of the decline and the height of
exit barriers, competitive pressures can become as fierce as in the shakeout stage.'® The
largest problem in a declining industry is that falling demand leads to the emergence of
excess capacity. In trying to use this capacity, companies begin to cut prices, thus spark-
ing a price war. The U.S. steel industry experienced these problems during the 1980s
and 1990s because steel companies tried to use their excess capacity despite falling de-
mand. The same problem occurred in the airline industry in the 1990-1992 period, in
2001-2005, and again in 2008-2009 as companies cut prices to ensure that they would
not be flying with half-empty planes (that is, they would not be operating with substantial
excess capacity). Exit barriers play a part in adjusting excess capacity. The greater the
exit barriers, the harder it is for companies to reduce capacity, and the greater the threat
of severe price competition.

Summary

In summary, a third task of industry analysis is to identify the opportunities and threats that
are characteristic of different kinds of industry environments in order to develop effective
strategies. Managers have to tailor their strategies to changing industry conditions. They
must also learn to recognize the crucial points in an industry’s development, so they can
forecast when the shakeout stage of an industry might begin, or when an industry might be
moving into decline. This is also true at the level of strategic groups, for new embryonic
groups may emerge because of shifts in customer needs and tastes, or because some groups
may grow rapidly due to changes in technology, whereas others will decline as their cus-
tomers defect.
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LIMITATIONS OF MODELS
FOR INDUSTRY ANALYSIS

The competitive forces, strategic groups, and life-cycle models provide useful ways of
thinking about and analyzing the nature of competition within an industry to identify op-
portunities and threats. However, each has its limitations, and managers must be aware of
their shortcomings.

Life-Cycle Issues

It is important to remember that the industry life-cycle model is a generalization. In prac-
tice, industry life-cycles do not always follow the pattern illustrated in Figure 2.4. In some
cases, growth is so rapid that the embryonic stage is skipped altogether. In others, indus-
tries fail to get past the embryonic stage. Industry growth can be revitalized after long peri-
ods of decline through innovation or social change. For example, the health boom brought
the bicycle industry back to life after a long period of decline. The revenues of wireless
service providers are also now growing at a healthy clip despite a nominally mature market
due to the introduction of enhanced products—smartphones—that has resulted in a rapid
increase in revenues from data services. Between 2007 and 2012, wireless data revenues in
the U.S. increased from $19 billion to $68 billion, which represented essentially all of the
growth in industry revenues over this time period (i.e., there was zero growth in revenues
from simple wireless voice service).!”

The time span of these stages can also vary significantly from industry to industry. Some
industries can stay in maturity almost indefinitely if their products are viewed as basic neces-
sities, as is the case for the car industry. Other industries skip the mature stage and go straight
into decline, as in the case of the vacuum tube industry. Transistors replaced vacuum tubes as
a major component in electronic products despite that the vacuum tube industry was still in
its growth stage. Still other industries may go through several shakeouts before they enter full
maturity, as appears to currently be happening in the telecommunications industry.

Innovation and Change

Over any reasonable length of time, in many industries competition can be viewed as a
process driven by innovation.'8 Innovation is frequently the major factor in industry evolu-
tion and causes a company’s movement through the industry life cycle. Innovation is attrac-
tive because companies that pioneer new products, processes, or strategies can often earn
enormous profits. Consider the explosive growth of Toys*“R”Us, Dell, and Wal-Matrt. In a
variety of different ways, all of these companies were innovators. Toys“R”Us pioneered a
new way of selling toys (through large discount warehouse-type stores), Dell pioneered an
entirely new way of selling personal computers (directly via telephone and then the Web),
and Wal-Mart pioneered the low-price discount superstore concept.

Successful innovation can transform the nature of industry competition. In recent de-
cades, one frequent consequence of innovation has been to lower the fixed costs of pro-
duction, thereby reducing barriers to entry and allowing new, and smaller, enterprises to
compete with large established organizations. For example, two decades ago, large inte-
grated steel companies such as U.S. Steel, LTV, and Bethlehem Steel dominated the steel
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industry. The industry was a typical oligopoly, dominated by a small number of large pro-
ducers, in which tacit price collusion was practiced. Then along came a series of efficient
mini-mill producers such as Nucor and Chaparral Steel, which used a new technology:
electric arc furnaces. Over the past 20 years, they have revolutionized the structure of the
industry. What was once a consolidated industry is now much more fragmented and price
competitive. U.S. Steel now has only a 12% market share, down from 55% in the mid-
1960s. In contrast, the mini-mills as a group now hold over 40% of the market, up from 5%
20 years ago."” Thus, the mini-mill innovation has reshaped the nature of competition in
the steel industry.?® A competitive forces model applied to the industry in 1970 would look
very different from a competitive forces model applied in 2012.

Michael Porter talks of innovations as “unfreezing” and “reshaping” industry structure.
He argues that after a period of turbulence triggered by innovation, the structure of an indus-
try once more settles down into a fairly stable pattern, and the five forces and strategic group
concepts can once more be applied.? This view of the evolution of industry structure is often
referred to as “punctuated equilibrium.”?* The punctuated equilibrium view holds that long
periods of equilibrium (refreezing), when an industry’s structure is stable, are punctuated by
periods of rapid change (unfreezing), when industry structure is revolutionized by innovation.

Figure 2.6 shows what punctuated equilibrium might look like for one key dimension
of industry structure: competitive structure. From time t, to t , the competitive structure of
the industry is a stable oligopoly, and few companies share the market. At time t,, a major
new innovation is pioneered either by an existing company or a new entrant. The result is
a period of turbulence between t, and t,. Afterward, the industry settles into a new state of
equilibrium, but now the competitive structure is far more fragmented. Note that the oppo-
site could have happened: the industry could have become more consolidated, although this
seems to be less common. In general, innovations seem to lower barriers to entry, allow more
companies into the industry, and as a result lead to fragmentation rather than consolidation.

During a period of rapid change when industry structure is being revolutionized by
innovation, value typically migrates to business models based on new positioning strate-
gies.” In the stockbrokerage industry, value migrated from the full-service broker model
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to the online trading model. In the steel industry, the introduction of electric arc technol-
ogy led to a migration of value away from large, integrated enterprises and toward small
mini-mills. In the book-selling industry, value has migrated first away from small boutique
“bricks-and-mortar” booksellers toward large bookstore chains like Barnes & Noble, and
more recently toward online bookstores such as Amazon.com. Because the competitive
forces and strategic group models are static, they cannot adequately capture what occurs
during periods of rapid change in the industry environment when value is migrating.

Company Differences

Another criticism of industry models is that they overemphasize the importance of industry
structure as a determinant of company performance, and underemphasize the importance
of variations or differences among companies within an industry or a strategic group.
As we discuss in the next chapter, there can be enormous variance in the profit rates of
individual companies within an industry. Research by Richard Rumelt and his associates,
for example, suggests that industry structure explains only about 10% of the variance in
profit rates across companies.” This implies that individual company differences explain
much of the remainder. Other studies have estimated the explained variance at about 20%,
which is still not a large figure.?® Similarly, growing numbers of studies have found only
weak evidence linking strategic group membership and company profit rates, despite that
the strategic group model predicts a strong link.?” Collectively, these studies suggest that
a company’s individual resources and capabilities may be more important determinants of
its profitability than the industry or strategic group of which the company is a member. In
other words, there are strong companies in tough industries where average profitability is
low (e.g., Nucor in the steel industry), and weak companies in industries where average
profitability is high.

Although these findings do not invalidate the competitive forces and strategic group
models, they do imply that the models are imperfect predictors of enterprise profitability. A
company will not be profitable just because it is based in an attractive industry or strategic
group. As we will discuss in subsequent chapters, much more is required.

THE MACROENVIRONMENT

Just as the decisions and actions of strategic managers can often change an industry’s
competitive structure, so too can changing conditions or forces in the wider macroenviron-
ment, that is, the broader economic, global, technological, demographic, social, and politi-
cal context in which companies and industries are embedded (see Figure 2.7). Changes
in the forces within the macroenvironment can have a direct impact on any or all of the
forces in Porter’s model, thereby altering the relative strength of these forces as well as the
attractiveness of an industry.

Macroeconomic Forces

Macroeconomic forces affect the general health and well-being of a nation or the regional
economy of an organization, which in turn affect companies’ and industries’ ability to earn
an adequate rate of return. The four most important macroeconomic forces are the growth
rate of the economy, interest rates, currency exchange rates, and inflation (or deflation)
rates. Economic growth, because it leads to an expansion in customer expenditures, tends
to ease competitive pressures within an industry. This gives companies the opportunity to
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expand their operations and earn higher profits. Because economic decline (a recession)
leads to a reduction in customer expenditures, it increases competitive pressures. Economic
decline frequently causes price wars in mature industries.

Interest rates can determine the demand for a company’s products. Interest rates are
important whenever customers routinely borrow money to finance their purchase of these
products. The most obvious example is the housing market, where mortgage rates directly
affect demand. Interest rates also have an impact on the sale of autos, appliances, and capi-
tal equipment, to give just a few examples. For companies in such industries, rising interest
rates are a threat, and falling rates an opportunity. Interest rates are also important because
they influence a company’s cost of capital, and therefore its ability to raise funds and invest
in new assets. The lower that interest rates are, the lower the cost of capital for companies,
and the more investment there can be.

Currency exchange rates define the comparative value of different national currencies.
Movement in currency exchange rates has a direct impact on the competitiveness of a com-
pany’s products in the global marketplace. For example, when the value of the dollar is low
compared to the value of other currencies, products made in the United States are relatively
inexpensive and products made overseas are relatively expensive. A low or declining dol-
lar reduces the threat from foreign competitors while creating opportunities for increased
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sales overseas. The fall in the value of the dollar against several major currencies during
2004-2008 helped to make the U.S. steel industry more competitive.

Price inflation can destabilize the economy, producing slower economic growth, higher
interest rates, and volatile currency movements. If inflation continues to increase, investment
planning will become hazardous. The key characteristic of inflation is that it makes the future
less predictable. In an inflationary environment, it may be impossible to predict with any
accuracy the real value of returns that can be earned from a project 5 years later. Such uncer-
tainty makes companies less willing to invest, which in turn depresses economic activity and
ultimately pushes the economy into a recession. Thus, high inflation is a threat to companies.

Price deflation also has a destabilizing effect on economic activity. If prices fall, the
real price of fixed payments goes up. This is damaging for companies and individuals with
a high level of debt who must make regular fixed payments on that debt. In a deflationary
environment, the increase in the real value of debt consumes more household and corporate
cash flows, leaving less for other purchases and depressing the overall level of economic
activity. Although significant deflation has not been seen since the 1930s, in the 1990s it
started to take hold in Japan, and in 2008-2009 there were concerns that it might re-emerge
in the United States as the country plunged into a deep recession.

Global Forces

Over the last half-century there have been enormous changes in the world’s economic sys-
tem. We review these changes in some detail in Chapter 8§ when we discuss global strategy.
For now, the important points to note are that barriers to international trade and investment
have tumbled, and more and more countries have enjoyed sustained economic growth. Eco-
nomic growth in places like Brazil, China, and India has created large new markets for
companies’ goods and services and is giving companies an opportunity to grow their profits
faster by entering these nations. Falling barriers to international trade and investment have
made it much easier to enter foreign nations. For example, 20 years ago, it was almost im-
possible for a Western company to set up operations in China. Today, Western and Japanese
companies are investing around $100 billion a year in China. By the same token, however,
falling barriers to international trade and investment have made it easier for foreign enter-
prises to enter the domestic markets of many companies (by lowering barriers to entry),
thereby increasing the intensity of competition and lowering profitability. Because of these
changes, many formerly isolated domestic markets have now become part of a much larger,
more competitive global marketplace, creating both threats and opportunities for companies.

Technological Forces

Over the last few decades the pace of technological change has accelerated.”® This has
unleashed a process that has been called a “perennial gale of creative destruction.”” Tech-
nological change can make established products obsolete overnight and simultaneously
create a host of new product possibilities. Thus, technological change is both creative and
destructive—both an opportunity and a threat.

Most important, the impacts of technological change can affect the height of barriers to
entry and therefore radically reshape industry structure. For example, the Internet lowered
barriers to entry into the news industry. Providers of financial news must now compete
for advertising dollars and customer attention with new Internet-based media organiza-
tions that developed during the 1990s and 2000s, such as TheStreet.com, The Motley Fool,
Yahoo!’s financial section, and most recently, Google news. Advertisers now have more
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choices due to the resulting increase in rivalry, enabling them to bargain down the prices
that they must pay to media companies.

Demographic Forces

Demographic forces are outcomes of changes in the characteristics of a population, such as
age, gender, ethnic origin, race, sexual orientation, and social class. Like the other forces
in the general environment, demographic forces present managers with opportunities and
threats and can have major implications for organizations. Changes in the age distribution
of a population are an example of a demographic force that affects managers and organiza-
tions. Currently, most industrialized nations are experiencing the aging of their populations
as a consequence of falling birth and death rates and the aging of the baby-boom gen-
eration. As the population ages, opportunities for organizations that cater to older people
are increasing; the home-health-care and recreation industries, for example, are seeing an
upswing in demand for their services. As the baby-boom generation from the late 1950s
to the early 1960s has aged, it has created a host of opportunities and threats. During the
1980s, many baby boomers were getting married and creating an upsurge in demand for the
customer appliances normally purchased by couples marrying for the first time. Companies
such as Whirlpool Corporation and GE capitalized on the resulting upsurge in demand for
washing machines, dishwashers, dryers, and the like. In the 1990s, many of these same
baby boomers were beginning to save for retirement, creating an inflow of money into mu-
tual funds, and creating a boom in the mutual fund industry. In the next 20 years, many of
these same baby boomers will retire, creating a boom in retirement communities.

Social Forces

Social forces refer to the way in which changing social mores and values affect an industry.
Like the other macroenvironmental forces discussed here, social change creates opportuni-
ties and threats. One of the major social movements of recent decades has been the trend
toward greater health consciousness. Its impact has been immense, and companies that
recognized the opportunities early have often reaped significant gains. Philip Morris, for
example, capitalized on the growing health consciousness trend when it acquired Miller
Brewing Company, and then redefined competition in the beer industry with its introduc-
tion of low-calorie beer (Miller Lite). Similarly, PepsiCo was able to gain market share
from its rival, Coca-Cola, by being the first to introduce diet colas and fruit-based soft
drinks. At the same time, the health trend has created a threat for many industries. The
tobacco industry, for example, is in decline as a direct result of greater customer awareness
of the health implications of smoking.

Political and Legal Forces

Political and legal forces are outcomes of changes in laws and regulations, and significantly
affect managers and companies. Political processes shape a society’s laws, which constrain
the operations of organizations and managers and thus create both opportunities and threats.*
For example, throughout much of the industrialized world, there has been a strong trend
toward deregulation of industries previously controlled by the state, and privatization of
organizations once owned by the state. In the United States, deregulation of the airline industry
in 1979 allowed 29 new airline companies to enter the industry between 1979 and 1993.
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The increase in passenger-carrying capacity after deregulation led to excess capacity on
many routes, intense competition, and fare wars. To respond to this more competitive task
environment, airlines needed to look for ways to reduce operating costs. The development
of hub-and-spoke systems, the rise of nonunion airlines, and the introduction of no-frills
discount service are all responses to increased competition in the airlines’ task environ-
ment. Despite these innovations, the airline industry still experiences intense fare wars,
which have lowered profits and caused numerous airline-company bankruptcies. The
global telecommunications service industry is now experiencing the same kind of turmoil
following the deregulation of that industry in the United States and elsewhere.

SUMMARY OF CHAPTER

. An industry can be defined as a group of com-
panies offering products or services that are

nies is a function of an industry’s competitive
structure, demand conditions, cost conditions,
and barriers to exit. Strong demand conditions
moderate the competition among established
companies and create opportunities for expan-
sion. When demand is weak, intensive compe-
tition can develop, particularly in consolidated
industries with high exit barriers.

. Buyers are most powerful when a company de-
pends on them for business, but they are not

1.

dependent on the company. In such circum-
stances, buyers are a threat.

close substitutes for each other. Close substi- 6. Suppliers are most powerful when a company
tutes are products or services that satisfy the depends on them for business but they are not
same basic customer needs. dependent on the company. In such circum-
. The main technique used to analyze competi- stances, suppliers are a threat.
tion in the industry environment is the competi- 7. Substitute products are the products of com-
tive forces model. The six forces are: (1) the panies serving customer needs similar to the
risk of new entry by potential competitors, needs served by the industry being analyzed.
(2) the extent of rivalry among established When substitute products are very similar to
firms, (3) the bargaining power of buyers, one another, companies can charge a lower
(4) the bargaining power of suppliers, (5) the price without losing customers to the substitutes.
threat of substitute products, and (6) the power 8. The power, vigor, and competence of comple-
of complement providers. The stronger each mentors represents a sixth competitive force.
force is, the more competitive the industry and Powerful and vigorous complementors may
the lower the rate of return that can be earned. have a strong positive impact on demand in an
. The risk of entry by potential competitors is a industry.
function of the height of barriers to entry. The 9. Most industries are composed of strategic
higher the barriers to entry are, the lower is the groups: groups of companies pursuing the
risk of entry and the greater are the profits that same or a similar strategy. Companies in differ-
can be earned in the industry. ent strategic groups pursue different strategies.
. The extent of rivalry among established compa- ~ 10. The members of a company’s strategic group

constitute its immediate competitors. Because
different strategic groups are characterized by
different opportunities and threats, a company
may improve its performance by switching stra-
tegic groups. The feasibility of doing so is a
function of the height of mobility barriers.

Industries go through a well-defined life cycle:
from an embryonic stage, through growth, shake-
out, and maturity, and eventually decline. Each
stage has different implications for the competitive
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structure of the industry, and each gives rise to its
own set of opportunities and threats.

The competitive forces, strategic group, and
industry life-cycles models all have limitations.
The competitive forces and strategic group
models present a static picture of competition
that deemphasizes the role of innovation. Yet
innovation can revolutionize industry structure
and completely change the strength of differ-
ent competitive forces. The competitive forces
and strategic group models have been criti-
cized for deemphasizing the importance of
individual company differences. A company

DISCUSSION QUESTIONS

1.

Under what environmental conditions are price
wars most likely to occur in an industry? What
are the implications of price wars for a com-
pany? How should a company try to deal with
the threat of a price war?

. Discuss the competitive forces model with refer-

ence to what you know about the global mar-
ket for commercial jet aircraft (see the Opening
Case). What does the model tell you about the
level of competition in this industry?

Identify a growth industry, a mature industry,
and a declining industry. For each industry,

13.

PRACTICING STRATEGIC

MANAGEMENT

will not be profitable just because it is part of
an attractive industry or strategic group; much
more is required. The industry life-cycle model
is a generalization that is not always followed,
particularly when innovations revolutionize an
industry.

The macroenvironment affects the intensity
of rivalry within an industry. Included in the
macroenvironment are the macroeconomic
environment, the global environment, the tech-
nological environment, the demographic and
social environment, and the political and legal
environment.

identify the following: (a) the number and size
distribution of companies, (b) the nature of bar-
riers to entry, (c) the height of barriers to entry,
and (d) the extent of product differentiation.
What do these factors tell you about the nature
of competition in each industry? What are the
implications for the company in terms of oppor-
tunities and threats?

. Assess the impact of macroenvironmental fac-

tors on the likely level of enrollment at your
university over the next decade. What are the
implications of these factors for the job security
and salary level of your professors?

AR

-
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Small-Group Exercise: Competing with Microsoft

Break into groups of three to five people, and discuss the following scenario. Appoint one group member
as a spokesperson who will communicate your findings to the class.

You are a group of managers and software engineers at a small start-up. You have developed a revo-
lutionary new operating system for personal computers that offers distinct advantages over Microsoft's
Windows operating system: it takes up less memory space on the hard drive of a personal computer; it
takes full advantage of the power of the personal computer’s microprocessor, and in theory can run soft-
ware applications much faster than Windows; it is much easier to install and use than Windows; and it
responds to voice instructions with an accuracy of 99.9%, in addition to input from a keyboard or mouse.
The operating system is the only product offering that your company has produced.

(continues)
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(continued]

Complete the following exercises:

1. Analyze the competitive structure of the market for personal computer operating systems. On the
basis of this analysis, identify what factors might inhibit adoption of your operating system by
customers.

2. Can you think of a strategy that your company might pursue, either alone or in conjunction with other
enterprises, in order to “beat Microsoft’ What will it take to execute that strategy successfully@

STRATEGYSIGNON A}

TRATEGY
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Article File 2

Find an example of an industry that has become more competitive in recent years. Identify the reasons for
the increase in competitive pressure.

Strategic Management Project: Module 2

This module requires you to analyze the industry environment in which your company is based using the
information you have already gathered:

1. Apply the competitive forces model to the industry in which your company is based. What does this
model tell you about the nature of competition in the industry?

2. Are any changes taking place in the macroenvironment that might have an impact, positive or nega-
tive, on the industry in which your company is based? If so, what are these changes, and how might
they affect the industry?

3. Identify any strategic groups that might exist in the industry. How does the intensity of competition
differ across these strategic groups?

4. How dynamic is the industry in which your company is based? Is there any evidence that innovation
is reshaping competition or has done so in the recent past?

5. In what stage of its life cycle is the industry in which your company is based2 What are the implica-
tions of this for the intensity of competition now? In the future?

6. s your company part of an industry that is becoming more global? If so, what are the implications
of this change for competitive intensity@

7. Analyze the impact of the national context as it pertains to the industry in which your company is
based. Does the national context help or hinder your company in achieving a competitive advantage
in the global marketplace?
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ETHICAL DILEMIIA

You are a strategic analyst at a successful hotel en-
terprise that has been generating substantial excess
cash flow. Your CEO instructed you to analyze the
competitive structure of closely related industries to
find one that the company could enter, using its cash
reserve to build up a sustainable position. Your analy-
sis, using the competitive forces model, suggests that

3

|

© iStockPhoto.com/P_Wei

the highest profit opportunities are to be found in the
gambling industry. You realize that it might be possi-
ble to add casinos to several of your existing hotels,
lowering entry costs into this industry. However, you
personally have strong moral objections to gambling.
Should your own personal beliefs influence your recom-
mendations to the CEO?

CLOSING CASE

The U.S. Airline Industry

The U.S. airline industry has long struggled to make a
profit. In the 1990s, investor Warren Buffet famously
quipped that investors in the airline industry would
have been more fortunate if the Wright Brothers had
crashed at Kitty Hawk. Buffet’s point was that the air-
line industry had cumulatively lost more money than it
had made—it has always been an economically losing
proposition. Buffet once made the mistake of investing
in the industry when he took a stake in US Airways.
A few years later, he was forced to write off 75% of
the value of that investment. He told his shareholders
that if he ever invested in another airline, they should
shoot him.

The 2000s have not been kinder to the industry.
The airline industry lost $35 billion between 2001
and 2006. It managed to earn meager profits in 2006
and 2007, but lost $24 billion in 2008 as oil and jet
fuel prices surged throughout the year. In 2009, the
industry lost $4.7 billion as a sharp drop in business
travelers—a consequence of the deep recession that
followed the global financial crisis—more than offset
the beneficial effects of falling oil prices. The indus-
try returned to profitability in 2010-2012, and in 2012
actually managed to make $13 billion in net profit on
revenues of $140.5 billion.

Analysts point to a number of factors that have
made the industry a difficult place in which to do busi-
ness. Over the years, larger carriers such as United,
Delta, and American have been hurt by low-cost budget
carriers entering the industry, including Southwest Air-
lines, Jet Blue, AirTran Airways, and Virgin America.
These new entrants have used nonunion labor, often fly
just one type of aircraft (which reduces maintenance
costs), have focused on the most lucrative routes, typi-
cally fly point-to-point (unlike the incumbents, which
have historically routed passengers through hubs), and
compete by offering very low fares. New entrants have
helped to create a situation of excess capacity in the
industry, and have taken share from the incumbent air-
lines, which often have a much higher cost structure
(primarily due to higher labor costs).

The incumbents have had little choice but to re-
spond to fare cuts, and the result has been a protracted
industry price war. To complicate matters, the rise of
Internet travel sites such as Expedia, Travelocity, and
Orbitz has made it much easier for consumers to com-
parison shop, and has helped to keep fares low.

Beginning in 2001, higher oil prices also compli-
cated matters. Fuel costs accounted for 32% of total
revenues in 2011 (labor costs accounted for 26%;
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together they are the two biggest variable expense
items). From 1985 to 2001, oil prices traded in a range
between $15 and $25 a barrel. Then, prices began to
rise due to strong demand from developing nations
such as China and India, hitting a high of $147 a bar-
rel in mid-2008. The price for jet fuel, which stood at
$0.57 a gallon in December 2001, hit a high of $3.70
a gallon in July 2008, plunging the industry deep into
the red. Although oil prices and fuel prices subse-
quently fell, they remain far above historic levels. In
late 2012, jet fuel was hovering around $3.00 a gallon.

Many airlines went bankrupt in the 2000s, includ-
ing Delta, Northwest, United, and US Airways. The
larger airlines continued to fly, however, as they re-
organized under Chapter 11 bankruptcy laws, and
excess capacity persisted in the industry. These com-
panies thereafter came out of bankruptcy protection
with lower labor costs, but generating revenue still
remained challenging for them.

The late 2000s and early 2010s were characterized
by a wave of mergers in the industry. In 2008, Delta
and Northwest merged. In 2010, United and Conti-
nental merged, and Southwest Airlines announced
plans to acquire AirTran. In late 2012, American
Airlines put itself under Chapter 11 bankruptcy
protection. US Airways subsequently pushed for a
merger agreement with American Airlines, which
was under negotiation in early 2013. The driving
forces behind these mergers include the desire to
reduce excess capacity and lower costs by eliminat-
ing duplication. To the extent that they are successful,
they could lead to a more stable pricing environment
in the industry, and higher profit rates. That, however,
remains to be seen.

Sources: J. Corridore, “Standard & Poors Industry Surveys:
Airlines,” June 28, 2012; B. Kowitt, “High Anxiety,” Fortune,
April 27, 2009, p. 14; and “Shredding Money,” The Econo-
mist, September 20, 2008.

CASE DISCUSSION QUESTIONS

1. Conduct a competitive forces analysis of the
U.S. airline industry. What does this analysis
tell you about the causes of low profitability in
this industry?

2. Do you think there are any strategic groups
in the U.S. airline industry?2 If so, what might
they be? How might the nature of competition
vary from group to group?

3. The economic performance of the airline
industry seems to be very cyclical. Why do
you think this is the case?

4. Given your analysis, what strategies do
you think an airline should adopt in order
to improve its chances of being persistently
profitable?

Sector 46
Potential competitors 48
Economies of scale 49

Brand loyalty 49
Absolute cost
advantage 49

Opportunities 44 Switching costs 50
Threats 45

Industry 45
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After reading this chapter
you should be able fo:

3-1 Discuss the source
of competitive
advantage

3-2 Identify and explore
the role of efficiency,
quality, innovation,
and customer
responsiveness
in building and
maintaining
a competitive
advantage

3-3 Explain the concept
of the value chain

3-4 Understand the link
between competitive
advantage and

profitability

3-5 Explain what
impacts the
durability of
a company’s
competitive
advantage
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Internal Analysis:

Distinctive Competencies,
Competitive Advantage,
and Profitability

OPENING CASE

Verizon Wireless

Established in 2000 as a joint
venture between Verizon Com-
munications and Britain's Vo
dafone, over the last 12 years
Verizon Wireless has emerged
as the largest and consistently
most profitable enterprise in
the fiercely competitive U.S.
wireless service market. Today
the company has almost 100
million subscribers and a 35%
market share.

One of the most significant
facts about Verizon is that it has
the lowest churn rate in the industry.
Customer churn refers to the number
of subscribers who leave a service
within a given time period. Churn is
important because it cosfs between
$400 and $600 to acquire a custom-
er (with phone subsidies accounting
for a large chunk of that). It can take
months just to recoup the fixed costs of
a customer acquisition. If churn rafes
are high, profitability is eaten up by

Spencer Platt/Getty Images

the cosfs of acquiring customers who
do not sfay long enough to provide @
profit to the service provider.

The risk of churn increased sig-
nificantly in the United Stafes after
November 2003, when the Federdl
Communications Commission (FCC)
allowed wireless subscribers to take
their numbers with them when they
switched fo a new service provider.
Over the next few years Verizon
Wireless emerged as a clear winner



OPENING CASE

in the battle to limit customer defections. By
mid-20006, Verizon's churn rate was 0.87% a
month, implying that 10.4% of the company’s
customers were leaving the service each year.
This was lower than the chumn rate at its com-
petitors. Verizon refained its churn advantage
through 2012. In that year, its monthly churn
rate was 0.84%, compared to a 0.97% churn
rate for AT&T, 1.69% for Sprint, and 2.10%
for TMobile. Verizon's low chumn rafe has
enabled the company to grow its subscriber
base faster than rivals, which allows the com-
pany fo better achieve economies of scale by
spreading the fixed costs of building a wire-
less network over a larger customer base.

The low customer churn at Verizon is due to
a number of factors. First, it has the most exten-
sive network in the United Stafes, blanketing
95% of the nation. This means fewer dropped
calls and dead zones as compared to its rivals.
For years Verizon communicated its coverage
and quality advantage to customers with its
"Test Man” advertisements. In these ads, a Ve-
rizon Test Man wearing hom-rimmed glasses
and a Verizon uniform wanders around remote
spofs in the nation asking on his Verizon cell
phone, “Can you hear me now?" Verizon says
that the Test Man was actually the personifica-
fion of a crew of 50 Verizon employees who
each drive some 100,000 miles annually in
specially ouffited vehicles fo test the reliability
of Verizon's network.

Second, the company has invested
aggressively in high-speed wireless networks,
including 3G and now 4G LTE, enabling fast
download rates on  smartphones. Comple-
menting this, Verizon has a high-speed fiber-
optic backbone for transporting data between
cell towers. In total, Verizon has invested some

$70 billion in its wireless and fiber optic net-
work since 2000. For customers, this means a
high-quality user experience when accessing
data, such as streaming video, on their smart-
phones. To drive this advantage home, in
2011 Verizon started offering Apple’s market-
leading iPhone in addition to the full range of
Android smartphones it was already offering
(the iPhone was originally exclusive to AT&T).

To further reduce customer churn, Verizon
has invested heavily in its custfomer care func-
fion. Verizon's automated software programs
analyze the call habits of individual customers.
Using that information, Verizon representatives
will confact customers and suggest alternative
plans that might better suit their needs. For ex-
ample, Verizon might confact a customer and
say, "We see that because of your heavy use
of data, an alternative plan might make more
sense for you and help reduce your monthly
bills.” The goal is to anticipate customer needs
and proactively satisfy them, rather than have
the customer take the initiative and possibly
switch to another service provider.

Surveys by J.D. Power have repeatedly
confirmed Verizon's advantages. An August
2012 ].D. Power study ranked Verizon best in
the industry in terms of overall network perfor-
mance. The ranking was based on a number
of factors which included dropped calls, late
fext message nofifications, VWeb connection
errors, and slow download rates. Another
J.D. Power study looked at customer care in
three customer contact channels—telephone,
walk-in (retail store), and online. Again, Verizon
had the best score in the industry, reflecting
faster service and greater satisfaction with the
efficiency with which costumer service reps
resolved problems.

Sources: R. Blackden, “Telecom’s Giant Verizon Is Conquering America,” The Telegraph, January 6, 2013; S. Woolley,
"Do You Fear Me Now?", Forbes, November 10, 2003, pp. 78-80; A. Z. Cuneo, "Call Verizon Victorious,”
Advertising Age, March 24, 2004, pp. 3-5; M. Alleven, "Wheels of Churn,” Wireless VWeek, September 1, 2006;
J.D. Power, "2012 U.S. Wireless Customer Care Full-Service Performance Study,” July 7, 2012; and J.D. Power,
"2012 U.S. Wireless Network Quality Performance Study,” August 23, 2012.
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OVERVIEW

Why, within a particular industry or market, do some companies outperform others?
What is the basis of their (sustained) competitive advantage? The Opening Case pro-
vides some clues.

Verizon has placed a lot of emphasis on building the highest-guality service in the busi-
ness as measured by network coverage and download speeds. It has also been an innovator,
rolling out the most technologically advanced 4G LTE network ahead of rivals. In addition,
Verizon has successfully emphasized customer responsiveness. According to surveys by
J.D. Power, the company has the best customer care function in the industry. The high qual-
ity of its service, coupled with excellent customer responsiveness, has enabled Verizon to
drive down its churn rate, which in turn has lowered the company’s costs, making it more
efficient. As you will see in this chapter, efficiency, customer responsiveness, quality, and
innovation are the building blocks of competitive advantage.

This chapter focuses on internal analysis, which is concerned with identifying the
strengths and weaknesses of the company. Internal analysis, coupled with an analysis
of the company’s external environment, gives managers the information they need to
choose the strategy and business model that will enable their company to attain a sus-
tained competitive advantage. Internal analysis is a three-step process. First, managers
must understand the process by which companies create value for customers and profit
for the company. Managers must also understand the role of resources, capabilities, and
distinctive competencies in this process. Second, they need to understand the importance
of superior efficiency, innovation, quality, and customer responsiveness when creating
value and generating high profitability. Third, they must be able to analyze the sources
of their company’s competitive advantage to identify what drives the profitability of their
enterprise, and where opportunities for improvement might lie. In other words, they must
be able to identify how the strengths of the enterprise boost its profitability and how any
weaknesses result in lower profitability.

Three more critical issues in internal analysis are addressed in this chapter. First: What
factors influence the durability of competitive advantage? Second: Why do successful com-
panies sometimes lose their competitive advantage? Third: How can companies avoid com-
petitive failure and sustain their competitive advantage over time?

After reading this chapter, you will understand the nature of competitive advantage
and why managers need to perform internal analysis (just as they must conduct industry
analysis) to achieve superior performance and profitability.

THE ROOTS OF COMPETITIVE
ADVANTAGE

A company has a competitive advantage over its rivals when its profitability is greater than
the average profitability of all companies in its industry. It has a sustained competitive
advantage when it is able to maintain above-average profitability over a number of years
(as Wal-Mart has done in the retail industry and Verizon has done in wireless service).
The primary objective of strategy is to achieve a sustained competitive advantage, which
in turn will result in superior profitability and profit growth. What are the sources of
competitive advantage, and what is the link between strategy, competitive advantage,
and profitability?
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Distinctive Competencies

Competitive advantage is based upon distinctive competencies. Distinctive competencies
are firm-specific strengths that allow a company to differentiate its products from those
offered by rivals, and/or achieve substantially lower costs than its rivals. Verizon, for ex-
ample, has a distinctive competence in customer care, which creates value for customers,
helps to lower churn rates, and ultimately translates into higher costs (see the Opening
case). Similarly, it can be argued that Toyota, which historically has been the stand-out
performer in the automobile industry, has distinctive competencies in the development and
operation of manufacturing processes (although the company has struggled somewhat since
2008). Toyota pioneered an entire range of manufacturing techniques, such as just-in-time
inventory systems, self-managing teams, and reduced setup times for complex equipment.
These competencies, collectively known as the “Toyota lean production system,” helped
the company attain superior efficiency and product quality as the basis of its competi-
tive advantage in the global automobile industry.! Distinctive competencies arise from two
complementary sources: resources and capabilities.”

Resources Resources refer to the assets of a company. A company’s resources can be
divided into two types: tangible and intangible resources. Tangible resources are physical
entities, such as land, buildings, manufacturing plants, equipment, inventory, and money.
In the case of Verizon, its ubiquitous high-speed wireless network is a tangible resource.
Intangible resources are nonphysical entities that are created by managers and other
employees, such as brand names, the reputation of the company, the knowledge that
employees have gained through experience, and the intellectual property of the company,
including patents, copyrights, and trademarks.

Resources are particularly valuable when they enable a company to create strong
demand for its products, and/or to lower its costs. Toyota’s valuable tangible resources
include the equipment associated with its lean production system, much of which has been
engineered specifically by Toyota for exclusive use in its factories. These valuable tangible
resources allow Toyota to lower its costs, relative to competitors. Similarly, Microsoft has
a number of valuable intangible resources, including its brand name and the software code
that comprises its Windows operating system. These valuable resources have historically
allowed Microsoft to sell more of its products, relative to competitors.

Valuable resources are more likely to lead to a sustainable competitive advantage if
they are rare, in the sense that competitors do not possess them, and difficult for rivals to
imitate; that is, if there are barriers to imitation (we will discuss the source of barriers to
imitation in more detail later in this chapter). For example, the software code underlying
Windows is rare because only Microsoft has full access to it. The code is also difficult
to imitate. A rival cannot simply copy the software code underlying Windows and sell a
repackaged version of Windows because copyright law protects the code, and reproducing
it is illegal.

Capabilities  Capabilities refer to a company’s resource-coordinating skills and produc-
tive use. These skills reside in an organization’s rules, routines, and procedures, that is, the
style or manner through which it makes decisions and manages its internal processes to
achieve organizational objectives.? More generally, a company’s capabilities are the product
of its organizational structure, processes, control systems, and hiring strategy. They specify
how and where decisions are made within a company, the kind of behaviors the company
rewards, and the company’s cultural norms and values. (We will discuss how organizational
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and intellectual
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structure and control systems help a company obtain capabilities in Chapters 12 and 13.)
Capabilities are intangible. They reside not in individuals, but in the way individuals interact,
cooperate, and make decisions within the context of an organization.*

Like resources, capabilities are particularly valuable if they enable a company to cre-
ate strong demand for its products, and/or to lower its costs. The competitive advantage of
Southwest Airlines is based largely upon its capability to select, motivate, and manage its
workforce in such a way that leads to high employee productivity and lower costs. As with
resources, valuable capabilities are also more likely to lead to a sustainable competitive
advantage if they are both rare and protected from copying by barriers to imitation.

Resources, Capabilities, and Competencies The distinction between resources and
capabilities is critical to understanding what generates a distinctive competency. A com-
pany may have firm-specific and valuable resources, but unless it also has the capability
to use those resources effectively, it may not be able to create a distinctive competency.
Additionally, it is important to recognize that a company may not need firm-specific and
valuable resources to establish a distinctive competency so long as it has capabilities that
no other competitor possesses. For example, the steel mini-mill operator Nucor is widely
acknowledged to be the most cost-efficient steel maker in the United States. Its distinctive
competency in low-cost steel making does not come from any firm-specific and valuable
resources. Nucor has the same resources (plant, equipment, skilled employees, knowhow)
as many other mini-mill operators. What distinguishes Nucor is its unique capability to
manage its resources in a highly productive way. Specifically, Nucor’s structure, control
systems, and culture promote efficiency at all levels within the company.

In sum, for a company to possess a distinctive competency, it must—at a minimum—
have either (1) a firm-specific and valuable resource, and the capabilities (skills) necessary
to take advantage of that resource, or (2) a firm-specific capability to manage resources (as
exemplified by Nucor). A company’s distinctive competency is strongest when it possesses
both firm-specific and valuable resources and firm-specific capabilities to manage those
resources.

The Role of Strategy Figure 3.1 illustrates the relationship of a company’s strategies,
distinctive competencies, and competitive advantage. Distinctive competencies shape the
strategies that the company pursues, which lead to competitive advantage and superior
profitability. However, it is also very important to realize that the strategies a company
adopts can build new resources and capabilities or strengthen the existing resources and
capabilities of the company, thereby enhancing the distinctive competencies of the enter-
prise. Thus, the relationship between distinctive competencies and strategies is not a linear
one; rather, it is a reciprocal one in which distinctive competencies shape strategies, and
strategies help to build and create distinctive competencies.’

The history of the Walt Disney Company illustrates the way this process works. In
the early 1980s, Disney suffered a string of poor financial years that culminated in a 1984
management shakeup when Michael Eisner was appointed CEO. Four years later, Disney’s
sales had increased from $1.66 billion to $3.75 billion, its net profits from $98 million
to $570 million, and its stock market valuation from $1.8 billion to $10.3 billion. What
brought about this transformation was the company’s deliberate attempt to use its resources
and capabilities more aggressively: Disney’s enormous film library, its brand name, and its
filmmaking skills, particularly in animation. Under Eisner, many old Disney classics were
re-released, first in movie theaters and then on video, earning the company millions in the
process. Then Eisner reintroduced the product that had originally made Disney famous:
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the full-length animated feature. Putting together its brand name and in-house anima-
tion capabilities, Disney produced a stream of major box office hits, including The Little
Mermaid, Beauty and the Beast, Aladdin, Pocahontas, and The Lion King. Disney also
started a cable television channel, the Disney Channel, to use this library and capitalize on
the company’s brand name. In other words, Disney’s existing resources and capabilities
shaped its strategies.

Through his choice of strategies, Eisner also developed new competencies in different
parts of the business. In the filmmaking arm of Disney, for example, Eisner created a new
low-cost film division under the Touchstone label, and the company had a string of low-
budget box-office hits. It entered into a long-term agreement with the computer animation
company Pixar to develop a competency in computer-generated animated films. This stra-
tegic collaboration produced several hits, including Toy Story and Monsters, Inc. (in 2004
Disney acquired Pixar). In sum, Disney’s transformation was based not only on strategies
that took advantage of the company’s existing resources and capabilities, but also on strate-
gies that built new resources and capabilities, such as those that underlie the company’s
competency in computer-generated animated films.

Competitive Advantage, Value Creation, and Profitability

Competitive advantage leads to superior profitability. At the most basic level, a company’s
profitability depends on three factors: (1) the value customers place on the company’s
products, (2) the price that a company charges for its products, and (3) the costs of creating
those products. The value customers place on a product reflects the utility they get from a
product, or the happiness or satisfaction gained from consuming or owning the product.
Value must be distinguished from price. Value is something that customers receive from
a product. It is a function of the attributes of the product, such as its performance, design,
quality, and point-of-sale and after-sale service. For example, most customers would place
a much higher value on a top-end Lexus car from Toyota than on a low-end basic econ-
omy car from Kia, precisely because they perceive Lexus to have better performance and
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superior design, quality, and service. A company that strengthens the value of its products
in the eyes of customers has more pricing options: it can raise prices to reflect that value
or hold prices lower to induce more customers to purchase its products, thereby expanding
unit sales volume.

Regardless of the pricing option a company may choose, that price is typically less than
the value placed upon the good or service by the customer. This is because the customer
captures some of that utility in the form of what economists call a consumer surplus.® The
customer is able to do this because it is normally impossible to segment the market to such
a degree that the company can charge each customer a price that reflects that individual’s
unique assessment of the value of a product—what economists refer to as a customer’s reser-
vation price. In addition, because the company is competing against rivals for the customer’s
business, it frequently has to charge a lower price than it could were it a monopoly supplier.
For these reasons, the point-of-sale price tends to be less than the value placed on the product
by many customers. Nevertheless, remember the basic principle here: the more value that
consumers get from a company’s products or services, the more pricing options it has.

These concepts are illustrated in Figure 3.2: V is the average value per unit of a product
to a customer, P is the average price per unit that the company decides to charge for that
product, and C is the average unit cost of producing that product (including actual produc-
tion costs and the cost of capital investments in production systems). The company’s aver-
age profit per unit is equal to P — C, and the consumer surplus is equal to V — P. In other
words, V — P is a measure of the value the consumer captures, and P — C is a measure of
the value the company captures. The company makes a profit so long as P is more than C,
and its profitability will be greater the lower C is relative to P. Bear in mind that the dif-
ference between V and P is in part determined by the intensity of competitive pressure in
the marketplace; the lower the competitive pressure’s intensity, the higher the price that
can be charged relative to V, but the difference between V and P is also determined by the
company’s pricing choice.” As we shall see, a company may choose to keep prices low rela-
tive to volume because lower prices enable the company to sell more products, attain scale
economies, and boost its profit margin by lowering C relative to P.

Also, note that the value created by a company is measured by the difference between
the value or utility a consumer gets from the product (V') and the costs of production (C),

Value Creation per Unit

V = Value (Utility) to Consumer
V-P P = Price

C = Cost of production

V — P = Consumer surplus
P-C P — C = Profit margin

V - C = Value created

c C ——— Includes cost of capital
per unit
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thatis, V — C. A company creates value by converting factors of production that cost C into
a product from which customers receive a value of V. A company can create more value for
its customers by lowering C or making the product more attractive through superior design,
performance, quality, service, and other factors. When customers assign a greater value to
the product (V increases), they are willing to pay a higher price (P increases). This discus-
sion suggests that a company has a competitive advantage and high profitability when it
creates more value for its customers than rivals.®

The company’s pricing options are captured in Figure 3.3. Suppose a company’s cur-
rent pricing option is the one pictured in the middle column of Figure 3.3. Imagine that
the company decides to pursue strategies to increase the utility of its product offering from
V to V*in order to boost its profitability. Increasing value initially raises production costs
because the company must spend money in order to increase product performance, quality,
service, and other factors. Now there are two different pricing options that the company
can pursue. Option 1 is to raise prices to reflect the higher value: the company raises prices
more than its costs increase, and profit per unit (P — C) increases. Option 2 involves a
very different set of choices: the company lowers prices in order to expand unit volume.
Generally, customers recognize that they are getting a great bargain because the price is
now much lower than the value (the consumer surplus has increased), so they rush out to
buy more (demand has increased). As unit volume expands due to increased demand, the
company is able to realize scale economies and reduce its average unit costs. Although
creating the extra value initially costs more, and although margins are initially compressed
by aggressive pricing, ultimately profit margins widen because the average per-unit cost of
production falls as volume increases and scale economies are attained.

Managers must understand the dynamic relationships among value, pricing, demand,
and costs in order to make decisions that will maximize competitive advantage and profit-
ability. Option 2 in Figure 3.3, for example, may not be a viable strategy if demand did

Value Creation and Pricing Options
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not increase rapidly with lower prices, or if few economies of scale will result by increas-
ing volume. Managers must understand how value creation and pricing decisions affect
demand, as well as how unit costs change with increases in volume. In other words, they
must have a good grasp of the demand for the company’s product and its cost structure at
different levels of output if they are to make decisions that maximize profitability.

Consider the automobile industry. According to a 2008 study by Oliver Wyman, Toyota
made $922 in profit on every vehicle it manufactured in North America in 2007. General
Motors (GM), in contrast, lost $729 on every vehicle it made.” What accounted for the
difference? First, Toyota had the best reputation for quality in the industry. According to
annual surveys issued by J.D. Power and Associates, Toyota consistently topped the list in
terms of quality, whereas GM cars were—at best—in the middle of the pack. Higher qual-
ity equaled a higher value and allowed Toyota to charge 5 to 10% higher prices than Gen-
eral Motors for equivalent cars. Second, Toyota had a lower cost per vehicle than General
Motors, in part because of its superior labor productivity. For example, in Toyota’s North
American plants, it took an average of 30.37 employee hours to build one car, compared
to 32.29 at GM plants in North America. The 1.94-hour productivity advantage meant
lower total labor costs for Toyota, and hence a lower overall cost structure. Therefore, as
summarized in Figure 3.4, Toyota’s advantage over GM came from greater value (V),
which allowed the company to charge a higher price (P) for its cars, and from a lower cost
structure (C), which taken together implies greater profitability per vehicle (P — C).

Toyota’s pricing decisions are guided by its managers’ understanding of the relation-
ships between utility, prices, demand, and costs. Given its ability to build more utility
into its products, Toyota could have charged even higher prices than those illustrated in
Figure 3.4, but that might have led to lower sales volume, fewer scale economies, higher
unit costs, and lower profit margins. Toyota’s managers sought to find the pricing option
that enabled the company to maximize its profits given their assessment of demand for its
products and its cost function. Thus, to create superior value, a company does not need to
tout the lowest cost structure in an industry, nor create the product with the highest value in
the eyes of customers. All that is necessary is that the gap between perceived value (V) and
costs of production (C) is greater than the gap attained by competitors.

Note that Toyota has differentiated itself from General Motors by its superior qual-
ity, which allows it to charge higher prices, and its superior productivity translates into a
lower cost structure. Thus, its competitive advantage over General Motors is the result of
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strategies that have led to distinctive competencies, resulting in greater differentiation and
a lower cost structure.

Indeed, at the heart of any company’s business model is the combination of congruent
strategies aimed at creating distinctive competencies that (1) differentiate its products in
some way so that its consumers derive more value from them, which gives the company
more pricing options, and (2) result in a lower cost structure, which also gives it a broader
range of pricing choices.!® Achieving superior profitability and a sustained competitive
advantage requires the right choices regarding utility through differentiation and pricing
(given the demand conditions in the company’s market), and the company’s cost structure
at different levels of output. This issue is addressed in detail in the following chapters.

THE VALUE CHAIN

All of the functions of a company—such as production, marketing, product development,
service, information systems, materials management, and human resources—have a role
in lowering the cost structure and increasing the perceived value of products through dif-
ferentiation. As the first step in examining this concept, consider the value chain, which
is illustrated in Figure 3.5."' The term value chain refers to the idea that a company is
a chain of activities that transforms inputs into outputs that customers value. The trans-
formation process involves both primary activities and support activities that add value
to the product.

Primary Activities

Primary activities include the design, creation, and delivery of the product, the product’s
marketing, and its support and after-sales service. In the value chain illustrated in Figure 3.5,
the primary activities are broken down into four functions: research and development,
production, marketing and sales, and customer service.
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Research and Development Research and development (R&D) refers to the design of
products and production processes. Although we think of R&D as being associated with
the design of physical products and production processes in manufacturing enterprises,
many service companies also undertake R&D. For example, banks compete with each
other by developing new financial products and new ways of delivering those products to
customers. Online banking and smart debit cards are two examples of the fruits of new-
product development in the banking industry. Earlier examples of innovation in the bank-
ing industry included ATM machines, credit cards, and debit cards.

By creating superior product design, R&D can increase the functionality of prod-
ucts, making them more attractive to customers, and thereby adding value. Alternatively,
the work of R&D may result in more efficient production processes, thereby lowering
production costs. Either way, the R&D function can help to lower costs or raise the utility
of a product and permit a company to charge higher prices. At Intel, for example, R&D
creates value by developing ever more powerful microprocessors and helping to pioneer
ever-more-efficient manufacturing processes (in conjunction with equipment suppliers).

It is important to emphasize that R&D is not just about enhancing the features and
functions of a product, it is also about the elegance of a product’s design, which can create
an impression of superior value in the minds of consumers. For example, part of Apple’s
success with the iPhone has been based upon the elegance and appeal of the iPhone design,
which has turned a piece of electronic equipment into a fashion accessory. For another ex-
ample of how design elegance can create value, see Strategy in Action 3.1, which discusses
value creation at the fashion house Burberry.

Production Production refers to the creation process of a good or service. For physical
products, this generally means manufacturing. For services such as banking or retail
operations, ‘“production” typically takes place while the service is delivered to the cus-
tomer, as when a bank makes a loan to a customer. By performing its activities efficiently,
the production function of a company helps to lower its cost structure. For example, the
efficient production operations of Honda and Toyota help those automobile companies
achieve higher profitability relative to competitors such as General Motors. The produc-
tion function can also perform its activities in a way that is consistent with high product
quality, which leads to differentiation (and higher value) and lower costs.

Marketing and Sales There are several ways in which the marketing and sales func-
tions of a company can help to create value. Through brand positioning and advertising,
the marketing function can increase the value that customers perceive to be contained in a
company’s product (and thus the utility they attribute to the product). Insofar as these help
to create a favorable impression of the company’s product in the minds of customers, they
increase utility. For example, the French company Perrier persuaded U.S. customers that
slightly carbonated bottled water was worth $1.50 per bottle rather than a price closer to
the $0.50 that it cost to collect, bottle, and distribute the water. Perrier’s marketing function
increased the perception of value that customers ascribed to the product. Similarly, by help-
ing to re-brand the company and its product offering, the marketing department at Burberry
helped to create value (see Strategy in Action 3.1). Marketing and sales can also create
value by discovering customer needs and communicating them back to the R&D function
of the company, which can then design products that better match those needs.

Customer Service The role of the service function of an enterprise is to provide after-
sales service and support. This function can create superior utility by solving customer
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Value Creation at Burberry

When Rose Marie Bravo, the highly regarded presi-
dent of Saks Fifth Avenue, announced in 1997 that she
was leaving to become CEO of ailing British fashion
house Burberry, people thought she was crazy. Burb-
erry, best known as a designer of raincoats with a
trademark tartan linings, had been described as an out-
dated, stuffy business with a fashion cachet of almost
zero. When Bravo stepped down in 2006, she was
heralded in Britain and the United States as one of the
world’s best managers. In her tenure at Burberry, she
had engineered a remarkable turnaround, leading a
transformation of Burberry into what one commentator
called an “achingly hip” high-end fashion brand whose
famous tartan bedecks everything from raincoats and
bikinis to handbags and luggage in a riot of color from
pink to blue to purple. In less than a decade, Burberry
had become one of the most valuable luxury fashion
brands in the world.

When asked how she achieved the transforma-
tion, Bravo explains that there was hidden value in
the brand, which was unleashed by constant creativ-
ity and innovation. Bravo hired world-class designers
to redesign Burberry's tired fashion line and bought in
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Christopher Bailey, one of the very best, to lead the
design team. The marketing department worked closely
with advertisers to develop hip ads that would appeal
to a younger, wellheeled audience. The ads fec-
tured supermodel Kate Moss promoting the line, and
Burberry hired a top fashion photographer to shoot
Moss in Burberry. Burberry exercised tight control over
distribution, pulling its products from stores whose
image was not consistent with the Burberry brand, and
expanding its own chain of Burberry stores.

Bravo also noted that “creativity doesn't just come
from designers......ideas can come from the sales floor,
the marketing department, even from accountants, be-
lieve it or not. People at whatever level they are working
have a point of view and have something fo say that is
worth listening to.” Bravo emphasized the importance
of teamwork: “One of the things | think people overlook
is the quality of the team. It isn't one person, and it isn't
two people. It is a whole group of people—a team that
works cohesively toward a goal—that makes something
happen or not.” She notes that her job is to build the
team and then motivate the team, “keeping them on
track, making sure that they are following the vision.”

Sources: Quotes from S. Beatty, “Bass Talk: Plotting Plaid's Future,” Wall Street Journal, September 9, 2004, p. B1. Also see C. M. Moore
and G. Birtwistle, “The Burberry Business Model,” Infernational journal of Retail and Distribution Management 32 (2004): 412-422;
and M. Dickson, “Bravo's legacy in Transforming Burberry, ” Financial Times, October 6, 2005, p. 22.

problems and supporting customers after they have purchased the product. For example,
Caterpillar, the U.S.-based manufacturer of heavy-earthmoving equipment, can ship
spare parts to any location in the world within 24 hours, thereby minimizing the amount
of downtime its customers have to face if their Caterpillar equipment malfunctions.
This is an extremely valuable support capability in an industry where downtime is very
expensive. The extent of customer support has helped to increase the utility that customers
associate with Caterpillar products, and therefore the price that Caterpillar can charge
for its products.

Support Activities

The support activities of the value chain provide inputs that allow the primary activities SUPPOrt aciivifies

to take place. These activities are broken down into four functions: materials manage-
ment (or logistics), human resources, information systems, and company infrastructure
(see Figure 3.5).

Activities of the value
chain that provide inputs
that allow the primary
activities fo take place.
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Materials Management (Logistics)] The materials-management (or logistics) func-
tion controls the transmission of physical materials through the value chain, from pro-
curement through production and into distribution. The efficiency with which this is
carried out can significantly lower cost, thereby creating more profit. Dell Inc. has a
very efficient materials-management process. By tightly controlling the flow of com-
ponent parts from its suppliers to its assembly plants, and into the hands of consumers,
Dell has dramatically reduced its inventory holding costs. Lower inventories equate to
lower costs, and hence greater profitability. Another company that has benefited from
very efficient materials management, the Spanish fashion company Zara, is discussed
in Strategy in Action 3.2.

Human Resources There are numerous ways in which the human resource function
can help an enterprise to create more value. This function ensures that the company

3.2 STRATEGY IN ACTION

Competitive Advantage at Zara

The fashion retailer Zara is one of Spain'’s fastest-grow-
ing and most successful companies, with sales of some
$10 billion and a network of 2,800 stores in 64 coun-
tries. Zara's competitive advantage centers around one
thing: speed. Whereas it takes most fashion houses 6
to 9 months fo go from design to having merchandise
delivered to a store, Zara can complete the entire pro-
cess in just 5 weeks. This rapid response time enables
Zara to quickly respond to changing fashion trends.
Zara achieves this by breaking many of the rules
of operation in the fashion business. Whereas most
fashion houses outsource production, Zara has its own
factories and keeps approximately half of its produc-
tion in-house. Zara also has its own designers and
own stores. lts designers are in constant contact with
the stores, to track what is selling on a realtime basis
through information systems, and talk to store manag-
ers once a week fo get their subjective impressions of
what is “hot.” This information supplements data gath-
ered from other sources, such as fashion shows.
Drawing on this information, Zara’s designers create
approximately 40,000 new designs a year from which
10,000 are selected for production. Zara then pur-
chases basic textiles from global suppliers, but performs
capital-intensive production activities in its own facto-
ries. These factories use computer-controlled machinery
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to cut pieces for garments. Zara does not produce in
large volumes to aftain economies of scale; instead it
produces in small lots. Labor-intensive activities, such as
sewing, are performed by subcontractors located close
to Zara's factories. Zara makes a practice of refaining
more production capacity than necessary, so that if a
new fashion trend emerges, it can quickly respond by
designing garments and ramping-up production.

Once a garment has been made, it is delivered to
one of Zara's own warehouses, and then shipped to its
own stores once a week. Zara deliberately underpro-
duces products, supplying small batches of products in
hot demand before quickly shifting to the next fashion
trend. Often its merchandise sells out quickly. The empty
shelves in Zara stores create a scarcity value—which
helps to generate demand. Customers quickly snap up
products they like because they know these styles may
soon be out of stock, and never produced again.

As a result of this strategy, which is supported by
competencies in design, information systems, and lo-
gistics management, Zara carries fewer inventories
than competitors (Zara’s inventory equals about 10%
of sales, compared to 15% at rival stores such as The
Gap and Benetton). This means fewer price reductions
to move products that haven't sold, and higher profit
margins.

Sources: “Shining Examples,” The Economist: A Survey of logistics, June 17, 20006, pp. 4-6; K. Capell et al., “Fashion Conquistador,”
Business Week, September 4, 2006, pp. 38-39; and K. Ferdows ef al., "Rapid Fire Fulfillment,” Harvard Business Review 82

(November 2004): 101-107.
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has the right combination of skilled people to perform its value creation activities
effectively. It is also the job of the human resource function to ensure that people are
adequately trained, motivated, and compensated to perform their value creation tasks.
If the human resources are functioning well, employee productivity rises (which lowers
costs) and customer service improves (which raises utility), thereby enabling the com-
pany to create more value.

Information Systems  Information systems are, primarily, the electronic systems for man-
aging inventory, tracking sales, pricing products, selling products, dealing with customer
service inquiries, and so on. Information systems, when coupled with the communications
features of the Internet, are holding out the promise of being able to improve the efficiency
and effectiveness with which a company manages its other value creation activities. Again,
Dell uses Web-based information systems to efficiently manage its global logistics network
and increase inventory turnover. World-class information systems are also an aspect of
Zara’s competitive advantage (see Strategy in Action 3.2).

Company Infrastructure  Company infrastructure is the companywide context within
which all the other value creation activities take place: the organizational structure, control
systems, and company culture. Because top management can exert considerable influence
upon shaping these aspects of a company, top management should also be viewed as part
of the infrastructure of a company. Indeed, through strong leadership, top management can
shape the infrastructure of a company and, through that, the performance of all other value
creation activities that take place within it. A good example of this process is given in Strat-
egy in Action 3.1, which looks at how Rose Marie Bravo helped to engineer a turnaround
at Burberry.

THE BUILDING BLOCKS
OF COMPETITIVE ADVANTAGE

Four factors help a company to build and sustain competitive advantage: superior effi-
ciency, quality, innovation, and customer responsiveness. Each of these factors is the prod-
uct of a company’s distinctive competencies. Indeed, in a very real sense they are “generic”
distinctive competencies. These generic competencies allow a company to (1) differentiate
its product offering, and hence offer more value to its customers, and (2) lower its cost
structure (see Figure 3.6). These factors can be considered generic distinctive competen-
cies because any company, regardless of its industry or the products or services it produces,
can pursue these competencies. Although each one is discussed sequentially in the fol-
lowing discussion, all are highly interrelated, and the important ways these competencies
affect each other should be noted. For example, superior quality can lead to superior ef-
ficiency, and innovation can enhance efficiency, quality, and responsiveness to customers.

Efficiency

In one sense, a business is simply a device for transforming inputs into outputs. Inputs are
basic factors of production such as labor, land, capital, management, and technological
knowhow. Outputs are the goods and services that the business produces. The simplest
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employee productivity
The output produced per
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measure of efficiency is the quantity of inputs that it takes to produce a given output, that
is, efficiency = outputs/inputs. The more efficient a company is, the fewer inputs required
to produce a particular output, and the lower its costs will be.

One common measure of efficiency is employee productivity. Employee productivity
refers to the output produced per employee. For example, if it takes General Motors
30 hours of employee time to assemble a car, and it takes Ford 25 hours, we can say that
Ford has higher employee productivity than GM, and is more efficient. As long as other
factors are equal, such as wage rates, we can assume from this information that Ford will
have a lower cost structure than GM. Thus, employee productivity helps a company attain
a competitive advantage through a lower cost structure.

Quality as Excellence and Reliability

A product can be thought of as a bundle of attributes.!”> The attributes of many physical
products include their form, features, performance, durability, reliability, style, and de-
sign.” A product is said to have superior quality when customers perceive that its attributes
provide them with higher utility than the attributes of products sold by rivals. For example,
a Rolex watch has attributes—such as design, styling, performance, and reliability—that
customers perceive as being superior to the same attributes in many other watches. Thus,
we can refer to a Rolex as a high-quality product: Rolex has differentiated its watches by
these attributes.

When customers evaluate the quality of a product, they commonly measure it against
two kinds of attributes: those related to quality as excellence and those related to quality
as reliability. From a quality-as-excellence perspective, the important attributes are things
such as a product’s design and styling, its aesthetic appeal, its features and functions,
the level of service associated with the delivery of the product, and so on. For example,
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Quality as excellence

customers can purchase a pair of imitation leather boots for $20 from Wal-Mart, or they can
buy a handmade pair of butter-soft leather boots from Nordstrom for $500. The boots from
Nordstrom will have far superior styling, feel more comfortable, and look much better than
those from Wal-Mart. The value consumers will get from the Nordstrom boots will in all
probability be much greater than the value derived from the Wal-Mart boots, but of course,
they will have to pay far more for them. That is the point: when excellence is built into a
product offering, consumers must pay more to own or consume it.

With regard to quality as reliability, a product can be said to be reliable when it con-
sistently performs the function it was designed for, performs it well, and rarely, if ever,
breaks down. As with excellence, reliability increases the value (utility) a consumer gets
from a product, and thus the price the company can charge for that product and/or demand
for the product.

The position of a product against two dimensions, reliability and other attributes, can
be plotted on a figure similar to Figure 3.7. For example, as we saw in the Opening Case,
Verizon has the most reliable network in the wireless service industry as measured by fac-
tors such as coverage, number of dropped calls, dead zones, and so on. Verizon also has
the best ratings when it comes to excellence, as measured by download speeds, customer
care, and the like. According to J.D. Power surveys, T-Mobile has the worst position in the
industry as measured by reliability and excellence.

The concept of quality applies whether we are talking about Toyota automobiles,
clothes designed and sold by Zara, Verizon’s wireless service, the customer service depart-
ment of Citibank, or the ability of airlines to arrive on time. Quality is just as relevant to
services as it is to goods.'* The impact of high product quality on competitive advantage is
twofold." First, providing high-quality products increases the value (utility) those products
provide to customers, which gives the company the option of charging a higher price for
the products. In the automobile industry, for example, Toyota has historically been able to
charge a higher price for its cars because of the higher quality of its products.
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product innovation

Development of products
that are new to the world
or have superior attributes
fo existing producfs.

process innovation

Development of a new
process for producing
products and delivering
them fo customers.

Second, greater efficiency and lower unit costs associated with reliable products of high
quality impact competitive advantage. When products are reliable, less employee time is
wasted making defective products, or providing substandard services, and less time has to
be spent fixing mistakes—which means higher employee productivity and lower unit costs.
Thus, high product quality not only enables a company to differentiate its product from that
of rivals, but, if the product is reliable, it also lowers costs.

The importance of reliability in building competitive advantage has increased dramati-
cally over the past 20 years. The emphasis many companies place on reliability is so crucial
to achieving high product reliability that it can no longer be viewed as just one way of
gaining a competitive advantage. In many industries, it has become an absolute imperative
for a company’s survival.

Innovation

Innovation refers to the act of creating new products or processes. There are two main
types of innovation: product innovation and process innovation. Product innovation is
the development of products that are new to the world or have superior attributes to exist-
ing products. Examples are Intel’s invention of the microprocessor in the early 1970s,
Cisco’s development of the router for routing data over the Internet in the mid-1980s, and
Apple’s development of the iPod, iPhone, and iPad in the 2000s. Process innovation is the
development of a new process for producing products and delivering them to customers.
Examples include Toyota, which developed a range of new techniques collectively known
as the “Toyota lean production system” for making automobiles: just-in-time inventory
systems, self-managing teams, and reduced setup times for complex equipment.

Product innovation creates value by creating new products, or enhanced versions of
existing products, that customers perceive as having more value, thus increasing the com-
pany’s pricing options. Process innovation often allows a company to create more value by
lowering production costs. Toyota’s lean production system, for example, helped to boost
employee productivity, thus giving Toyota a cost-based competitive advantage.'® Similarly,
Staples dramatically lowered the cost of selling office supplies by applying the supermar-
ket business model to retail office supplies. Staples passed on some of this cost savings to
customers in the form of lower prices, which enabled the company to increase its market
share rapidly.

In the long run, innovation of products and processes is perhaps the most important
building block of competitive advantage.'” Competition can be viewed as a process driven
by innovations. Although not all innovations succeed, those that do can be a major source
of competitive advantage because, by definition, they give a company something unique—
something its competitors lack (at least until they imitate the innovation). Uniqueness can
allow a company to differentiate itself from its rivals and charge a premium price for its
product, or, in the case of many process innovations, reduce its unit costs far below those
of competitors.

Customer Responsiveness

To achieve superior responsiveness to customers, a company must be able to do a better job
than competitors of identifying and satisfying its customers’ needs. Customers will then
attribute more value to its products, creating a competitive advantage based on differentia-
tion. Improving the quality of a company’s product offering is consistent with achieving
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responsiveness, as is developing new products with features that existing products lack.
In other words, achieving superior quality and innovation is integral to achieving superior
responsiveness to customers.

Another factor that stands out in any discussion of responsiveness to customers is the
need to customize goods and services to the unique demands of individual customers or
customer groups. For example, the proliferation of soft drinks and beers can be viewed
partly as a response to this trend.

An aspect of responsiveness to customers that has drawn increasing attention is
customer response time: the time that it takes for a good to be delivered or a service to
be performed.'® For a manufacturer of machinery, response time is the time it takes to fill
customer orders. For a bank, it is the time it takes to process a loan, or that a customer
must stand in line to wait for a free teller. For a supermarket, it is the time that customers
must stand in checkout lines. For a fashion retailer, it is the time required to take a new
product from design inception to placement in a retail store (see Strategy in Action 3.2 for
a discussion of how the Spanish fashion retailer Zara minimizes this). Customer survey
after customer survey has shown slow response time to be a major source of customer
dissatisfaction."

Other sources of enhanced responsiveness to customers are superior design, superior
service, and superior after-sales service and support. All of these factors enhance respon-
siveness to customers and allow a company to differentiate itself from its less responsive
competitors. In turn, differentiation enables a company to build brand loyalty and charge
a premium price for its products. Consider how much more people are prepared to pay for
next-day delivery of Express Mail, compared to delivery in 3 to 4 days. In 2012, a two-page
letter sent by overnight Express Mail within the United States cost about $10, compared
to $0.48 for regular mail. Thus, the price premium for express delivery (reduced response
time) was $9.52, or a premium of 1983% over the regular price.

BUSINESS MODELS, THE VALUE
CHAIN, AND GENERIC DISTINCTIVE
COMPETENCIES

As noted in Chapter 1, a business model is a manager’s conception, or gestalt, of how the
various strategies that a firm pursues fit together into a congruent whole, enabling the firm
to achieve a competitive advantage. More precisely, a business model represents the way
in which managers configure the value chain of the firm through their choice of strategy.
It includes the investments they make to support that configuration, so that they can build
the distinctive competencies necessary to attain the efficiency, quality, innovation, and
customer responsiveness required to support the firm’s low-cost or differentiated posi-
tion, thereby achieving a competitive advantage and generating superior profitability (see
Figure 3.8).

For example, the primary strategic goal of Wal-Mart is to be the lowest-cost operator
offering a wide display of general merchandise in the retail industry. Wal-Mart’s busi-
ness model involves offering general merchandise in a self-service supermarket type
of setting. Wal-Mart’s strategies flesh out this business model and help the company to
attain its strategic goal. To reduce costs, Wal-Mart limits investments in the fittings and
fixtures of its stores. One of the keys to generating sales and lowering costs in this setting

customer response time

Time that it takes for a
good to be delivered
or a service to be
performed.
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is rapid inventory turnover, which is achieved through strategic investments in logistics
and information systems. Wal-Mart makes major investments in process innovation to
improve the effectiveness of its information and logistics systems, which enables the
company to respond to customer demands for low-priced goods, and to do so in a very
efficient manner.

Wal-Mart’s business model is very different from those of retailers such as Nordstrom.
Nordstrom’s business model is to offer high quality, and high-priced apparel, in a full-
service and sophisticated setting. This implies differences in the way the value chain is
configured. Nordstrom devotes far more attention to in-store customer service than Wal-
Mart does, which implies significant investments in its salespeople. Moreover, Nordstrom
invests far more in the furnishings and fittings for its stores compared to Wal-Mart, whose
stores have a basic warehouse feel to them. Nordstrom recaptures the costs of this invest-
ment by charging higher prices for higher-quality merchandise. Although Wal-Mart and
Nordstrom both sell apparel (Wal-Mart is in fact the biggest seller of apparel in the United
States), their business models imply very different positions in the marketplace, and very
different configurations of value chain activities and investments.

ANALYZING COMPETITIVE ADVANTAGE
AND PROFITABILITY

If a company’s managers are to perform a good internal analysis, they must be able to ana-
lyze the financial performance of their company, identifying how its strategies contribute
(or not) to profitability. To identify strengths and weaknesses effectively, they must be able
to compare, or benchmark, the performance of their company against competitors, as well
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as against the historic performance of the company itself. This will help them determine
whether they are more or less profitable than competitors and whether the performance of
the company has been improving or deteriorating through time; whether their company
strategies are maximizing the value being created; whether their cost structure is out of
alignment compared to competitors; and whether they are using the resources of the com-
pany to the greatest effect.

As we noted in Chapter 1, the key measure of a company’s financial performance is
its profitability, which captures the return that a company is generating on its investments.
Although several different measures of profitability exist, such as return on assets and
return on equity, many authorities on the measurement of profitability argue that return
on invested capital (ROIC) is the best measure because “it focuses on the true operating
performance of the company.”? (However, return on assets is very similar in formulation
to return on invested capital.)

ROIC is defined as net profit over invested capital, or ROIC = net profit/invested
capital. Net profit is calculated by subtracting the total costs of operating the company
from its total revenues (total revenues — total costs). Net profit is what is left over after the
government takes its share in taxes. Invested capital is the amount that is invested in the
operations of a company: property, plant, equipment, inventories, and other assets. Invested
capital comes from two main sources: interest-bearing debt and shareholders’ equity.
Interest-bearing debt is money the company borrows from banks and those who purchase
its bonds. Shareholders’ equity is the money raised from selling shares to the public, plus
earnings that the company has retained in prior years (and that are available to fund current
investments). ROIC measures the effectiveness with which a company is using the capital
funds that it has available for investment. As such, it is recognized to be an excellent mea-
sure of the value a company is creating.?!

A company’s ROIC can be algebraically divided into two major components: return on
sales and capital turnover.?? Specifically:

ROIC = net profits/invested capital
net profits/revenues X revenues/invested capital

where net profits/revenues is the return on sales, and revenues/invested capital is capital
turnover. Return on sales measures how effectively the company converts revenues into
profits. Capital turnover measures how effectively the company employs its invested capi-
tal to generate revenues. These two ratios can be further divided into some basic accounting
ratios, as shown in Figure 3.9 (these ratios are defined in Table 3.1).%

Figure 3.9 notes that a company’s managers can increase ROIC by pursuing strategies
that increase the company’s return on sales. To increase the company’s return on sales, they
can pursue strategies that reduce the cost of goods sold (COGS) for a given level of sales
revenues (COGS/sales); reduce the level of spending on sales-force, marketing, general,
and administrative expenses (SG&A) for a given level of sales revenues (SG&A/sales);
and reduce R&D spending for a given level of sales revenues (R&D/sales). Alternatively,
they can increase return on sales by pursuing strategies that increase sales revenues more
than they increase the costs of the business, as measured by COGS, SG&A, and R&D ex-
penses. That is, they can increase the return on sales by pursuing strategies that lower costs
or increase value through differentiation, and thus allow the company to increase its prices
more than its costs.

Figure 3.9 also tells us that a company’s managers can boost the profitability of their
company by obtaining greater sales revenues from their invested capital, thereby increas-
ing capital turnover. They do this by pursuing strategies that reduce the amount of working
capital, such as the amount of capital invested in inventories, needed to generate a given
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Drivers of Profitability (ROIC)
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Term
Cost of Goods Sold (COGS)

Sales, General, and Administrative
Expenses (SG&A)

R&D Expenses (R&D)
Working Capital

Property, Plant, and Equipment (PPE)

Return on Sales (ROS)

Capital Turnover

Return on Invested Capital (ROIC)
Net Profit

Invested Capital

Definition
Total costs of producing products

Costs associated with selling products and administer-
ing the company

Research and development expenditure

The amount of money the company has to “work” with
in the short term: Current assets — current liabilities

The value of investments in the property, plant, and
equipment that the company uses to manufacture and
sell its products; also known as fixed capital

Net profit expressed as a percentage of sales; meo-
sures how effectively the company converts revenues
info profits

Revenues divided by invested capital; measures how
effectively the company uses its capital to generate
revenues

Net profit divided by invested capital
Total revenues minus total costs before tax

Interest-bearing debt plus shareholders’ equity

Source
Income statement

Income statement

Income statement

Balance sheet

Balance sheet

Ratio

Ratio

Ratio
Income statement

Balance sheet
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level of sales (working capital/sales) and then pursuing strategies that reduce the amount
of fixed capital that they have to invest in plant, property, and equipment (PPE) to generate
a given level of sales (PPE/sales). That is, they pursue strategies that reduce the amount of
capital that they need to generate every dollar of sales, and therefore their cost of capital.
Recall that cost of capital is part of the cost structure of a company (see Figure 3.2), so
strategies designed to increase capital turnover also lower the cost structure.

To see how these basic drivers of profitability help us to understand what is going on in
a company and to identify its strengths and weaknesses, let us compare the financial per-
formance of Wal-Mart against one of its more effective competitors, Target. This is done in

the following Running Case.

FOGUS ON: Wal-Mart

Wal-Mart and Target

© iStockPhoto.com/caracterdesign

For the financial year ending January 2012, Wal-Mart can be understood in terms of the impact of its strat-
earned a ROIC of 13.61%, and Target earned a re- egies on the various ratios identified in Figure 3.9.
spectable 10.01%. Wal-Mart’s superior profitability These are summarized in Figure 3.10.

Comparing Wal-Mart and Target, 2012

Return on Sales
— Wal-Mart 3.51% —
Target 4.19%

ROIC 1
Wal-Mart 13.61% — 1
Target 10.01%

—

Capital Turnover
~— Wal-Mart $3.87 o
Target $2.39

COGS/Sales
Wal-Mart 75.0%
Target 69.1%

SG&A/Sales
Wal-Mart 19.1%
Target 23.24%

Working Capital/Sales
Wal-Mart -1.64%
Target 3.10%

PPE/Sales
Wal-Mart 20.72%
Target 41.72%

© Cengage Learning
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L]
FOCUS ON: Wal-Mart
[continued]

First, note that Wal-Mart has a lower return on
sales than Target. The main reason for this is that
Wal-Mart’s cost of goods sold (COGS) as a percent-
age of sales is higher than Target’s (75% against
69.1%). For a retailer, the COGS reflects the price
that Wal-Mart pays to its suppliers for merchandise.
The lower COGS/sales ratio implies that Wal-Mart
does not mark up prices much as Target—its profit
margin on each item sold is lower. Consistent with its
long-time strategic goal, Wal-Mart passes on the low
prices it gets from suppliers to customers. Wal-Mart’s
higher COGS/sales ratio reflects its strategy of being
the lowest-price retailer.

On the other hand, you will notice that Wal-Mart
spends less on sales, general, and administrative
(SG&A) expenses as a percentage of sales than Target
(19.1% against 22.24%). There are three reasons for
this. First, you will recall that Wal-Mart’s early strat-
egy was to focus on small towns that could only sup-
port one discounter. In small towns, the company does
not have to advertise heavily because it is not com-
peting against other discounters. Second, Wal-Mart
has become such a powerful brand that the company
does not need to advertise as heavily as its competi-
tors, even when its stores are located close to them in
suburban areas. Third, because Wal-Mart sticks to its
low-price philosophy, and because the company man-
ages its inventory so well, it does not usually have an
overstocking problem. Thus, the company does not
need to hold periodic sales—and nor does it have to
bear the costs of promoting those sales (e.g., sending
out advertisements and coupons in local newspapers).
By reducing spending of sales promotions, these fac-
tors reduce Wal-Mart’s SG&A/sales ratio.

In addition, Wal-Mart operates with a flat orga-
nization structure that has very few layers of man-
agement between the head office and store managers
(the company has no regional headquarters). This
reduces administrative expenses (which are a com-
ponent of SG&A) and hence the SG&A/sales ratio.
Wal-Mart can operate with such flat structure be-
cause its information systems allow the company’s
top managers to monitor and control individual

© iStockPhoto.com/caracterdesign

stores directly, rather than rely upon intervening lay-
ers of subordinates to do that for them.

It is when we turn to consider the capital turn-
over side of the ROIC equation, however, that
financial impact of Wal-Mart’s competitive advan-
tage in information systems and logistics becomes
apparent. Wal-Mart generates $3.87 for every dollar
of capital invested in the business, whereas Target
generates $2.39 for every dollar of capital invested.
Wal-Mart is much more efficient in its use of capital
than Target. Why?

One reason is that Wal-Mart has a lower working
capital/sales ratio than Target. In fact, Wal-Mart has
a negative ratio (—1.64%), whereas Target has a posi-
tive ratio (3.10%). The negative working capital ratio
implies that Wal-Mart does not need any capital to
finance its day-to-day operations—in fact, Wal-Mart
is using its suppliers’ capital to finance its day-to-day
operations! This is very unusual, but Wal-Mart is able to
do this for two reasons. First, Wal-Mart is so powerful
that it can demand and get very favorable payment
terms from its suppliers. It does not have to pay for
merchandise for 60 days after it is delivered. Second,
Wal-Mart turns over its inventory so rapidly—around
8 times a year—that it typically sells merchandise be-
fore it has to pay its suppliers. Thus, suppliers finance
Wal-Mart’s inventory and the company’s short-term
capital needs! Wal-Mart’s high inventory turnover is
the result of strategic investments in information sys-
tems and logistics. It is these value chain activities
more than any other that explain Wal-Mart’s competi-
tive advantage.

Finally, note that Wal-Mart has a significantly
lower PPE/sales ratio than Target: 20.72% versus
41.72%. There are several explanations for this. First,
many of Wal-Mart’s stores are still located in small
towns where land is cheap, whereas most of Target’s
stores are located in more expensive suburban loca-
tions. Thus, on average, Wal-Mart needs to spend
less on a store than Target. Again, strategy has a clear
impact on financial performance! Second, because
Wal-Mart turns its inventory over so rapidly, it does
not need to devote as much space in stores to storing

(continues)
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(continued)

inventory. This means that more floor space can be
devoted to selling merchandise. Other things being
equal, this will result in a higher PPE/sales ratio.
By the same token, efficient inventory management
means that it needs less space at a distribution center
to support a store, which again reduces total capital
spending on property, plant, and equipment. Third,
the higher PPE/sales ratio may also reflect the fact
that Wal-Mart’s brand is so powerful, and its com-
mitment to low pricing so strong, that store traffic is
higher than at comparable discounters such as Target.
The stores are simply busier. Hence, the PPE/sales
ratio is higher.

In sum, Wal-Mart’s high profitability is a function

Chapter 3 Internal Analysis 103

© iStockPhoto.com/caracterdesign

strategic investments have built over the years, particu-
larly in the area of information systems and logistics.
As in the Wal-Mart example, the methodology described
in this section can be a very useful tool for analyzing
why and how well a company is achieving and sustain-
ing a competitive advantage. It highlights a company’s
strengths and weaknesses, showing where there is room
for improvement and where a company is excelling.
As such, it can drive strategy formulation. Moreover, the
same methodology can be used to analyze the perfor-
mance of competitors, and gain a greater understanding
of their strengths and weakness, which can in turn
inform strategy.

Source: Calculated by the author from 2010 company 10K

of its strategy, and the distinctive competencies that statements.

THE DURABILITY OF COMPETITIVE
ADVANTAGE

The next question we must address is how long a competitive advantage will last once it
has been created. In other words: What is the durability of competitive advantage given that
other companies are also seeking to develop distinctive competencies that will give them
a competitive advantage? The answer depends on three factors: barriers to imitation, the
capability of competitors, and the general dynamism of the industry environment.

Barriers to Imitation

A company with a competitive advantage will earn higher-than-average profits. These prof-
its send a signal to rivals that the company has valuable, distinctive competencies allowing
it to create superior value. Naturally, its competitors will try to identify and imitate that
competency, and insofar as they are successful, ultimately their increased success may
whittle away the company’s superior profits.>*

How quickly rivals will imitate a company’s distinctive competencies is an important
issue, because the speed of imitation has a bearing on the durability of a company’s com-
petitive advantage. Other factors being equal, the more rapidly competitors imitate a com-
pany’s distinctive competencies, the less durable its competitive advantage will be, and the
more important it is that the company endeavor to improve its competencies to stay one
step ahead of imitators. It is important to stress at the outset that a competitor can imitate
almost any distinctive competency. The critical issue is time: the longer it takes competitors



104 Part 2 The Nature of Competitive Advantage

barriers to imitation

Factors that make it
difficult for a competitor
fo copy a company’s

distinctive competencies.

to imitate a distinctive competency, the greater the opportunity the company has to build a
strong market position and reputation with customers—which are then more difficult for
competitors to attack. Moreover, the longer it takes to achieve an imitation, the greater the
opportunity for the imitated company to improve on its competency or build other compe-
tencies, thereby remaining one step ahead of the competition.

Barriers to imitation are a primary determinant of the speed of imitation. Barriers to
imitation are factors that make it difficult for a competitor to copy a company’s distinc-
tive competencies; the greater the barriers to imitation, the more sustainable a company’s
competitive advantage.” Barriers to imitation differ depending on whether a competitor is
trying to imitate resources or capabilities.

Imitating Resources In general, the easiest distinctive competencies for prospective ri-
vals to imitate tend to be those based on possession of firm-specific and valuable tangible
resources, such as buildings, manufacturing plants, and equipment. Such resources are vis-
ible to competitors and can often be purchased on the open market. For example, if a com-
pany’s competitive advantage is based on sole possession of efficient-scale manufacturing
facilities, competitors may move fairly quickly to establish similar facilities. Although
Ford gained a competitive advantage over General Motors in the 1920s by first adopting
assembly-line manufacturing technology to produce automobiles, General Motors quickly
imitated that innovation, competing away Ford’s distinctive competency in the process.
A similar process is occurring in the auto industry today as rival automakers try to imitate
Toyota’s famous production system.

Intangible resources can be more difficult to imitate. This is particularly true of brand names,
which are important because they symbolize a company’s reputation. In the heavy-earthmoving
equipment industry, for example, the Caterpillar brand name is synonymous with high qual-
ity and superior after-sales service and support. Similarly, the St. Michael’s brand name used
by Marks & Spencer, Britain’s largest clothing retailer, symbolizes high-quality but reason-
ably priced clothing. Customers often display a preference for the products of such companies
because the brand name is an important guarantee of high quality. Although competitors might
like to imitate well-established brand names, the law prohibits them from doing so.

Marketing and technological knowhow are also important intangible resources and can
be relatively easy to imitate. The movement of skilled marketing personnel between com-
panies may facilitate the general dissemination of marketing knowhow. More generally,
successful marketing strategies are relatively easy to imitate because they are so visible to
competitors. Thus, Coca-Cola quickly imitated PepsiCo’s Diet Pepsi brand with the intro-
duction of its own brand, Diet Coke.

With regard to technological knowhow, the patent system in theory should make techno-
logical knowhow relatively immune to imitation. Patents give the inventor of a new product
a 20-year exclusive production agreement. However, this is not always the case. In electrical
and computer engineering, for example, it is often possible to invent and circumnavigate the
patent process—that is, produce a product that is functionally equivalent but does not rely on
the patented technology. One study found that 60% of patented innovations were successfully
invented in around 4 years.?® This suggests that, in general, distinctive competencies based on
technological knowhow can be relatively short-lived.

Imitating Capabilities  Imitating a company’s capabilities tends to be more difficult than
imitating its tangible and intangible resources, chiefly because capabilities are based on the
way in which decisions are made and processes are managed deep within a company. It is
hard for outsiders to discern them.
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The invisible nature of capabilities would not be enough to halt imitation; competitors
could still gain insights into how a company operates by hiring people away from that com-
pany. However, a company’s capabilities rarely reside in a single individual. Rather, they are
the product of how numerous individuals interact within a unique organizational setting.”’
It is possible that no one individual within a company may be familiar with the totality of
a company’s internal operating routines and procedures. In such cases, hiring people away
from a successful company in order to imitate its key capabilities may not be helpful.

Capability of Competitors

According to work by Pankaj Ghemawat, a major determinant of the capability of competitors
to rapidly imitate a company’s competitive advantage is the nature of the competitors’ prior
strategic commitments.”® By strategic commitment, Ghemawat means a company’s commit-
ment to a particular way of doing business—that is, to developing a particular set of resources
and capabilities. Ghemawat states that once a company has made a strategic commitment, it
will have difficulty responding to new competition if doing so requires a break with this com-
mitment. Therefore, when competitors have long-established commitments to a particular way
of doing business, they may be slow to imitate an innovating company’s competitive advantage.
The innovator’s competitive advantage may be relatively durable as a result.

The U.S. automobile industry again offers an example. From 1945 to 1975, General
Motors, Ford, and Chrysler dominated this stable oligopoly, and all three companies
directed their operations to the production of large cars, which American customers
demanded at the time. When the market shifted from large cars to small, fuel-efficient
vehicles during the late 1970s, U.S. companies lacked the resources and capabilities
required to produce these cars. Their prior commitments had built the wrong kind of skills
for this new environment. As a result, foreign producers, particularly the Japanese, stepped
into the market breach by providing compact, fuel-efficient, high-quality low-cost cars.
U.S. auto manufacturers failed to react quickly to the distinctive competency of Japanese
auto companies, giving them time to build a strong market position and brand loyalty,
which subsequently proved difficult to attack.

Another determinant of the ability of competitors to respond to a company’s com-
petitive advantage is the absorptive capacity of competitors.”” Absorptive capacity refers
to the ability of an enterprise to identify, value, assimilate, and use new knowledge. For
example, in the 1960s, 1970s, and 1980s Toyota developed a competitive advantage based
on its innovation of lean production systems. Competitors such as General Motors were
slow to imitate this innovation, primarily because they lacked the necessary absorptive
capacity. In those days General Motors was such a bureaucratic and inward-looking orga-
nization that it was very difficult for the company to identify, value, assimilate, and use the
knowledge underscoring lean production systems. Long after General Motors had identi-
fied and understood the importance of lean production systems, it was still struggling to
assimilate and use that new knowledge. Put differently, internal forces of inertia can make
it difficult for established competitors to respond to rivals whose competitive advantage is
based on new products or internal processes—that is, on innovation.

Together, factors such as existing strategic commitments and low absorptive capacity
limit the ability of established competitors to imitate the competitive advantage of a rival,
particularly when that competitive advantage is based on innovative products or processes.
This is why value often migrates away from established competitors and toward new
enterprises that are operating with new business models when innovations reshape the rules
of industry competition.

absorptive capacity
The ability of an
enterprise fo idenﬁfy,
value, assimilate, and
use new knowledge.
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Industry Dynamism

A dynamic industry environment is one that changes rapidly. We examined some of the fac-
tors that determine the dynamism and intensity of competition in an industry in Chapter 2
when we discussed the external environment. The most dynamic industries tend to be those
with a very high rate of product innovation—for instance, the customer electronics indus-
try, the computer industry, and the telecommunications industry. In dynamic industries, the
rapid rate of innovation means that product life cycles are shortening and that competitive
advantage can be fleeting. A company that has a competitive advantage today may find its
market position outflanked tomorrow by a rival’s innovation.

In the personal computer industry, the rapid increase in computing power during the
past three decades has contributed to a high degree of innovation and a turbulent envi-
ronment. Reflecting the persistence of computer innovation, Apple had an industry-wide
competitive advantage due to its innovation in the late 1970s and early 1980s. In 1981, IBM
seized the advantage by introducing its first personal computer. By the mid-1980s, IBM
had lost its competitive advantage to high-power “clone” manufacturers, such as Compaq,
that had beaten IBM in the race to introduce a computer based on Intel’s 386 chip. In the
1990s, Compagq subsequently lost its competitive advantage to Dell, which pioneered new
low-cost ways of delivering computers to customers using the Internet as a direct-selling
device. In recent years, Apple has again seized the initiative with its innovative product
designs and successful differentiation strategy.

Summary

The durability of a company’s competitive advantage depends upon the height of barriers
to imitation, the capability of competitors to imitate its innovation, and the general level of
dynamism in the industry environment. When barriers to imitation are low, capable com-
petitors abound, and innovations are rapidly being developed within a dynamic environ-
ment, then competitive advantage is likely to be transitory. But even within such industries,
companies can build a more enduring competitive advantage—if they are able to make
investments that build barriers to imitation.

AVOIDING FAILURE AND SUSTAINING
COMPETITIVE ADVANTAGE

How can a company avoid failure and escape the traps that have snared so many once-
successful companies? How can managers build a sustainable competitive advantage?
Much of the remainder of this book addresses these questions. Here, we outline a number
of key points that set the scene for the coming discussion.

Why Companies Fail

When a company loses its competitive advantage, its profitability falls. The company does
not necessarily fail; it may just have average or below-average profitability and can remain in
this mode for a considerable time, although its resource and capital base is shrinking. Failure
implies something more drastic. A failing company is one whose profitability is substantially
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lower than the average profitability of its competitors; it has lost the ability to attract and gen-
erate resources and its profit margins and invested capital are rapidly shrinking.

Why does a company lose its competitive advantage and fail? This question is particu-
larly pertinent because some of the most successful companies of the last half-century have
seen their competitive position deteriorate at one time or another. IBM, General Motors,
American Express, and Sears (among many others), which all were astute examples of
managerial excellence, have gone through periods of poor financial performance, during
which any competitive advantage was distinctly lacking. We explore three related reasons
for failure: inertia, prior strategic commitments, and the Icarus paradox.

Inertia  The inertia argument states that companies find it difficult to change their strate-
gies and structures in order to adapt to changing competitive conditions.*® IBM is a clas-
sic example of this problem. For 30 years, it was viewed as the world’s most successful
computer company. Then, in only a few years, its success turned into a disaster: it lost
$5 billion in 1992, and laid off more than 100,000 employees. The underlying cause of
IBM’s troubles was a dramatic decline in the cost of computing power as a result of innova-
tions in microprocessors. With the advent of powerful low-cost microprocessors, the locus
of the computer market shifted from mainframes to small, low-priced personal computers,
leaving IBM’s huge mainframe operations with a diminished market. Although IBM had
a significant presence in the personal computer market, it had failed to shift the focus
of its efforts away from mainframes and toward personal computers. This failure meant
deep trouble for one of the most successful companies of the 20th century. (IBM has now
executed a very successful turnaround, repositioning itself as a provider of information
technology infrastructure and solutions.)

One reason companies find it so difficult to adapt to new environmental conditions is the
role of capabilities in causing inertia. Organizational capabilities—the way a company makes
decisions and manages its processes—can be a source of competitive advantage, but they
are often difficult to change. IBM always emphasized close coordination among operating
units and favored decision-making processes that stressed consensus among interdependent
operating units as a prerequisite for decisions to go forward.' This capability was a source of
advantage for IBM during the 1970s, when coordination among its worldwide operating units
was necessary to develop, manufacture, and sell complex mainframes. But the slow-moving
bureaucracy that it had spawned was a source of failure in the 1990s, when organizations
needed to readily adapt to rapid environmental change.

Capabilities are difficult to change because distribution of power and influence is em-
bedded within the established decision-making and management processes of an organiza-
tion. Those who play key roles in a decision-making process clearly have more power. It
follows that changing the established capabilities of an organization means changing its
existing distribution of power and influence. Most often, those whose power and influ-
ence would diminish resist such change; proposals for change trigger turf battles. Power
struggles and the hierarchical resistance associated with trying to alter the way in which
an organization makes decisions and manages its process—that is, trying to change its
capabilities—bring on inertia. This is not to say that companies cannot change. However,
those who feel threatened by change often resist it; change in most cases is induced by a
crisis. By then, the company may already be failing, as exemplified by IBM.

Prior Strategic Commitments A company’s prior strategic commitments not only limit
its ability to imitate rivals but may also cause competitive disadvantage.*> IBM, for in-
stance, had major investments in the mainframe computer business, so when the market
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shifted, it was stuck with significant resources specialized to that particular business: its
manufacturing facilities largely produced mainframes, and its research organization and
sales force were similarly specialized. Because these resources were not well suited to the
newly emerging personal computer business, IBM’s difficulties in the early 1990s were in
a sense inevitable. Its prior strategic commitments locked it into a business that was shrink-
ing. Shedding these resources inevitably caused hardship for all organization stakeholders.

The lcarus Paradox Danny Miller has postulated that the roots of competitive failure
can be found in what he termed the “Icarus paradox.”* Icarus is a figure in Greek mythol-
ogy who used a pair of wings, made for him by his father, to escape from an island where
he was being held prisoner. He flew so well that he climbed higher and higher, ever closer
to the sun, until the heat of the sun melted the wax that held his wings together, and he
plunged to his death in the Aegean Sea. The paradox is that his greatest asset, his abil-
ity to fly, caused his demise. Miller argues that the same paradox applies to many once-
successful companies. According to Miller, many companies become so dazzled by their
early success that they believe more of the same type of effort is the way to future success.
As aresult, they can become so specialized and myopic that they lose sight of market reali-
ties and the fundamental requirements for achieving a competitive advantage. Sooner or
later, this leads to failure. For example, Miller argues that Texas Instruments and Digital
Equipment Corporation (DEC) achieved early success through engineering excellence. But
thereafter, they became so obsessed with engineering details that they lost sight of market
realities. (The story of DEC’s demise is summarized in Strategy in Action 3.3.)

Steps to Avoid Failure

Given that so many pitfalls await companies, the question arises as to how strategic man-
agers can use internal analysis to find and escape them. We now look at several steps that
managers can take to avoid failure.

Focus on the Building Blocks of Competitive Advantage Maintaining a competitive
advantage requires a company to continue focusing on all four generic building blocks of
competitive advantage—efficiency, quality, innovation, and responsiveness to customers—
and to develop distinctive competencies that contribute to superior performance in these
areas. Miller’s Icarus paradox promotes the message that many successful companies
become unbalanced in their pursuit of distinctive competencies. DEC, for example, focused
on engineering quality at the expense of almost everything else, including, most importantly,
responsiveness to customers.

Institute Continuous Improvement and Learning Change is constant and inevitable.
Today’s source of competitive advantage may soon be rapidly imitated by capable com-
petitors or made obsolete by the innovations of a rival. In a dynamic, fast-paced environ-
ment, the only way that a company can maintain a competitive advantage over time is to
continually improve its efficiency, quality, innovation, and responsiveness to customers.
The way to do this is to recognize the importance of learning within the organization.’* The
most successful companies are not those that stand still, resting on their laurels. Compa-
nies that are always seeking ways to improve their operations and constantly upgrade the
value of their distinctive competencies or create new competencies are the most successful.
General Electric and Toyota, for example, have reputations as learning organizations; they
are continually analyzing the processes that underlie their efficiency, quality, innovation,
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The Road to Ruin at DEC

Digital Equipment Corporation (DEC) was one of the
premier computer companies of the 1970s and 1980s.
DEC's original success was founded on the minicom-
puter, a cheaper, more flexible version of its mainframe
cousins that Ken Olson and his brilliant team of engi-
neers invented in the 1960s. They then improved on
their original minicomputers until they could not be beat
for quality and reliability. In the 1970s, their VAX series
of minicomputers was widely regarded as the most reli-
able series of computers ever produced, and DEC was
rewarded by high profit rates and rapid growth. By
1990, it was number 27 on the Fortune 500 list of the
largest corporations in America.

Buoyed by its success, DEC turned into an engineer-
ing monoculture: its engineers became idols; marketing
and accounting staff, however, were barely tolerated.
Component specs and design standards were all that
senior managers understood. Technological fine-tuning
became such an obsession that the customer’s needs
for smaller, more economical, userfriendly computers
were ignored. DEC’s personal computers, for exam-
ple, bombed because they were out of touch with the
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needs of customers. The company failed to respond to
the threat to its core market, presented by the rise of
computer workstations and client-server architecture.
Ken Olson was known for dismissing such new prod-
ucts. He once said, “We always say that customers are
right, but they are not always right.” Perhaps. But DEC,
blinded by its early success, failed to remain responsive
to its customers and to changing market conditions. In
another famous statement, when asked about personal
computers in the early 1980s, Olson said: “I can see of
no reason why anybody would ever want a computer
on their desk.”

By the early 1990s, DEC was in deep trouble.
Olson was forced out in July 1992, and the company
lost billions of dollars between 1992 and 1995. It
returned to profitability in 1996, primarily because
its turnaround strategy, aimed at reorienting the com-
pany to serve the areas that Olson had dismissed,
was a success. In 1998, Compaq purchased DEC
(which Hewlett Packard later purchased) and DEC
disappeared from the business landscape as an inde-
pendent entity.

Sources: D. Miller, The lcarus Paradox (New York: HarperBusiness, 1990); P. D. llosa, “We Must Know What We Are Doing,”

Fortune, November 14, 1994, p. 68.
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and responsiveness to customers. Learning from prior mistakes and seeking out ways to
improve processes over time is the primary objective. This approach has enabled Toyota,
for instance, to continually upgrade its employee productivity and product quality, and stay
one step ahead of imitators.

Track Best Industrial Practice and Use Benchmarking Identifying and adopting best
industrial practice is one of the best ways to develop distinctive competencies that contrib-
ute to superior efficiency, quality, innovation, and responsiveness to customers. Only in this
way will a company be capable of building and maintaining the resources and capabilities
that underpin excellence in efficiency, quality, innovation, and responsiveness to custom-
ers. (We discuss what constitutes best industrial practice in some depth in Chapter 4.) It
requires tracking the practice of other companies, and perhaps the best way to do so is
through benchmarking: measuring the company against the products, practices, and ser-
vices of some of its most efficient global competitors.

Overcome Inertia  Overcoming the internal forces that are a barrier to change within
an organization is one of the key requirements for maintaining a competitive advantage.
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Identifying barriers to change is an important first step. Once barriers are identified, imple-
menting change to overcome these barriers requires good leadership, the judicious use of
power, and appropriate subsequent changes in organizational structure and control systems.

The Role of Luck  Some scholars have argued that luck plays a critical role in determining
competitive success and failure.* In its most extreme version, the luck argument devalues
the importance of strategy altogether. Instead, it states that in the face of uncertainty, some
companies just happen to choose the correct strategy.

Although luck may be the reason for a company’s success in particular cases, it is an
unconvincing explanation for the persistent success of a company. Recall our argument
that the generic building blocks of competitive advantage are superior efficiency, quality,
innovation, and responsiveness to customers. In addition, keep in mind that competition is
a process in which companies are continually trying to outdo each other in their ability to
achieve high efficiency, superior quality, outstanding innovation, and rapid responsiveness
to customers. It is possible to imagine a company getting lucky and coming into possession
of resources that allow it to achieve excellence within one or more of these dimensions.
It is difficult, however, to imagine how sustained excellence within any of these four di-
mensions could be produced by anything other than conscious effort—that is, by strategy.
Luck may indeed play a role in success, and managers must always exploit a lucky break.
However, to argue that success is entirely a matter of luck is to strain credibility. As the
prominent banker of the early 20th century, J. P. Morgan, once said, “The harder I work,
the Iuckier I seem to get.” Managers who strive to formulate and implement strategies that
lead to a competitive advantage are more likely to be lucky.

SUMMARY OF CHAPTER

. Distinctive competencies are the firm-specific

strengths of a company. Valuable distinctive
competencies enable a company to earn a
profit rate that is above the industry average.

so that it creates more value and can charge a
higher price, or do both simultaneously.

. Managers must understand how value creation

and pricing decisions affect demand and how

2. The distinctive competencies of an organization costs change with increases in volume. They
arise from its resources (its financial, physical, must have a good grasp of the demand con-
human, technological, and organizational as- ditions in the company’s market, and the cost
sets) and capabilities (its skills at coordinating structure of the company at different levels of
resources and putting them to productive use). output, if they are to make decisions that maxi-

3. In order to achieve a competitive advantage, mize the profitability of their enterprise.

a company needs to pursue strategies that 7. The four building blocks of competitive advan-
build on its existing resources and capabili- tage are efficiency, quality, innovation, and re-
ties and formulate strategies that build addi- sponsiveness fo customers. These are generic
tional resources and capabilities (develop new distinctive competencies. Superior efficiency
competencies). enables a company to lower its costs, superior

4. The source of a competitive advantage is supe- quality allows it to charge a higher price and
rior value creation. lower its costs, and superior customer service

5. To create superior value (utility) a company lets it charge a higher price. Superior innova-

must lower its costs or differentiate its product

tion can lead to higher prices, particularly in



the case of product innovations, or lower unit
costs, as in the case of process innovations.

. If a company’s managers are to perform a
good internal analysis, they need to be able
to analyze the financial performance of their
company, identifying how the strategies of the
company relate to its profitability, as measured
by the return on invested capital.

. The durability of a company’s competitive ad-
vantage depends on the height of barriers to
imitation, the capability of competitors, and en-
vironmental dynamism.

DISCUSSION QUESTIONS

1. What are the primary implications of the ma-

terial discussed in this chapter for strategy
formulation?

. When is a company’s competitive advantage
most likely to endure over time?

. It is possible for a company to be the lowest-
cost producer in its industry and simultaneously

10.

11.
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Failing companies typically earn low or nega-
tive profits. Three factors seem to contribute to
failure: organizational inertia in the face of en-
vironmental change, the nature of a company’s
prior strategic commitments, and the Icarus
paradox.

Avoiding failure requires a constant focus on
the basic building blocks of competitive advan-
tage: continuous improvement, identification
and adoption of best industrial practice, and
victory over inertia.

have an output that is the most valued by cus-
tomers. Discuss this statement.

. Why is it important to understand the drivers

of profitability, as measured by the return on
invested capital?

. Which is more important in explaining the

success and failure of companies: strategiz-
ing or luck®

PRACTICING STRATEGIC =% “.

MANAGEMENT

-
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Small-Group Exercise: Analyzing Competitive Advantage

Break up into groups of three to five people. Drawing on the concepts introduced in this chapter, analyze
the competitive position of your business school in the market for business education. Then answer the

following questions:

1. Does your business school have a competitive advantage?
2. If so, upon what is this advantage based, and is this advantage sustainable?
3. If your school does not have a competitive advantage in the market for business education, identify

the inhibiting factors that are holding it back.

4. How might the Internet change the way in which business education is delivered?
5. Does the Internet pose a threat to the competitive position of your school in the market for business
education, or is it an opportunity for your school to enhance its competitive position?
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STRATEGY SIGN ON
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Find a company that has sustained its competitive advantage for more than 10 years. Identify the source
or sources of this competitive advantage, and explain why it has lasted so long.

STRATEGY

A
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Strategic Management Project: Module 3

This module deals with the competitive position of your company. With the information you have avail-
able, perform the following tasks and answer the listed questions:

1. Identify whether your company has a competitive advantage or disadvantage in its primary industry.
(Its primary industry is the one in which it has the most sales.)

2. Evaluate your company against the four generic building blocks of competitive advantage: effi-
ciency, quality, innovation, and responsiveness to customers. How does this exercise help you under-
stand the performance of your company relative to its competitors@

3. What are the distinctive competencies of your company?

4. What roles have prior strategies played in shaping the distinctive competencies of your company?
What has been the role of luck?

5. Do the strategies your company is currently pursuing build on its distinctive competencies? Are they
an attempt to build new competencies?

6. What are the barriers to imitating the distinctive competencies of your company?

7. ls there any evidence that your company finds it difficult to adapt to changing industry conditions? If
so, why do you think this is the case?

ETHICAL DILEMMA i
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Your friend manages a retailer that has a history of
superior profitability. She believes that one of the princi-
pal sources of competitive advantage for her enterprise
are low labor costs. The low labor costs are due to her
hiring of minimum-wage workers, the decision not to
give them any benefits (such as health benefits), and
her consistent opposition to unionization at the com-
pany (the workforce is not unionized). Although she

acknowledges that this approach does lead to high
employee turnover, she argues that the jobs are low
skilled, and that it is easy to replace someone who
leaves. Is your friend’s approach to doing business ethi-
cal2 Are there ways of achieving low labor costs that
do not rely upon the hiring of minimum-wage workers?
Would you counsel your friend to use an alternative
approach?
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CLOSING CASE

Competitive Advantage at Starbucks

The growth of Starbucks is the stuff of business legend.
In the 1980s, when the company had only a handful of
stores, the company’s director of marketing, Howard
Schultz, returned from a trip to Italy enchanted with the
Italian coffeehouse experience. Schultz, who later pur-
chased the company and became CEO, persuaded the
owners to experiment with the coffeehouse format, and
the Starbucks experience was born. The strategy was
to sell the company’s own premium roasted coffee and
freshly brewed espresso-style coffee beverages, along
with a variety of pastries, coffee accessories, and other
products, in a tastefully designed coffeehouse setting.
The idea was to transform the act of buying and drink-
ing coffee into a social experience. The stores were to
be “third places,” where people could meet and talk or
relax and read. The company focused on providing su-
perior customer service. Reasoning that motivated em-
ployees provide the best customer service, Starbucks’
executives devoted much attention to employee hiring
and training programs, and progressive compensation
policies that gave full-time and part-time employees
stock-option grants and medical benefits.

This formula was the bedrock of Starbucks’ compet-
itive advantage. Starbucks went from obscurity to one
of the best-known brands in the United States within a
decade. Between 1995 and 2005, Starbucks added U.S.
stores at an annual rate of 27%, reaching almost 12,000
total locations. It also expanded aggressively inter-
nationally. Schultz himself stepped down from the CEO
role in 2000, although he remained chairman.

By 2008, however, the company was hitting seri-
ous headwinds. Competitors from small boutique cof-
fee houses to chains like Tully’s and Pete’s Coffee, and
even McDonald’s, were beginning to erode Starbucks’
competitive advantage. Although the company was
still adding stores at a break-neck pace, same-store
sales started to fall. Profitability, measured by return
on invested capital (ROIC), slumped from around 21%
to just 8.6% in 2008. The stock price tumbled.

At this point, Howard Schultz fired the CEO and
again reclaimed the position. His strategy was to re-
turn Starbucks to its roots. He wanted the company
to reemphasize the creation of value through great

customer experiences, and he wanted the company to
do that as efficiently as possible. He first closed all
Starbucks’ stores for a day, and retrained baristas in
the art of making coffee. A number of other changes
followed. The company redesigned many of its stores
to give them a contemporary feel. It stopped selling
breakfast sandwiches because Schultz thought that the
smell detracted from the premium coffeehouse experi-
ence. Instead of grinding enough coffee for an entire
day, he told employees to grind more coffee each time
a new pot was brewed to create the aroma of freshly
brewed coffee. He gave store managers more freedom
to decide on specific aspects of their stores, such as
the type of artwork displayed. Starbucks also dramati-
cally expanded its fair-trade policy, purchasing its cof-
fee beans from growers adhering to environmentally
friendly policies, and it promoted this to customers.

To reduce costs, Schultz announced the closure of 600
underperforming U.S. stores. Starbucks used the threat of
possible closure to renegotiate many store leases at lower
rates. It cut back on the number of suppliers of pastries
and negotiated volume discounts. A lean thinking team
was created, and it was tasked with the job of improving
employee productivity; baristas needed to become more
efficient. The team found that by making simple changes,
such as placing commonly ordered syrup flavors closer to
where drinks are made, they could shave several seconds
off the time it took to make a drink, and give employees
more time to interact with customers. Faster customer
service meant higher customer satisfaction.

The results have been impressive. What was once
nearly dismissed as a stale brand has been reinvigo-
rated. Between 2008 and 2012, Starbucks’ revenues
expanded from $10.4 billion to $13.3 billion against
the background of a weak economy, and ROIC surged
from 8.6% to an impressive 26.13%.

Sources: J. Jargon, “Latest Starbucks Buzzword: Lean
Japanese Techniques,” Wall Street Journal, August 4, 2009,

p- Al; J. Adamy, “Starbucks Moves to Cut Costs, Retain
Customers,” Wall Street Journal, December 5, 2008, p. B3;
“Coftee Wars,” The Economist, December 1, 2008, pp. 57-59;
and R. Lowenstein, “What Latte Lost Its Luster,” Wall Street
Journal, March 29, 2011, p. A17.
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CASE DISCUSSION QUESTIONS

1. What is the value that Starbucks creates for 3.
its customers? How does the company create

this value?

2. How important have innovation, efficiency,
quality, and customer responsiveness been to
Starbucks’ competitive position?

Distinctive
competencies 83
Resources 83
Tangible resources 83
Intangible resources 83

M. Cusumano, The Japanese Au-
tomobile Industry (Cambridge, Mass.:
Harvard University Press, 1989);
S. Spear and H. K. Bowen, “Decod-
ing the DNA of the Toyota Production
System,” Harvard Business Review
(September—October 1999): 96-108.

’The material in this section
relies on the resource-based view
of the company. For summaries of
this perspective, see J. B. Barney,
“Company Resources and Sustained
Competitive Advantage,” Journal
of Management 17 (1991): 99—-120;
J. T. Mahoney and J. R. Pandian,
“The Resource-Based View Within
the Conversation of Strategic Man-
agement,” Strategic Management

Capabilities 83
Value chain 89
Primary activities 89
Support activities 91
Employee productivity

Does Starbucks have any distinctive competen-
cies? If so, how do they affect the business?

4. Why do you think the performance of

Starbucks started to decline after 20052
What was Schultz trying to do with the

changes he made after 20082

time 97

Journal 13 (1992): 63-380; R. Amit
and P. J. H. Schoemaker, “Strategic
Assets and Organizational Rent,”
Strategic Management Journal 14
(1993): 33-46; M. A. Peteraf, “The
Cornerstones of Competitive Advan-
tage: A Resource-Based View,” Stra-
tegic Management Journal 14 (1993):
179-191; B. Wernerfelt, “A Resource
Based View of the Company,” Strate-
gic Management Journal 15 (1994):
171-180; and K. M. Eisenhardt and
J. A. Martin, “Dynamic Capabilities:
What Are They?” Strategic Manage-
ment Journal 21 (2000): 1105-1121.

“For a discussion of organization-
al capabilities, see R. R. Nelson and
S. Winter, An Evolutionary Theory

Product innovation 96
Process innovation 96
Customer response

94  Barriers to imitation

Absorptive capacity 105
Total quality

management XX
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of Economic Change (Cambridge,
Mass.: Belknap Press, 1982).

SW. Chan Kim and R. Mauborgne,
“Value Innovation: The Strategic
Logic of High Growth,” Harvard
Business Review, January—February
1997, pp. 102-115.

°The concept of consumer sur-
plus is an important one in econom-
ics. For a more detailed exposition,
see D. Besanko, D. Dranove, and
M. Shanley, Economics of Strategy
(New York: Wiley, 1996).

"However, P = U only in the
special case when the company has
a perfect monopoly and it can charge
each customer a unique price that re-
flects the utility of the product to that



customer (i.e., where perfect price
discrimination is possible). More
generally, except in the limiting case
of perfect price discrimination, even
a monopolist will see most custom-
ers capture some of the utility of a
product in the form of a consumer
surplus.

8This point is central to the work of
Michael Porter. See M. E. Porter, Com-
petitive Advantage (New York: Free
Press, 1985). See also P. Ghemawat,
Commitment: The Dynamic of Strat-
egy (New York: Free Press, 1991),
chap. 4.

°Oliver Wyman, “The Harbor
Report,” 2008, www.oliverwyman.
com/ow/automotive.htm.

%Porter, Competitive Advantage.

"Tbid.

’This approach goes back to the
pioneering work by K. Lancaster:
Consumer Demand, a New Approach
(New York: 1971).

BD. Garvin, “Competing on the
Eight Dimensions of Quality,” Har-
vard Business Review, November
—December 1987, pp. 101-119;
P. Kotler, Marketing Management
(Millennium ed.) (Upper Saddle
River, N.J.: Prentice Hall, 2000).

“C. K. Prahalad and M. S.
Krishnan, “The New Meaning of
Quality in the Information Age,”
HarvardBusinessReview, September—
October 1999, pp. 109-118.

5See D. Garvin, “What Does
Product Quality Really Mean,?”
Sloan Management Review 26 (Fall
1984): 25-44; P. B. Crosby, Quality
Is Free (New York: Mentor, 1980);
and A. Gabor, The Man Who Dis-
covered Quality (New York: Times
Books, 1990).

M. Cusumano, The Japanese
Automobile Industry (Cambridge,

Mass.: Harvard University Press,
1989); and S. Spear and H. K.
Bowen, “Decoding the DNA of the
Toyota Production System,” Har-
vard Business Review, September—
October 1999, pp. 96-108.

7Kim and Mauborgne, “Value
Innovation.”

8G. Stalk and T. M. Hout, Com-
peting Against Time (New York: Free
Press, 1990).

“Ibid.

XTom Copeland, Tim Koller, and
Jack Murrin, Valuation: Measuring
and Managing the Value of Compa-
nies (New York: Wiley, 1996). See
also S. F. Jablonsky and N. P. Barsky,
The Manager’s Guide to Financial
Statement Analysis (New York:
Wiley, 2001).

*ICopeland, Koller, and Murrin,
Valuation.

2This is done as follows. Signi-
fying net profit by r, invested capital
by K, and revenues by R, then ROIC
= m/K. If we multiply through by
revenues, R, this becomes R X (K)
= (m X R)/(K X R), which can be
rearranged as m/R X R/K, where
/R is the return on sales and R/K is
capital turnover.

ZNote that Figure 3.9 is a sim-
plification and ignores some other
important items that enter the calcu-
lation, such as depreciation/sales (a
determinant of ROS) and other as-
sets/sales (a determinant of capital
turnover).

#This is the nature of the com-
petitive process. For more detail, see
C. W. L. Hill and D. Deeds, “The Im-
portance of Industry Structure for the
Determination of Company Profit-
ability: A Neo-Austrian Perspective,”
Journal of Management Studies 33
(1996): 429-451.
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»As with resources and capa-
bilities, so the concept of barriers
to imitation is also grounded in the
resource-based view of the company.
For details, see R. Reed and R. J.
DeFillippi, “Causal Ambiguity, Bar-
riers to Imitation, and Sustainable
Competitive Advantage,” Academy
of Management Review 15 (1990):
88-102.

2E. Mansfield, “How Econo-
mists See R&D,” Harvard Business
Review, November—December 1981,
pp- 98-106.

2S. L. Berman, J. Down, and
C. W. L. Hill, “Tacit Knowledge as a
Source of Competitive Advantage in
the National Basketball Association,”
Academy of Management Journal
45:1 (2002): 13-33.

2P, Ghemawat, Commitment:
The Dynamic of Strategy (New York:
Free Press, 1991).

2W.M.CohenandD.A.Levinthal,
“Absorptive  Capacity: A New
Perspective on Learning and Innova-
tion,” Administrative Science Quar-
terly 35 (1990): 128-152.

%M. T. Hannah and J. Freeman,
“Structural Inertia and Organization-
al Change,” American Sociological
Review 49 (1984): 149-164.

*1See “IBM Corporation,” Harvard
Business School Case #180-034.

32Ghemawat, Commitment.

3D. Miller, The Icarus Paradox
(New York: HarperBusiness, 1990).

*P. M. Senge, The Fifth Disci-
pline: The Art and Practice of the
Learning Organization (New York:
Doubleday, 1990).

3The classic statement of this
position was made by A. A. Alchain,
“Uncertainty, Evolution, and Eco-
nomic Theory,” Journal of Political
Economy 84 (1950): 488-500.
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Explain how an
enterprise can
use functional-
level strategies
to increase its
efficiency

Explain how an
enterprise can

use functional-
level strategies to
increase its quality

Explain how an
enterprise can
use functional-
level strategies
to increase its
innovation

Explain how an
enterprise can

use functional-

level strategies to
increase its customer
responsiveness
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Building Competitive
Advantage Through

Functional-Level Strategies

OPENING CASE

EARNING QBECTVES

After reading this chapter
you should be able fo:

When Jeff Bezos started Amazon.com
back in 1995, the online retailer fo-
cused just on selling books. Music
and videos were soon added tfo the
mix. Today, you can purchase a wide
range of media and generalmerchan-
dise products from Amazon, which is
now the world’s largest online retailer,
with over $60 billion in annual sales.
According to Bezos, Amazon's suc-
cess is based on three main factors: a
relentless focus on delivering value to
cusfomers, operating efficiencies, and
a willingness to innovate.

Amazon offers customers a much
wider selection of merchandise than
they can find in a physical store, and
does so at a low price. Online shop-
ping and purchasing is made easy
with a userfriendly interface, product
recommendations, customer wish lists,
and a one-lick purchasing option for
repeat customers. The percentage
of traffic that Amazon gefs from

search engines such as Google has
been falling for several years, where-
as other online retailers are becoming
more dependent on third-party search
engines. This indicates that Amazon
is increasingly becoming the starting
point for online purchases. As a result,
its acfive customer base in now ap-
proaching 200 million.

To deliver products to cusfomers
quickly and accurately, Amazon has
been investing heavily in a network
of distribution centers. In the United
States alone there are now over 40
such centers. Sophisticated software
analyzes customer purchasing pat-
terns and tells the company what to
order, where to store it in the distribu-
fion network, what to charge for it,
and when to mark it down fo shift
it. The goal is to reduce inventory
holding costs while always having
product in stock. The increasingly
dense network of distribution cen-
fers enables Amazon to reduce the
fime it tokes to deliver products to
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consumers and fo cut down on delivery
costs. As Amazon becomes larger, it can
support a denser distribution network, which
it furn enables it to fulfill customer orders
more rapidly, and at a lower cost, thereby
solidifying its competitive advantage over
smaller rivals.

To make its distribution centers work
more efficiently, Amazon is embracing
automation. Until recently, most of the pick-
ing and packing of products at Amazon dis-
fribution centers was done by hand, with
employees walking as much as 20 miles
a shift to pick merchandise off shelves and
bring it to packing stations. Although walk-
ing 20 miles a day may be good for the
physical health of employees, it represents
a lot of wasted time and hurts productivity.
In 2012 Amazon purchased Kiva, a lead-
ing manufacturer of robots that service
warehouses. Kiva has announced that for the
next 2 to 3 years, it will not take any exter-
nal orders, and instead focus on automating
Amazon'’s distribution centers. Kiva's robots
pick products from shelves and deliver them
to packing stations. This reduces the number
of employees needed per distribution cen-
ter by 30 to 40%, and boosts productivity
accordingly.

On the innovation front, Amazon has s

been a leader in pushing the digitalization
of media. lts invention of the Kindle digital
reader, and the ability of customers fo use that
reader either on a dedicated Kindle device
or on a generalpurpose device such as an
iPad, turbo charged the digital distribution of
books, a market segment where Amazon is
the clear leader. Digitalization of books is dis-
rupting the established book retailing industry
and strengthening Amazon’s advantage in this
segment. To store digital media, from books to
films and music, and to enable rapid custom-
er download, Amazon has built huge server
farms. lts early investment in “cloud-based”
infrastructure has turned Amazon into a leader
in this field. It is now leveraging its expertise
and infrasfructure fo build another business.
Known as Amazon Web Services [AWS),
Amazon will host websites, data, and associ-
ated software for other companies. In 2012
this new business generated $2.1 billion in
revenues, making Amazon one of the early
leaders in the emerging field of cloud comput-
ing. By 2015, analysts predict that AWS will
be a $15 billion business. Jeff Bezos is on
record as stating that he believes AWS will
ultimately match Amazon’s online refail busi-
ness in sales volume.

Sources: "Amazon to Add 18 New Distribution Centers,” Supply Chain Digest, August 7, 2012; Adam Lashinsky, “Jeff
Bezos: The Uliimate Disrupter,” Foriune, December 3, 2012, pp. 34-41; S. Banker, “The New Amazon Distribution
Model,” Logistics Viewpoints, August 6, 2012; and G. A. Fowler, "Holiday Hiring Call: People Vs Robots,” Wall Street

Journal, December 10, 2010, p. B1.

OVERVIEW

In this chapter, we take a close look at functional-level strategies: those aimed at improv-
ing the effectiveness of a company’s operations and its ability to attain superior efficiency,
quality, innovation, and customer responsiveness.

Itis important to keep in mind the relationships between functional strategies, distinctive
competencies, differentiation, low cost, value creation, and profitability (see Figure 4.1).
Distinctive competencies shape the functional-level strategies that a company can pursue.
Managers, through their choices related to functional-level strategies, can build resources

y
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functional-level strategies

Strategy aimed
af improving the

effectiveness of a

company’s operations
and its ability to affain
superior efficiency,
quality, innovation, and
customer responsiveness.
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The Roots of Competitive Advantage

Resources

Distinctive
competencies

Capabilities

Build

—

- Differentiation
Functional
strategies

Superior:
e Efficiency Value Superior
e Quality creation profitability

Shape

¢ [Innovation
e Customer
responsiveness
- Low cost

Build

and capabilities that enhance a company’s distinctive competencies. Also, note that a com-
pany’s ability to attain superior efficiency, quality, innovation, and customer responsive-
ness will determine if its product offering is differentiated from that of rivals, and if it
has a low-cost structure. Recall that companies that increase the value (utility) consumers
get from their products through differentiation, while simultaneously lowering their cost
structure, create more value than their rivals—and this leads to a competitive advantage,
superior profitability, and profit growth.

The Opening Case illustrates some of these relationships. Amazon has always
focused on customer responsiveness. Its wide product selection, low prices, rapid order
fulfillment, user-friendly interface, product recommendations, customer wish lists, and
one-click purchasing option are all aspects of this. Taken together, these factors differen-
tiate Amazon from its rivals in online and physical retailing. Over time, Amazon has also
become increasingly efficient and effective at managing inventory and running its grow-
ing network of distribution centers. By opening more distribution centers and increasing
the density of its distribution network, Amazon is able to deliver products to customers
more rapidly (boosting customer satisfaction) and to do so at a lower cost. The current
strategy of automating much of the work at its distribution centers promises to further
boost employee productivity. All of this helps Amazon to achieve a low-cost position.
The company is also innovative, developing new products (the Kindle reader, digital
downloads of books) and services (Amazon Web Services) that are helping it to solidify
its competitive advantage.

Much of this chapter is devoted to looking at the basic strategies that can be adopted
at the functional level to improve competitive position, as the Amazon.com example illus-
trates. By the end of this chapter, you will understand how functional-level strategies can
be used to build a sustainable competitive advantage.

© Cengage Learning
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ACHIEVING SUPERIOR EFFICIENCY

A company is a device for transforming inputs (labor, land, capital, management, and tech-
nological knowhow) into outputs (the goods and services produced). The simplest measure
of efficiency is the quantity of inputs that it takes to produce a given output; that is,
efficiency = outputs/inputs. The more efficient a company, the fewer the inputs required
to produce a given output, and therefore the lower its cost structure. Put another way,
an efficient company has higher productivity, and therefore lower costs, than its rivals.
Here we review the steps that companies can take at the functional level to increase their
efficiency and thereby lower cost structure.

Efficiency and Economies of Scale

Economies of scale are unit cost reductions associated with a large scale of output. You
will recall from the last chapter that it is very important for managers to understand how the
cost structure of their enterprise varies with output because this understanding should help
to drive strategy. For example, if unit costs fall significantly as output is expanded—that
is, if there are significant economies of scale—a company may benefit by keeping prices
down and increasing volume.

One source of economies of scale is the ability to spread fixed costs over a large pro-
duction volume. Fixed costs are costs that must be incurred to produce a product regard-
less of the level of output; examples are the costs of purchasing machinery, setting up
machinery for individual production runs, building facilities, advertising, and research and
development (R&D). For example, Microsoft spent approximately $5 billion to develop
the latest version of its Windows operating system, Windows 8. It can realize substantial
scale economies by distributing the fixed costs associated with developing the new operat-
ing system over the enormous unit sales volume it expects for this system (over 90% of the
world’s 1.6 billion personal computers [PCs] use the Windows operating system). These
scale economies are significant because of the trivial incremental (or marginal) cost of
producing additional copies of Windows 8. For example, once the master copy has been
produced, original equipment manufacturers (OEMs) can install additional copies of
Windows 8 on new PCs for a marginal cost of zero to Microsoft. The key to Microsoft’s
efficiency and profitability (and that of other companies with high fixed costs and trivial
incremental or marginal costs) is to increase sales rapidly enough that fixed costs can be
spread out over a large unit volume and substantial scale economies can be realized.

Another source of scale economies is the ability of companies producing in large vol-
umes to achieve a greater division of labor and specialization. Specialization is said to have
a favorable impact on productivity, primarily because it enables employees to become very
skilled at performing a particular task. The classic example of such economies is Ford’s
Model T car. The Model T Ford was introduced in 1923, and was the world’s first mass-
produced car. Until 1923, Ford had made cars using an expensive hand-built craft pro-
duction method. Introducing mass-production techniques allowed the company to achieve
greater division of labor (it split assembly into small, repeatable tasks) and specialization,
which boosted employee productivity. Ford was also able to distribute the fixed costs of
developing a car and setting up production machinery over a large volume of output. As a
result of these economies, the cost of manufacturing a car at Ford fell from $3,000 to less
than $900 (in 1958 dollars).

The concept of scale economies is depicted in Figure 4.2, which illustrates that as
a company increases its output, unit costs decrease. This process comes to an end at an

economies OF sco|e

Reductions in unit cosfs
affributed to a larger
output.

fixed costs

Costs that must be
incurred fo produce @
product regardless of
the level of output.
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diseconomies of scale

Unit cost increases
associated with a large
scale of output.

learning effects

Cost savings that come
from leaming by doing.
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output of QI, where all scale economies are exhausted. Indeed, at outputs of greater
than Q1, the company may encounter diseconomies of scale, which are the unit cost
increases associated with a large scale of output. Diseconomies of scale occur primar-
ily because of the increased bureaucracy associated with large-scale enterprises and
the managerial inefficiencies that can result.! Larger enterprises have a tendency to
develop extensive managerial hierarchies in which dysfunctional political behavior is
commonplace. Information about operating matters can accidentally and deliberately
be distorted by the number of managerial layers through which the information must
travel to reach top decision makers. The result is poor decision making. Therefore, past
a specific point—such as Q1 in Figure 4.2—inefficiencies result from such develop-
ments, and outweigh any additional gains from economies of scale. As output expands,
unit costs begin to rise.

Managers must know the extent of economies of scale, and where diseconomies of
scale begin to occur. At Nucor Steel, for example, the realization that diseconomies of scale
exist has led to the company’s decision to build plants that only employ 300 individuals or
less. The belief is that it is more efficient to build two plants, each employing 300 people,
than one plant employing 600 people. Although the larger plant may theoretically make it
possible to reap greater scale economies, Nucor’s management believes that larger plants
would suffer from the diseconomies of scale associated with larger organizational units.

Efficiency and Learning Effects

Learning effects are cost savings that come from learning by doing. Labor, for ex-
ample, learns by repetition how to best carry out a task. Therefore, labor productivity
increases over time, and unit costs decrease as individuals learn the most efficient way
to perform a particular task. Equally important, management in new manufacturing
facilities typically learns over time how best to run the new operation. Hence, produc-
tion costs decline because of increasing labor productivity and management efficiency.
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The Impact of Learning and Scale Economies on Unit Costs
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Japanese companies such as Toyota are noted for making learning a central part of their
operating philosophy.

Learning effects tend to be more significant when a technologically complex task is
repeated because there is more to learn. Thus, learning effects will be more significant in
an assembly process that has 1,000 complex steps than in a process with 100 simple steps.
Although learning effects are normally associated with the manufacturing process, there is
plenty of evidence that they are just as important in service industries. One famous study
of learning in the health-care industry discovered that more experienced medical providers
posted significantly lower mortality rates for a number of common surgical procedures, sug-
gesting that learning effects are at work in surgery.” The authors of this study used the evidence
to argue in favor of establishing regional referral centers for the provision of highly special-
ized medical care. These centers would perform many specific surgical procedures (such as
heart surgery), replacing local facilities with lower volumes and presumably higher mortality
rates. Another recent study found strong evidence of learning effects in a financial institution.
This study looked at a newly established document-processing unit with 100 staff members
and found that, over time, documents were processed much more rapidly as the staff learned
the process. Overall, the study concluded that unit costs decreased every time the cumulative
number of documents processed doubled.? Strategy in Action 4.1 looks at the determinants of
differences in learning effects across a sample of hospitals performing cardiac surgery.

In terms of the unit cost curve of a company, economies of scale imply a movement
along the curve (say, from A to B in Figure 4.3). The realization of learning effects implies
a downward shift of the entire curve (B to C in Figure 4.3) as both labor and management
become more efficient over time at performing their tasks at every level of output. In ac-
counting terms, learning effects in a production setting will reduce the cost of goods sold as
a percentage of revenues, enabling the company to earn a higher return on sales and return
on invested capital.

No matter how complex the task is, however, learning effects typically diminish in im-
portance after a period of time. Indeed, it has been suggested that they are most important
during the start-up period of a new process, and become trivial after 2 or 3 years.* When
changes occur to a company’s production system—as a result of the use of new information
technology, for example—the learning process must begin again.
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4.1 STRATEGY IN ACTION

Learning Effects in Cardiac Surgery

A study carried out by researchers at the Harvard Busi-
ness School tried to estimate the importance of learning
effects in the case of a specific new technology for mini-
mally invasive heart surgery that was approved by fed-
eral regulators. The researchers looked at 16 hospitals
and obtained data on the operations for 660 patients.
They examined how the time required to undertake the
procedure varied with cumulative experience. Across
the 16 hospitals, they found that average time de-
creased from 280 minutes for the first procedure with
the new technology to 220 minutes once a hospital
had performed 50 procedures (note that not all of the
hospitals performed 50 procedures, and the estimates
represent an extrapolation based on the data).

Next, the study observed differences across hospi-
tals; here they found evidence of very large differences
in learning effects. One hospital, in particular, stood out.
This hospital, which they called “Hospital M,” reduced
its net procedure time from 500 minutes on case 1 to
132 minutes by case 50. Hospital M’s 88-minute proce-
dure time advantage over the average hospital at case
50 meant a cost savings of approximately $2,250 per
case, which allowed surgeons at the hospital to com-
plete one more revenue-generating procedure per day.

The researchers tried to find out why Hospital M
was so superior. They noted that all hospitals had simi-
lar state-of-the-art operating rooms, all used the same
set of devices approved by the Food and Drug Admin-
istration (FDA), all adopting surgeons completed the
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same fraining courses, and all surgeons came from
highly respected training hospitals. Follow-up inter-
views, however, suggested that Hospital M differed in
how it implemented the new procedure. The adopting
surgeon handpicked the team that would perform the
surgery. Members of the team had significant prior ex-
perience working together, which was a key criterion
for member selection, and the team trained together to
perform the new surgery. Before undertaking a single
procedure, the entire team met with the operating room
nurses and anesthesiologists to discuss the procedure.
In addition, the adopting surgeon mandated that the
surgical team and surgical procedure was stable in the
early cases. The initial team completed 15 procedures
before any new members were added or substituted,
and completed 20 cases before the procedures were
modified. The adopting surgeon also insisted that the
team meet prior to each of the first 10 cases and after
the first 20 cases to debrief.

The picture that emerges is one of a core team that
was selected and managed to maximize the gains from
learning. Unlike other hospitals where team members
and procedures were less consistent, and where there
was not the same attention to briefing, debriefing,
and learning, surgeons at Hospital M learned much
faster, and ultimately achieved higher productivity than
their peers in other institutions. Clearly, differences in
the implementation of the new procedure were very
significant.

Source: G. P. Pisano, R. M. J. Bohmer, and A. C. Edmondson, “Organizational Differences in Rates of Learning: Evidence from the
Adoption of Minimally Invasive Cardiac Surgery,” Management Science 47 (2001): 752-768.

Efficiency and the Experience Curve

The experience curve refers to the systematic lowering of the cost structure, and consequent
unit cost reductions, that have been observed to occur over the life of a product.’ According
to the experience-curve concept, per-unit production costs for a product typically decline by
some characteristic amount each time accumulated output of the product is doubled (accumu-
lated output is the total output of a product since its introduction). This relationship was first
observed in the aircraft industry, where it was found that each time the accumulated output of
airframes doubled, unit costs declined to 80% of their previous level.® As such, the 4th airframe
typically cost only 80% of the 2nd airframe to produce, the 8th airframe only 80% of the 4th,
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the 16th only 80% of the 8th, and so on. The outcome of this process is a relationship between
unit manufacturing costs and accumulated output similar to the illustration in Figure 4.4.
Economies of scale and learning effects underlie the experience-curve phenomenon. Put
simply, as a company increases the accumulated volume of its output over time, it is able to
realize both economies of scale (as volume increases) and learning effects. Consequently,
unit costs and cost structure fall with increases in accumulated output.

The strategic significance of the experience curve is clear: increasing a company’s prod-
uct volume and market share will lower its cost structure relative to its rivals. In Figure 4.4,
Company B has a cost advantage over Company A because of its lower cost structure, and
because it is farther down the experience curve. This concept is very important in industries
that mass-produce a standardized output, for example, the manufacture of semiconductor
chips. A company that wishes to become more efficient and lower its cost structure must
try to move down the experience curve as quickly as possible. This means constructing
efficient scale manufacturing facilities (even before it has generated demand for the prod-
uct), and aggressively pursuing cost reductions from learning effects. It might also need to
adopt an aggressive marketing strategy, cutting prices drastically and stressing heavy sales
promotions and extensive advertising, in order to build up demand and accumulated vol-
ume as quickly as possible. A company is likely to have a significant cost advantage over
its competitors because of its superior efficiency once it is down the experience curve. For
example, it has been argued that Intel uses such tactics to ride down the experience curve
and gain a competitive advantage over its rivals in the market for microprocessors.’

It is worth emphasizing that this concept is just as important outside of manufacturing.
For example, as it invests in its distribution network, online retailer Amazon is trying to
both realize economies of scale (spreading the fixed costs of its distribution centers over
a large sales volume) and improve the efficiency of its inventory management and order-
fulfillment process at distribution centers (a learning effect). Together these two sources of
cost savings should enable Amazon to ride down the experience curve ahead of its rivals,
thereby gaining a low-cost position that enables it to make greater profits at lower prices
than its rivals (see the Opening Case for details).
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Part 2 The Nature of Competitive Advantage

Managers should not become complacent about efficiency-based cost advantages derived
from experience effects. First, because neither learning effects nor economies of scale are
sustained forever, the experience curve is likely to bottom out at some point; it must do so by
definition. When this occurs, further unit cost reductions from learning effects and economies
of scale will be difficult to attain. Over time, other companies can lower their cost structures
and match the cost leader. Once this happens, many low-cost companies can have cost parity
with each other. In such circumstances, a sustainable competitive advantage must rely on stra-
tegic factors other than the minimization of production costs by using existing technologies—
factors such as better responsiveness to customers, product quality, or innovation.

Second, cost advantages gained from experience effects can be made obsolete by the
development of new technologies. For example, the large “big box™ bookstores Borders
and Barnes & Noble may have had cost advantages that were derived from economies of
scale and learning. However, these cost advantages were reduced when Amazon utilized
Web technology to start its online bookstore in 1994. By selling online, Amazon was able
to offer a larger selection at a lower cost than its established rivals that had physical store-
fronts. When Amazon introduced its Kindle digital book reader in 2007, and started to sell
books in digital form, it changed the basis of competition once more, effectively nullify-
ing the experience-based advantage enjoyed by Borders and Barnes & Noble. By 2012,
Borders was bankrupt, and Barnes & Noble was in financial trouble and closing stores.
Amazon, in the meantime, has gone from strength to strength.

Efficiency, Flexible Production Systems,
and Mass Customization

Central to the concept of economies of scale is the idea that a lower cost structure, through
the mass production of a standardized output, is the best way to achieve high efficiency. The
tradeoff implicit in this idea is between unit costs and product variety. Producing greater
product variety from a factory implies shorter production runs, which implies an inability
to realize economies of scale, and thus higher costs. That is, a wide product variety makes
it difficult for a company to increase its production efficiency and reduce its unit costs. Ac-
cording to this logic, the way to increase efficiency and achieve a lower cost structure is to
limit product variety and produce a standardized product in large volumes (see Figure 4.5a).

This view of production efficiency has been challenged by the rise of flexible production
technologies. The term flexible production technology covers a range of technologies de-
signed to reduce setup times for complex equipment, increase the use of individual machines
through better scheduling, and improve quality control at all stages of the manufacturing
process.® Flexible production technologies allow the company to produce a wider variety of
end products at a unit cost that at one time could be achieved only through the mass produc-
tion of a standardized output (see Figure 4.5b). Research suggests that the adoption of flexible
production technologies may increase efficiency and lower unit costs relative to what can be
achieved by the mass production of a standardized output, while at the same time enabling
the company to customize its product offering to a much greater extent than was once thought
possible. The term mass customization has been coined to describe the company’s ability
to use flexible manufacturing technology to reconcile two goals that were once thought to be
incompatible: low cost and differentiation through product customization.’

Dell Computer is pursuing a mass-customization strategy when it allows its customers
to build their own machines online. Dell keeps costs and prices under control by allowing
customers to make choices within a limited menu of options (e.g., different amounts of
memory, hard drive size, video card, microprocessor, etc). The result is to create more value
for customers than is possible for rivals that sell a limited range of PC models through retail
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outlets. Similarly, Mars offers a service that enables customers to design their own “person-
alized” M&Ms over the Web. Called My M&Ms, customers can pick different colors and
have messages or pictures printed on their M&Ms. Another example of mass customization
is the Internet radio service Pandora, which is discussed in Strategy in Action 4.2.

The effects of installing flexible production technology on a company’s cost structure
can be dramatic. Over the last decade, the Ford Motor Company has been introducing
flexible production technologies into its automotive plants around the world. These tech-
nologies have enabled Ford to produce multiple models from the same line and to switch
production from one model to another much more quickly than in the past. Ford took
$2 billion out of its cost structure between 2006 and 2010 through flexible manufacturing,
and is striving to take out more.!°

Marketing and Efficiency

The marketing strategy that a company adopts can have a major impact on efficiency and
cost structure. Marketing strategy refers to the position that a company takes with regard
to market segmentation, pricing, promotion, advertising, product design, and distribution.
Some of the steps leading to greater efficiency are fairly obvious. For example, moving
down the experience curve to achieve a lower cost structure can be facilitated by aggressive
pricing, promotions, and advertising—all of which are the task of the marketing function.
Other aspects of marketing strategy have a less obvious—but no less important impact—on
efficiency. One important aspect is the relationship of customer defection rates, cost struc-
ture, and unit costs."!

Customer defection (or “churn rates”) are the percentage of a company’s customers
who defect every year to competitors. Defection rates are determined by customer loyalty,
which in turn is a function of the ability of a company to satisfy its customers. Because
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4.2 STRATEGY IN ACTION

Pandora: Mass Customizing Internet Radio
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Pandora Media streams music to PCs and mobile
devices. Customers start by typing in the kind of music
that they want to listen to. With a database of over
100,000 artists, there is a good chance that Pandora
has something for you, however obscure your tastes.
Customers can then rate the music that Pandora plays
for them (thumbs up or down). Pandora takes this feed-
back and refines the music it streams to a customer. The
company also uses sophisticated predictive statistical
analysis (what do other customers who also like this
song listen t02) and product analysis (what Pandora
calls its Music Genome, which analyzes songs and
identifies similar songs) to further customize the experi-
ence for the individual listener. The Music Genome has
the added benefit of introducing listeners to new songs
they might like based on an analysis of their listening
habits. The result is a radio station that is uniquely tuned
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into each individual’s unique listening preferences. This
is mass customization at its most pure.

Started in 2000, by late 2012 Pandora’s annual-
ized revenue run rate was close to 500 million. There
were 175 million registered users and 63 million ac-
tive users, giving Pandora a 75% share of the online
radio market in the United States. Pandora’s revenue
comes primarily from advertising, although premium
subscribers can pay $36 a year and get commercial-
free music.

Despite its rapid growth—a testament to the value
of mass customization—Pandora does have its prob-
lems. Pandora pays more than half of its revenue in
royalties to music publishers. By comparison, satellite
radio company SiriusXM pays out only 7.5% of its
revenue in the form of royalties, and cable companies
that stream music pay only 15%. The different royalty
rates are due fo somewhat arcane regulations under
which three judges who serve on the Copyright Royalty
Board, an arm of the Library of Congress, set royalty
fees for radio broadcasters. This method of setting roy-
alty rates has worked against Pandora, although the
company is lobbying hard to have the law changed.
Pandora is also facing growing competition from Spo-
tify and Rdio, two customizable musicstreaming ser-
vices that have sold equity stakes to recording labels
in exchange for access to their music libraries. There
are also reports that Apple will soon be offering its
own customizable music-streaming service. Whatever
happens to Pandora in the long run, however, it would
seem that the mass customization of Internet radio is
here to stay.

Soures: A. Fixmer, “Pandora Is Boxed in by High Royalty Fees,” Bloomberg Businessweek, December 24, 2012; E. Smith and J. letzing,
"At Pandora Each Sales Drives up losses,” Wall Street Journal, December 6, 2012; and E. Savitz, “Pandora Swoons on Weak Outlook,”

Forbes.com, December 5, 2012.

acquiring a new customer often entails one-time fixed costs, there is a direct relationship
between defection rates and costs. For example, when a wireless service company signs up
a new subscriber, it has to bear the administrative costs of opening up a new account and
the cost of a subsidy that it pays to the manufacturer of the handset the new subscriber de-
cides to use. There are also the costs of advertising and promotions designed to attract new
subscribers. The longer a company retains a customer, the greater the volume of customer-
generated unit sales that can be set against these fixed costs, and the lower the average unit
cost of each sale. Thus, lowering customer defection rates allows a company to achieve a
lower cost structure.
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Figure 4.6 The Relationship Between Customer Loyalty and Profit
per Customer
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One consequence of the defection—cost relationship depicted is illustrated in Figure 4.6.
Because of the relatively high fixed costs of acquiring new customers, serving customers
who stay with the company only for a short time before switching to competitors often
leads to a loss on the investment made to acquire those customers. The longer a customer
stays with the company, the more the fixed costs of acquiring that customer can be dis-
tributed over repeat purchases, boosting the profit per customer. Thus, there is a positive
relationship between the length of time that a customer stays with a company and profit
per customer. If a company can reduce customer defection rates, it can make a much better
return on its investment in acquiring customers, and thereby boost its profitability.

For an example, consider the credit card business.!> Most credit card companies spend
an average of $50 per customer for recruitment and new account setup. These costs are
derived from the advertising required to attract new customers, the credit checks required
for each customer, and the mechanics of setting up an account and issuing a card. These
one-time fixed costs can be recouped only if a customer stays with the company for at least
2 years. Moreover, when customers stay a second year, they tend to increase their use of
the credit card, which raises the volume of revenues generated by each customer over time.
As a result, although the credit card business loses $50 per customer in year 1, it makes a
profit of $44 in year 3 and $55 in year 6.

Another economic benefit of long-time customer loyalty is the free advertising that cus-
tomers provide for a company. Loyal customers can dramatically increase the volume of busi-
ness through referrals. A striking example is Britain’s largest retailer, the clothing and food
company Marks & Spencer, whose success is built on a well-earned reputation for providing
its customers with high-quality goods at reasonable prices. The company has generated such
customer loyalty that it does not need to advertise in Britain, a major source of cost savings.

The key message, then, is that reducing customer defection rates and building cus-
tomer loyalty can be major sources of a lower cost structure. One study has estimated that
a 5% reduction in customer defection rates leads to the following increases in profits per
customer over average customer life: 75% in the credit card business, 50% in the insur-
ance brokerage industry, 45% in the industrial laundry business, and 35% in the computer
software industry.!?
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A central component of developing a strategy to reduce defection rates is to identify
customers who have defected, find out why they defected, and act on that information so
that other customers do not defect for similar reasons in the future. To take these mea-
sures, the marketing function must have information systems capable of tracking customer
defections.

MATERIALS MANAGEMENT, JUST-IN-TIME
SYSTEMS, AND EFFICIENCY

The contribution of materials management (logistics) to boosting the efficiency of a com-
pany can be just as dramatic as the contribution of production and marketing. Materials
management encompasses the activities necessary to get inputs and components to a pro-
duction facility (including the costs of purchasing inputs), through the production process,
and out through a distribution system to the end-user.'* Because there are so many sources
of cost in this process, the potential for reducing costs through more efficient materials-
management strategies is enormous. For a typical manufacturing company, materials and
transportation costs account for 50 to 70% of its revenues, so even a small reduction in
these costs can have a substantial impact on profitability. According to one estimate, for a
company with revenues of $1 million, a return on invested capital of 5%, and materials-
management costs that amount to 50% of sales revenues (including purchasing costs), in-
creasing total profits by $15,000 would require either a 30% increase in sales revenues or a
3% reduction in materials costs.!” In a typical competitive market, reducing materials costs
by 3% is usually much easier than increasing sales revenues by 30%.

Improving the efficiency of the materials-management function typically requires the
adoption of a just-in-time (JIT) inventory system, which is designed to economize on
inventory holding costs by scheduling components to arrive at a manufacturing plant just in
time to enter the production process, or to have goods arrive at a retail store only when stock
is almost depleted. The major cost saving comes from increasing inventory turnover, which
reduces inventory holding costs, such as warehousing and storage costs, and the company’s
need for working capital. For example, through efficient logistics, Wal-Mart can replenish
the stock in its stores at least twice a week; many stores receive daily deliveries if they are
needed. The typical competitor replenishes its stock every 2 weeks, so it must carry a much
higher inventory, which requires more working capital per dollar of sales. Compared to its
competitors, Wal-Mart can maintain the same service levels with a lower investment in in-
ventory, a major source of its lower cost structure. Thus, faster inventory turnover has helped
Wal-Mart achieve an efficiency-based competitive advantage in the retailing industry.'®

More generally, in terms of the profitability model developed in Chapter 3, JIT inven-
tory systems reduce the need for working capital (because there is less inventory to finance)
and the need for fixed capital to finance storage space (because there is less to store), which
reduces capital needs, increases capital turnover, and, by extension, boosts the return on
invested capital.

The drawback of JIT systems is that they leave a company without a buffer stock of
inventory. Although buffer stocks are expensive to store, they can help a company prepare
for shortages on inputs brought about by disruption among suppliers (for instance, a labor
dispute at a key supplier), and can help a company respond quickly to increases in demand.
However, there are ways around these limitations. For example, to reduce the risks linked
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to dependence on just one supplier for an important input, a company might decide to
source inputs from multiple suppliers.

Recently, the efficient management of materials and inventory has been recast in terms
of supply chain management: the task of managing the flow of inputs and components
from suppliers into the company’s production processes to minimize inventory holding and
maximize inventory turnover. Dell, whose goal is to streamline its supply chain to such an
extent that it “replaces inventory with information,” is exemplary in terms of supply chain
management.

R&D Strategy and Efficiency

The role of superior research and development (R&D) in helping a company achieve a
greater efficiency and a lower cost structure is twofold. First, the R&D function can boost
efficiency by designing products that are easy to manufacture. By cutting down on the num-
ber of parts that make up a product, R&D can dramatically decrease the required assembly
time, which results in higher employee productivity, lower costs, and higher profitability. For
example, after Texas Instruments redesigned an infrared sighting mechanism that it supplies
to the Pentagon, it found that it had reduced the number of parts from 47 to 12, the number
of assembly steps from 56 to 13, the time spent fabricating metal from 757 minutes per
unit to 219 minutes per unit, and unit assembly time from 129 minutes to 20 minutes. The
result was a substantial decline in production costs. Design for manufacturing requires close
coordination between the production and R&D functions of the company. Cross-functional
teams that contain production and R&D personnel who work jointly can best achieve this.

Pioneering process innovations is the second way in which the R&D function can help
a company achieve a lower cost structure. A process innovation is a new, unique way that
production processes can operate to improve their efficiency. Process innovations have of-
ten been a major source of competitive advantage. Toyota’s competitive advantage is based
partly on the company’s invention of new flexible manufacturing processes that dramati-
cally reduce setup times. This process innovation enabled Toyota to obtain efficiency gains
associated with flexible manufacturing systems years ahead of its competitors.

Human Resource Strategy and Efficiency

Employee productivity is one of the key determinants of an enterprise’s efficiency, cost
structure, and profitability."” Productive manufacturing employees can lower the cost of
goods sold as a percentage of revenues, a productive sales force can increase sales revenues
for a given level of expenses, and productive employees in the company’s R&D function
can boost the percentage of revenues generated from new products for a given level of R&D
expenses. Thus, productive employees lower the costs of generating revenues, increase the
return on sales, and, by extension, boost the company’s return on invested capital. The
challenge for a company’s human resource function is to devise ways to increase employee
productivity. Among its choices are using certain hiring strategies, training employees,
organizing the workforce into self-managing teams, and linking pay to performance.

Hiring Strategy Many companies that are well known for their productive employees
devote considerable attention to hiring. Southwest Airlines hires people who have a
positive attitude and who work well in teams because it believes that people who have
a positive attitude will work hard and interact well with customers, therefore helping
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to create customer loyalty. Nucor hires people who are self-reliant and goal-oriented,
because its employees, who work in self-managing teams, require these skills to
perform well. As these examples suggest, it is important to be sure that the hiring
strategy of the company is consistent with its own internal organization, culture, and
strategic priorities. The people a company hires should have attributes that match
the strategic objectives of the company.

Employee Training Employees are a major input into the production process. Those who
are highly skilled can perform tasks faster and more accurately, and are more likely to learn
the complex tasks associated with many modern production methods than individuals with
lesser skills. Training upgrades employee skill levels, bringing the company productivity-
related efficiency gains from learning and experimentation.'s

Self-Managing Teams The use of self-managing teams, whose members coordinate
their own activities and make their own hiring, training, work, and reward decisions, has
been spreading rapidly. The typical team comprises 5 to 15 employees who produce an
entire product or undertake an entire task. Team members learn all team tasks and rotate
from job to job. Because a more flexible workforce is one result, team members can fill in
for absent coworkers and take over managerial duties such as scheduling work and vaca-
tion, ordering materials, and hiring new members. The greater responsibility thrust on team
members and the empowerment it implies are seen as motivators. (Empowerment is the
process of giving lower-level employees decision-making power.) People often respond
well to being given greater autonomy and responsibility. Performance bonuses linked to
team production and quality targets work as an additional motivator.

The effect of introducing self-managing teams is reportedly an increase in productiv-
ity of 30% or more and a substantial increase in product quality. Further cost savings arise
from eliminating supervisors and creating a flatter organizational hierarchy, which also
lowers the cost structure of the company. In manufacturing companies, perhaps the most
potent way to lower the cost structure is to combine self-managing teams with flexible
manufacturing cells. For example, after the introduction of flexible manufacturing technol-
ogy and work practices based on self-managing teams, a General Electric (GE) plant in
Salisbury, North Carolina, increased productivity by 250% compared with GE plants that
produced the same products 4 years earlier.”

Still, teams are no panacea; in manufacturing companies, self-managing teams may fail
to live up to their potential unless they are integrated with flexible manufacturing technol-
ogy. Also, teams place a lot of management responsibilities upon team members, and help-
ing team members to cope with these responsibilities often requires substantial training—a
fact that many companies often forget in their rush to drive down costs. Haste can result in
teams that don’t work out as well as planned.?

Pay for Performance It is hardly surprising that linking pay to performance can help
increase employee productivity, but the issue is not quite so simple as just introducing
incentive pay systems. It is also important to define what kind of job performance is to be
rewarded and how. Some of the most efficient companies in the world, mindful that cooper-
ation among employees is necessary to realize productivity gains, link pay to group or team
(rather than individual) performance. Nucor Steel divides its workforce into teams of about
30, with bonus pay, which can amount to 30% of base pay, linked to the ability of the team
to meet productivity and quality goals. This link creates a strong incentive for individuals
to cooperate with each other in pursuit of team goals; that is, it facilitates teamwork.
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FOCUS ON: Wal-Mart

Human Resource Strategy and Productivity at Wal-Mart

Wal-Mart has one of the most productive workforces
of any retailer. The roots of Wal-Mart’s high produc-
tivity go back to the company’s early days and the
business philosophy of the company’s founder, Sam
Walton. Walton started off his career as a manage-
ment trainee at J.C. Penney. There he noticed that all
employees were called associates, and moreover, that
treating them with respect seemed to reap dividends
in the form of high employee productivity.

When he founded Wal-Mart, Walton decided to
call all employees “associates” to symbolize their
importance to the company. He reinforced this by
emphasizing that at Wal-Mart, “Our people make
the difference.” Unlike many managers who have
stated this mantra, Walton believed it and put it into
action. He believed that if you treat people well,
they will return the favor by working hard, and
that if you empower them, then ordinary people
can work together to achieve extraordinary things.
These beliefs formed the basis for a decentralized
organization that operated with an open-door pol-
icy and open books. This allowed associates to see
just how their stores and the company were doing.

Consistent with the open-door policy, Walton
continually emphasized that management needed to
listen to associates and their ideas. As he noted: “The
folks on the front lines—the ones who actually talk
to the customer—are the only ones who really know
what’s going on out there. You’d better find out what
they know. This really is what total quality is all about.
To push responsibility down in your organization, and
to force good ideas to bubble up within it, you must
listen to what your Associates are trying to tell you.”

For all of his belief in empowerment, however,
Walton was notoriously tight on pay. Walton opposed
unionization, fearing that it would lead to higher pay
and restrictive work rules that would sap productivity.
The culture of Wal-Mart also encouraged people to
work hard. One of Walton’s favorite homilies was the
“sundown rule,” which stated that one should never
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leave until tomorrow what can be done today. The
sundown rule was enforced by senior managers, in-
cluding Walton, who would drop in unannounced at a
store, peppering store managers and employees with
questions, but at the same time praising them for a job
well done and celebrating the “heroes” who took the
sundown rule to heart, and did today what could have
been done tomorrow.

The key to getting extraordinary effort out of em-
ployees, while paying them meager salaries, was to
reward them with profit-sharing plans and stock-own-
ership schemes. Long before it became fashionable
in American business, Walton was placing a chunk of
Wal-Mart’s profits into a profit-sharing plan for as-
sociates, and the company put matching funds into
employee stock-ownership programs. The idea was
simple: reward associates by giving them a stake in
the company, and they will work hard for low pay, be-
cause they know they will make it up in profit sharing
and stock price appreciation.

For years this formula worked extraordinarily
well, but there are now signs that Wal-Mart’s very
success is creating problems. In 2012 the company
had a staggering 2.2 million associates, making it the
largest private employer in the world. As the com-
pany has grown, it has become increasingly difficult
to hire the kinds of people that Wal-Mart has tradi-
tionally relied on—those willing to work long hours
for low pay based on the promise of advancement and
reward through profit sharing and stock ownership.
The company has come under attack for paying its as-
sociates low wages and pressuring them to work long
hours without overtime pay. Labor unions have made
a concerted but so far unsuccessful attempt to union-
ize stores, and the company itself is the target of law-
suits from employees alleging sexual discrimination.
Wal-Mart claims that the negative publicity is based
on faulty data, and perhaps that is right, but if the
company has indeed become too big to put Walton’s
principles into practice, the glory days may be over.

Sources: Sam Walton, Made in America (New York: Bantam, 1992), S. Maich, “Wal-Mart’s Mid-Life Crisis,” Maclean’s, August 23, 2004,
p. 45; “The People Make It All Happen,” Discount Store News, October 1999, pp 103—-106; and www.walmartstores.com.
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Information Systems and Efficiency

With the rapid spread of computer use, the explosive growth of the Internet and corpo-
rate intranets (internal corporate computer networks based on Internet standards), and the
spread of high-bandwidth fiber-optics and digital wireless technology, the information sys-
tems function has moved to center stage in the quest for operating efficiencies and a lower
cost structure.?! The impact of information systems on productivity is wide ranging and
potentially affects all other activities of a company. For example, Cisco Systems was able
to realize significant cost savings by moving its ordering and customer service functions
online. The company found it could operate with just 300 service agents handling all of its
customer accounts, compared to the 900 it would need if sales were not handled online.
The difference represented an annual savings of $20 million a year. Moreover, without
automated customer service functions, Cisco calculated that it would need at least 1,000
additional service engineers, which would cost around $75 million.??

Like Cisco, many companies are using Web-based information systems to reduce the
costs of coordination between the company and its customers and the company and its sup-
pliers. By using Web-based programs to automate customer and supplier interactions, they
can substantially reduce the number of people required to manage these interfaces, thereby
reducing costs. This trend extends beyond high-tech companies. Banks and financial ser-
vice companies are finding that they can substantially reduce costs by moving customer
accounts and support functions online. Such a move reduces the need for customer service
representatives, bank tellers, stockbrokers, insurance agents, and others. For example, it
costs an average of about $1.07 to execute a transaction at a bank, such as shifting money
from one account to another; executing the same transaction over the Internet costs $0.01.%

Similarly, the theory behind Internet-based retailers such as Amazon.com is that re-
placing physical stores and their supporting personnel with an online virtual store and
automated ordering and checkout processes allows a company to take significant costs out
of the retailing system. Cost savings can also be realized by using Web-based information
systems to automate many internal company activities, from managing expense reimburse-
ments to benefits planning and hiring processes, thereby reducing the need for internal
support personnel.

Infrastructure and Efficiency

A company’s infrastructure—that is, its structure, culture, style of strategic leadership,
and control system—determines the context within which all other value creation ac-
tivities take place. It follows that improving infrastructure can help a company increase
efficiency and lower its cost structure. Above all, an appropriate infrastructure can help
foster a companywide commitment to efficiency, and promote cooperation among dif-
ferent functions in pursuit of efficiency goals. These issues are addressed at length in
Chapters 12 and 13.

For now, it is important to note that strategic leadership is especially important in build-
ing a companywide commitment to efficiency. The leadership task is to articulate a vision
that recognizes the need for all functions of a company to focus on improving efficiency.
It is not enough to improve the efficiency of production, or of marketing, or of R&D in a
piecemeal fashion. Achieving superior efficiency requires a companywide commitment to
this goal that must be articulated by general and functional managers. A further leadership
task is to facilitate the cross-functional cooperation needed to achieve superior efficiency.
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For example, designing products that are easy to manufacture requires that production
and R&D personnel communicate; integrating JIT systems with production scheduling
requires close communication between materials management and production; and design-
ing self-managing teams to perform production tasks requires close cooperation between
human resources and production.

Summary

Table 4.1 summarizes the primary roles of various functions in achieving superior effi-
ciency. Keep in mind that achieving superior efficiency is not something that can be tackled
on a function-by-function basis. It requires an organization-wide commitment and an abil-
ity to ensure close cooperation among functions. Top management, by exercising leader-
ship and influencing the infrastructure, plays a significant role in this process.

Table 4.1 Primary Roles of Value Creation Functions in Achieving Superior Efficiency
Value Creation Function Primary Roles
Infrastructure (leadership) 1. Provide company-wide commitment to efficiency
2. Facilitate cooperation among functions
Production 1. Where appropriate, pursue economies of scale and learning economics
2. Implement flexible manufacturing systems
Marketing 1. Where appropriate, adopt aggressive marketing to ride down the experience
curve
2. Limit customer defection rates by building brand loyalty
Materials management 1. Implement JIT systems
2. Implement supply-chain coordination
R&D 1. Design products for ease of manufacture
2. Seek process innovations
Information systems 1. Use information systems to automate processes
2. Use information systems to reduce costs of coordination
Human resources 1. Institute training programs fo build skills

2. Implement self-managing teams
3. Implement pay for performance

© Cengage learning
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total quality management

increasing product
reliability so that it
consistently performs as
it was designed to and
rarely breaks down.

ACHIEVING SUPERIOR QUALITY

In Chapter 3, we noted that quality can be thought of in terms of two dimensions: guality
as reliability and quality as excellence. High-quality products are reliable, do well the job
for which they were designed, and are perceived by consumers to have superior attributes.
We also noted that superior quality provides a company with two advantages. First, a strong
reputation for quality allows a company to differentiate its products from those offered by
rivals, thereby creating more value in the eyes of customers, and giving the company the
option of charging a premium price for its products. Second, eliminating defects or errors
from the production process reduces waste, increases efficiency, lowers the cost structure
of the company, and increases its profitability. For example, reducing the number of defects
in a company’s manufacturing process will lower the cost of goods sold as a percentage of
revenues, thereby raising the company’s return on sales and return on invested capital. In
this section, we look in more depth at what managers can do to enhance the reliability and
other attributes of the company’s product offering.

Attaining Superior Reliability

The principal tool that most managers now use to increase the reliability of their product
offering is the Six Sigma quality improvement methodology. The Six Sigma methodology
is a direct descendant of the total quality management (TQM) philosophy that was widely
adopted, first by Japanese companies and then by American companies, during the 1980s
and early 1990s.>* The TQM concept was developed by a number of American manage-
ment consultants, including W. Edwards Deming, Joseph Juran, and A. V. Feigenbaum.?

Originally, these consultants won few converts in the United States. However, manag-
ers in Japan embraced their ideas enthusiastically, and even named their premier annual
prize for manufacturing excellence after Deming. The philosophy underlying TQM, as
articulated by Deming, is based on the following five-step chain reaction:

1. Improved quality means that costs decrease because of less rework, fewer mistakes,
fewer delays, and better use of time and materials.

As a result, productivity improves.

Better quality leads to higher market share and allows the company to raise prices.
Higher prices increase the company’s profitability and allow it to stay in business.
Thus, the company creates more jobs.?

ke

Deming identified a number of steps that should be part of any quality improvement
program:

1. Management should embrace the philosophy that mistakes, defects, and poor-quality
materials are not acceptable and should be eliminated.

2. Quality of supervision should be improved by allowing more time for supervisors to
work with employees, and giving employees appropriate skills for the job.

3. Management should create an environment in which employees will not fear reporting
problems or recommending improvements.

4. Work standards should not only be defined as numbers or quotas, but should also in-
clude some notion of quality to promote the production of defect-free output.

5. Management is responsible for training employees in new skills to keep pace with
changes in the workplace.

6. Achieving better quality requires the commitment of everyone in the company.
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Western businesses were blind to the importance of the TQM concept until Japan rose
to the top rank of economic powers in the 1980s. Since that time, quality improvement pro-
grams have spread rapidly throughout Western industry. Strategy in Action 4.3 describes
one of the most successful implementations of a quality improvement process, General
Electric’s Six Sigma program.

4.3 STRATEGY IN ACTION

General Electric’s Six Sigma Quality Improvement Process

Six Sigma, a quality and efficiency program adopted
by many major corporations, including Motorola,
General Electric, and AlliedSignal, aims to reduce de-
fects, boost productivity, eliminate waste, and cut costs
throughout a company. “Sigma” comes from the Greek
letter that statisticians use to represent a standard devia-
tion from a mean: the higher the number of sigmas, the
smaller the number of errors. At Six Sigma, a produc-
tion process would be 99.99966% accurate, creating
just 3.4 defects per million units. Although it is almost
impossible for a company to achieve such perfection,
several companies strive toward that goal.

General Electric (GE) is perhaps the most well-
known adopter of the Six Sigma program. Under the
direction of long-serving CEO Jack Welch, GE spent
nearly $1 billion to convert all of its divisions to the Six
Sigma method.

One of the first products designed using Six Sigma
processes was a $1.25 million diagnostic computer
tomography (CT) scanner, the LightSpeed VCT, which
produces rapid three-dimensional images of the
human body. The new scanner captured multiple im-
ages simultaneously, requiring only 20 seconds to do
fullbody scans that once took 3 minutes—important
because patients must remain perfectly still during the
scan. GE spent $50 million to run 250 separate Six
Sigma analyses designed to improve the reliability
and lower the manufacturing cost of the new scanner.
Its efforts were rewarded when LightSpeed VCT's first
customers soon noticed that it ran without downtime
between patients—a testament to the reliability of the
machine.

Achieving that reliability took immense work. GE’s
engineers deconstructed the scanner into its basic
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components and fried to improve the reliability of each
component through a detailed step-by-step analysis.
For example, the most important part of CT scanners
is the vacuum tubes that focus x-ray waves. The tubes
that GE used in previous scanners, which cost $60,000
each, suffered from low reliability. Hospitals and clinics
wanted the tubes to operate for 12 hours a day for at
least 6 months, but typically they lasted only half that
long. Moreover, GE was scrapping some $20 million
in tubes each year because they failed preshipping per-
formance tests, and disturbing numbers of faulty tubes
were slipping past inspection, only to be determined as
dysfunctional upon arrival.

To try to solve the reliability problem, the Six
Sigma team took the tubes apart. They knew that
one problem was a petroleum-based oil used in the
tubes to prevent short circuits by isolating the anode
(which has a positive charge) from the negatively
charged cathode. The oil often deteriorated after a
few months, leading to short circuits, but the team did
not know why. By using statistical “what-if” scenarios
on all parts of the tube, the researchers learned that
the lead-based paint on the inside of the tube was
contaminating the oil. Acting on this information, the
team developed a paint that would preserve the tube
and protect the oil.

By pursuing this and other improvements, the Six
Sigma team was able to extend the average life of
a vacuum tube in the CT scanner from 3 months to
over 1 year. Although the improvements increased
the cost of the tube from $60,000 to $85,000, the
increased cost was outweighed by the reduction in
replacement costs, making it an attractive proposition
for customers.

Sources: C. H. Deutsch, “Six-Sigma Enlightenment,” New York Times, December 7, 1998, p. 1; J. J. Barshay, “The Six-Sigma Story,”
Star Tribune, June 14, 1999, p. 1; D. D. Bak, “Rethinking Industrial Drives,” Electrical/Electronics Technology, November 30, 1998, p. 58.
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Table 4.2

Implementing Reliability Improvement Methodologies

Among companies that have successfully adopted quality improvement methodologies,
certain imperatives stand out. These are discussed in the following sections in the order in
which they are usually tackled in companies implementing quality improvement programs.
What needs to be stressed first, however, is that improvement in product reliability is a
cross-functional process. Its implementation requires close cooperation among all func-
tions in the pursuit of the common goal of improving quality; it is a process that works
across functions. The roles played by the different functions in implementing reliability
improvement methodologies are summarized in Table 4.2.

First, it is important that senior managers agree to a quality improvement program and
communicate its importance to the organization. Second, if a quality improvement program
is to be successful, individuals must be identified to lead the program. Under the Six Sigma
methodology, exceptional employees are identified and put through a “black belt” training
course on the Six Sigma methodology. The black belts are taken out of their normal job roles,

Roles Played by Different Functions in Implementing Reliability Improvement Methodologies

Infrastructure (leadership)

Production

Marketing

Materials management

R&D

Information systems

Human resources

© Cengage learning
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. Provide leadership and commitment to quality
. Find ways to measure quality
. Set goals and create incentives

. Solicit input from employees

O A W N

. Encourage cooperation among functions

—_

. Shorten production runs

2. Trace defects back to the source

1. Focus on the customer

2. Provide customers’ feedback on quality

1. Rationalize suppliers

2. Help suppliers implement quality-improvement methodologies
3. Trace defects back to suppliers

1. Design products that are easy to manufacture
1. Use information systems to monitor defect rates
1. Institute quality-improvement training programs
2. Identify and train “black belts”

3. Organize employees into quality teams
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and assigned to work solely on Six Sigma projects for the next 2 years. In effect, the black
belts become internal consultants and project leaders. Because they are dedicated to Six Sigma
programs, the black belts are not distracted from the task at hand by day-to-day operating
responsibilities. To make a black belt assignment attractive, many companies now endorse the
program as an advancement in a career path. Successful black belts might not return to their
prior job after 2 years, but could instead be promoted and given more responsibility.

Third, quality improvement methodologies preach the need to identify defects that
arise from processes, trace them to their source, find out what caused the defects, and make
corrections so that they do not recur. Production and materials management are primar-
ily responsible for this task. To uncover defects, quality improvement methodologies rely
upon the use of statistical procedures to pinpoint variations in the quality of goods or ser-
vices. Once variations have been identified, they must be traced to their respective sources
and eliminated.

One technique that helps greatly in tracing defects to the source is reducing lot sizes
for manufactured products. With short production runs, defects show up immediately. Con-
sequently, they can quickly be sourced, and the problem can be addressed. Reducing lot
sizes also means that when defective products are produced, there will not be a large num-
ber produced, thus decreasing waste. Flexible manufacturing techniques can be used to
reduce lot sizes without raising costs. JIT inventory systems also play a part. Under a JIT
system, defective parts enter the manufacturing process immediately; they are not ware-
housed for several months before use. Hence, defective inputs can be quickly spotted.
The problem can then be traced to the supply source and corrected before more defective
parts are produced. Under a more traditional system, the practice of warehousing parts for
months before they are used may mean that suppliers produce large numbers of defects
before entering the production process.

Fourth, another key to any quality improvement program is to create a metric that can
be used to measure quality. In manufacturing companies, quality can be measured by crite-
ria such as defects per million parts. In service companies, suitable metrics can be devised
with a little creativity. For example, one of the metrics Florida Power & Light uses to mea-
sure quality is meter-reading errors per month.

Fifth, once a metric has been devised, the next step is to set a challenging quality goal
and create incentives for reaching it. Under Six Sigma programs, the goal is 3.4 defects per
million units. One way of creating incentives to attain such a goal is to link rewards, such
as bonus pay and promotional opportunities, to the goal.

Sixth, shop-floor employees can be a major source of ideas for improving product
quality, so these employees must participate and must be incorporated into a quality im-
provement program.

Seventh, a major source of poor-quality finished goods is poor-quality component
parts. To decrease product defects, a company must work with its suppliers to improve the
quality of the parts they supply.

Eighth, the more assembly steps a product requires, the more opportunities there are
for mistakes. Thus, designing products with fewer parts is often a major component of any
quality improvement program.

Finally, implementing quality improvement methodologies requires organization-wide
commitment and substantial cooperation among functions. R&D must cooperate with pro-
duction to design products that are easy to manufacture; marketing must cooperate with
production and R&D so that customer problems identified by marketing can be acted on;
and human resource management must cooperate with all the other functions of the com-
pany in order to devise suitable quality-training programs.
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Improving Quality as Excellence

As we stated in Chapter 3, a product is comprised of different attributes, and reliability is
just one attribute, albeit an important one. Products can also be differentiated by attributes
that collectively define product excellence. These attributes include the form, features, per-
formance, durability, and styling of a product. In addition, a company can create quality
as excellence by emphasizing attributes of the service associated with the product, such as
ordering ease, prompt delivery, easy installation, the availability of customer training and
consulting, and maintenance services. Dell Inc., for example, differentiates itself on ease
of ordering (via the Web), prompt delivery, easy installation, and the ready availability of
customer support and maintenance services. Differentiation can also be based on the attri-
butes of the people in the company with whom customers interact when making a product
purchase, such as their competence, courtesy, credibility, responsiveness, and communica-
tion. Singapore Airlines enjoys an excellent reputation for quality service, largely because
passengers perceive their flight attendants as competent, courteous, and responsive to their
needs. Thus, we can talk about the product attributes, service attributes, and personnel
attributes associated with a company’s product offering (see Table 4.3).

For a product to be regarded as high in the excellence dimension, a company’s product
offering must be seen as superior to that of rivals. Achieving a perception of high quality
on any of these attributes requires specific actions by managers. First, it is important for
managers to collect marketing intelligence indicating which of these attributes are most
important to customers. For example, consumers of personal computers (PCs) may place a
low weight on durability because they expect their PCs to be made obsolete by technologi-
cal advances within 3 years, but they may place a high weight on features and performance.
Similarly, ease of ordering and timely delivery may be very important attributes for cus-
tomers of online booksellers (as they indeed are for customers of Amazon.com), whereas
customer training and consulting may be very important attributes for customers who pur-
chase complex business-to-business software to manage their relationships with suppliers.

Second, once the company has identified the attributes that are important to customers,
it needs to design its products (and the associated services) in such a way that those attri-
butes are embodied in the product. It also needs to make sure that personnel in the company

E8D4m Attributes Associated with a Product Offering

Product Attributes Service Attributes Associated Personnel Attributes
Form Ordering ease Competence

Features Delivery Courtesy

Performance Installation Credibility

Durability Customer training Reliability

Reliability Customer consulting Responsiveness

Style Maintenance and repair Communication
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are appropriately trained so that the correct attributes are emphasized during design cre-
ation. This requires close coordination between marketing and product development (the
topic of the next section) and the involvement of the human resource management function
in employee selection and training.

Third, the company must decide which of the significant attributes to promote and how
best to position them in the minds of consumers, that is, how to tailor the marketing mes-
sage so that it creates a consistent image in the minds of customers.”” At this point, it is
important to recognize that although a product might be differentiated on the basis of six
attributes, covering all of those attributes in the company’s communication messages may
lead to an unfocused message. Many marketing experts advocate promoting only one or
two central attributes to customers. For example, Volvo consistently emphasizes the safety
and durability of its vehicles in all marketing messages, creating the perception in the
minds of consumers (backed by product design) that Volvo cars are safe and durable. Volvo
cars are also very reliable and have high performance, but the company does not emphasize
these attributes in its marketing messages. In contrast, Porsche emphasizes performance
and styling in all of its marketing messages; thus, a Porsche is positioned differently in the
minds of consumers than Volvo. Both are regarded as high-quality products because both
have superior attributes, but the attributes that each of the two companies have chosen to
emphasize are very different; they are differentiated from the average car in different ways.

Finally, it must be recognized that competition is not stationary, but instead continually
produces improvement in product attributes, and often the development of new-product
attributes. This is obvious in fast-moving high-tech industries where product features that
were considered leading edge just a few years ago are now obsolete—but the same process
is also at work in more stable industries. For example, the rapid diffusion of microwave
ovens during the 1980s required food companies to build new attributes into their frozen
food products: they had to maintain their texture and consistency while being cooked in
the microwave; a product could not be considered high quality unless it could do that. This
speaks to the importance of having a strong R&D function in the company that can work
with marketing and manufacturing to continually upgrade the quality of the attributes that
are designed into the company’s product offerings. Exactly how to achieve this is covered
in the next section.

ACHIEVING SUPERIOR INNOVATION

In many ways, innovation is the most important source of competitive advantage. This is
because innovation can result in new products that better satisfy customer needs, can im-
prove the quality (attributes) of existing products, or can reduce the costs of making prod-
ucts that customers want. The ability to develop innovative new products or processes gives
a company a major competitive advantage that allows it to: (1) differentiate its products and
charge a premium price, and/or (2) lower its cost structure below that of its rivals. Com-
petitors, however, attempt to imitate successful innovations and often succeed. Therefore,
maintaining a competitive advantage requires a continuing commitment to innovation.
Successful new-product launches are major drivers of superior profitability. Robert
Cooper reviewed more than 200 new-product introductions and found that of those clas-
sified as successes, some 50% achieve a return on investment in excess of 33%, half have
a payback period of 2 years or less, and half achieve a market share in excess of 35%.%
Many companies have established a track record for successful innovation. Among them
are Apple, whose successes include the iPod, iPhone, and iPad; Pfizer, a drug company
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that during the 1990s and early 2000s produced eight new blockbuster drugs; 3M, which
has applied its core competency in tapes and adhesives to developing a wide range of new
products; Intel, which has consistently managed to lead in the development of innovative
new microprocessors to run personal computers; and Cisco Systems, whose innovations
in communications equipment helped to pave the way for the rapid growth of the Internet.

The High Failure Rate of Innovation

Although promoting innovation can be a source of competitive advantage, the failure rate
of innovative new products is high. Research evidence suggests that only 10 to 20% of
major R&D projects give rise to commercial products.?? Well-publicized product failures
include Apple’s Newton, an early handheld computer that flopped in the market place;
Sony’s Betamax format in the videocassette recorder segment; Sega’s Dreamcast video-
game console; and Windows Mobile, an early smartphone operating system created by
Microsoft that was made obsolete in the eyes of consumers by the arrival of Apple’s iPhone.
Although many reasons have been advanced to explain why so many new products fail to
generate an economic return, five explanations for failure repeatedly appear.*

First, many new products fail because the demand for innovations is inherently uncer-
tain. It is impossible to know prior to market introduction whether the new product has
tapped an unmet customer need, and if there sufficient market demand to justify manufac-
turing the product. Although good market research can reduce the uncertainty about likely
future demand for a new technology, that uncertainty cannot be fully eradicated; a certain
failure rate is to be expected.

Second, new products often fail because the technology is poorly commercialized. This
occurs when there is definite customer demand for a new product, but the product is not
well adapted to customer needs because of factors such as poor design and poor quality. For
instance, the failure of Microsoft to establish an enduring dominant position in the market
for smartphones, despite the fact that phones using the Windows Mobile operating system
were introduced in 2003, which was 4 years before Apple’s iPhone hit the market, can be
traced to its poor design. Windows Mobile phones had a physical keyboard, and a small
and cluttered screen that was difficult to navigate, which made them unattractive to many
consumers. In contrast, the iPhone’s large touchscreen and associated keyboard was very
appealing to many consumers, who rushed out to buy it in droves.

Third, new products may fail because of poor positioning strategy. Positioning strategy
is the specific set of options a company adopts for a product based upon four main dimen-
sions of marketing: price, distribution, promotion and advertising, and product features.
Apart from poor design, another reason for the failure of Windows Mobile phones was poor
positioning strategy. They were targeted at business users, whereas Apple developed a mass
market by targeting the iPhone at retail consumers.

Fourth, many new-product introductions fail because companies often make the mis-
take of marketing a technology for which there is not enough demand. A company can
become blinded by the wizardry of a new technology and fail to determine whether there
is sufficient customer demand for the product. A classic example concerns the Segway
two-wheeled personal transporter. Despite the fact that its gyroscopic controls were highly
sophisticated, and that the product introduction was accompanied by massive media hype,
sales fell well below expectations when it transpired that most consumers had no need for
such a device.

Finally, companies fail when products are slowly marketed. The more time that elapses
between initial development and final marketing—the slower the “cycle time”—the more



Chapter 4 Building Competitive Advantage Through Functional-level Strategies

likely it is that a competitor will beat the company to market and gain a first-mover advan-
tage.> In the car industry, General Motors long suffered from being a slow innovator. Its
typical product development cycle used to be about 5 years, compared with 2 to 3 years at
Honda, Toyota, and Mazda, and 3 to 4 years at Ford. Because GM’s offerings were based
on 5-year-old technology and design concepts, they are already out of date when they
reached the market.

Reducing Innovation Failures

One of the most important things that managers can do to reduce the high failure rate asso-
ciated with innovation is to make sure that there is tight integration between R&D, produc-
tion, and marketing.*? Tight cross-functional integration can help a company ensure that:

Product development projects are driven by customer needs.

New products are designed for ease of manufacture.

Development costs are not allowed to spiral out of control.

The time it takes to develop a product and bring it to market is minimized.

Close integration between R&D and marketing is achieved to ensure that product
development projects are driven by the needs of customers.

SNk L=

A company’s customers can be a primary source of new-product ideas. The identifica-
tion of customer needs, and particularly unmet needs, can set the context within which
successful product innovation takes place. As the point of contact with customers, the mar-
keting function can provide valuable information. Moreover, integrating R&D and market-
ing is crucial if a new product is to be properly commercialized—otherwise, a company
runs the risk of developing products for which there is little or no demand.

Integration between R&D and production can help a company to ensure that products are
designed with manufacturing requirements in mind. Design for manufacturing lowers manu-
facturing costs and leaves less room for mistakes; thus it can lower costs and increase product
quality. Integrating R&D and production can help lower development costs and speed prod-
ucts to market. If a new product is not designed with manufacturing capabilities in mind, it
may prove too difficult to build with existing manufacturing technology. In that case, the prod-
uct will need to be redesigned, and both overall development costs and time to market may
increase significantly. Making design changes during product planning can increase overall
development costs by 50% and add 25% to the time it takes to bring the product to market.*

One of the best ways to achieve cross-functional integration is to establish cross-
functional product development teams composed of representatives from R&D, market-
ing, and production. The objective of a team should be to oversee a product development
project from initial concept development to market introduction. Specific attributes appear
to be important in order for a product development team to function effectively and meet
all its development milestones.>*

First, a project manager who has high status within the organization and the power
and authority required to secure the financial and human resources that the team needs to
succeed should lead the team and be dedicated primarily, if not entirely, to the project. The
leader should believe in the project (be a champion for the project) and be skilled at inte-
grating the perspectives of different functions and helping personnel from different func-
tions work together for a common goal. The leader should also be able to act as an advocate
of the team to senior management.

Second, the team should be composed of at least one member from each key function
or position. Individual team members should have a number of attributes, including an
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ability to contribute functional expertise, high standing within their function, a willing-
ness to share responsibility for team results, and an ability to put functional advocacy
aside. It is generally preferable if core team members are 100% dedicated to the project
for its duration. This ensures that their focus is upon the project, not upon their ongoing
individual work.

Third, the team members should be physically co-located to create a sense of camarade-
rie and facilitate communication. Fourth, the team should have a clear plan and clear goals,
particularly with regard to critical development milestones and development budgets. The
team should have incentives to attain those goals; for example, pay bonuses when major
development milestones are attained. Fifth, each team needs to develop its own processes
for communication, as well as conflict resolution. For example, one product development
team at Quantum Corporation, a California-based manufacturer of disk drives for personal

4.4 STRATEGY IN ACTION

Corning—learning from Innovation Failures

In 1998, Corning, then the world’s largest supplier
of fiber-optic cable, decided to diversify and develop
and manufacture DNA microarrays (DNA chips). DNA
chips are used to analyze the function of genes, and
are an important research tool in the development
processes for pharmaceutical drugs. Corning tried
to develop a DNA chip that could print all 28,000
human genes onto a set of slides. By 2000, Corning
had invested over $100 million in the project and its
first chips were on the market, but the project was a
failure and in 2001 it was pulled.

What went wrong2 Corning was late to market—
a critical mistake. Affymetrix, which had been in the
business since the early 1990s, dominated the market.
By 2000, Affymetrix's DNA chips were the dominant
design—researchers were familiar with them, they per-
formed well, and few people were willing to switch
to chips from unproven competitors. Corning was late
because it adhered fo its long-established innovation
processes, which were not entirely appropriate in the
biological sciences. In particular, Corning’s own in-
house experts in the physical sciences insisted on stick-
ing to rigorous quality standards that customers and life
scientists felt were higher than necessary. These quality
standards proved to be very difficult to achieve, and
as a result, the product launch was delayed, giving
Affymetrix time to consolidate its hold on the market.

Sources: V. Govindarajan and C. Trimble, “How Forgetting Leads to Innovation,” Chief Executive, March 2006, pp. 46-50; and J. McGregor,

© iStockPhoto.com/Tom Nulens

Additionally, Corning failed to allow potential custom-
ers to review prototypes of its chips, and consequently,
it missed incorporating some crucial features that cus-
tomers wanted.

After reviewing this failure, Corning decided that
in the future, it needed to bring customers into the de-
velopment process earlier. The company also needed
to hire additional outside experts if it planned to diver-
sify info an area where it lacked competencies—and to
allow those experts extensive input in the development
process.

The project was not a total failure, however, for
through it Corning discovered a vibrant and growing
market—the market for drug discovery. By combining
what it had learned about drug discovery with another
failed business, photonics, which manipulates data
using light waves, Corning created a new product
called “Epic.” Epic is a revolutionary technology for
drug festing that uses light waves instead of fluorescent
dyes (the standard industry practice). Epic promises to
accelerate the process of testing potential drugs and
save pharmaceutical companies valuable R&D money.
Unlike in its DNA microarray project, Corning had
18 pharmaceutical companies test Epic before devel-
opment was finalized. Corning used this feedback to
refine Epic. The product is now an important product
offering for the company.

"How Failure Breeds Success,” Business Week, July 10, 2006, pp. 42-52.
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computers, mandated that all major decisions would be made and conflicts resolved during
meetings that were held every Monday afternoon. This simple rule helped the team to meet
its development goals.*

Finally, there is sufficient evidence that developing competencies in innovation
requires managers to proactively learn from their experience with product development,
and to incorporate the lessons from past successes and failures into future new-product
development processes.*® This is easier said than done. To learn, managers need to
undertake an objective assessment process after a product development project has been
completed, identifying key success factors and the root causes of failures, and allocating
resources toward repairing failures. Leaders also must admit their own failures if they are
to encourage other team members to responsibly identify what they did wrong. Strategy
in Action 4.4 looks at how Corning learned from a prior mistake to develop a potentially
promising new product.

The primary role that the various functions play in achieving superior innovation is
summarized in Table 4.4. The table makes two matters clear. First, top management must
bear primary responsibility for overseeing the entire development process. This entails
both managing the development process and facilitating cooperation among the functions.
Second, the effectiveness of R&D in developing new products and processes depends upon
its ability to cooperate with marketing and production.
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lelle A4 Functional Roles for Achieving Superior Innovation
Value Creation Function Primary Roles
Infrastructure (leadership) 1. Manage overall project (i.e., manage the development function)
2. Facilitate cross-functional cooperation
Production 1. Cooperate with R&D on designing products that are easy to manufacture
2. Work with R&D to develop process innovations
Marketing 1. Provide market information to R&D
2. Work with R&D to develop new products
Materials management No primary responsibility
R&D 1. Develop new products and processes
2. Cooperate with other functions, particularly marketing and manufacturing, in the
development process
Information systems 1. Use information systems to coordinate cross-functional and cross-company
product development work
Human resources 1. Hire talented scientists and engineers

© Cengage learning
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ACHIEVING SUPERIOR RESPONSIVENESS
TO CUSTOMERS

To achieve superior responsiveness to customers, a company must give customers what
they want, when they want it, and at a price they are willing to pay—so long as the com-
pany’s long-term profitability is not compromised in the process. Customer responsiveness
is an important differentiating attribute that can help to build brand loyalty. Strong product
differentiation and brand loyalty give a company more pricing options; it can charge a pre-
mium price for its products, or keep prices low to sell more goods and services to custom-
ers. Whether prices are at a premium or kept low, the company that is the most responsive
to its customers’ needs will have the competitive advantage.

Achieving superior responsiveness to customers means giving customers value for
money, and steps taken to improve the efficiency of a company’s production process and
the quality of its products should be consistent with this aim. In addition, giving customers
what they want may require the development of new products with new features. In other
words, achieving superior efficiency, quality, and innovation are all part of achieving supe-
rior responsiveness to customers. There are two other prerequisites for attaining this goal.
First, a company must develop a competency in listening to its customers, focusing on its
customers, and in investigating and identifying their needs. Second, it must constantly seek
better ways to satisfy those needs.

Focusing on the Customer

A company cannot be responsive to its customers’ needs unless it knows what those needs
are. Thus, the first step to building superior responsiveness to customers is to motivate the
entire company to focus on the customer. The means to this end are: demonstrating leader-
ship, shaping employee attitudes, and using mechanisms for making sure that the needs of
the customer are well known within the company.

Demonstrating Leadership Customer focus must begin at the top of the organization.
A commitment to superior responsiveness to customers brings attitudinal changes through-
out a company that can only be built through strong leadership. A mission statement that
puts customers first is one way to send a clear message to employees about the desired
focus. Another avenue is top management’s own actions. For example, Tom Monaghan,
the founder of Domino’s Pizza, stayed close to the customer by eating Domino’s pizza
regularly, visiting as many stores as possible every week, running some deliveries himself,
and insisting that other top managers do the same.?’

Shaping Employee Atfitudes  Leadership alone is not enough to attain a superior customer
focus. All employees must see the customer as the focus of their activity, and be trained
to focus on the customer—whether their function is marketing, manufacturing, R&D, or
accounting. The objective should be to make employees think of themselves as customers—
to put themselves in customers’ shoes. From that perspective, employees become better able
to identify ways to improve the quality of a customer’s experience with the company.

To reinforce this mindset, incentive systems within the company should reward em-
ployees for satisfying customers. For example, senior managers at the Four Seasons hotel
chain, who pride themselves on customer focus, like to tell the story of Roy Dyment, a
doorman in Toronto who neglected to load a departing guest’s briefcase into his taxi. The
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doorman called the guest, a lawyer, in Washington, D.C., and found that he desperately
needed the briefcase for a morning meeting. Dyment hopped on a plane to Washington
and returned it—without first securing approval from his boss. Far from punishing Dyment
for making a mistake and for not checking with management before going to Washington,
the Four Seasons responded by naming Dyment Employee of the Year.*® This action sent
a powerful message to Four Seasons employees, stressing the importance of satisfying
customer needs.

Knowning Customer Needs “Know thy customer” is one of the keys to achieving supe-
rior responsiveness to customers. Knowing the customer not only requires that employees
think like customers themselves; it also demands that they listen to what customers have to
say. This involves bringing in customers’ opinions by soliciting feedback from customers
on the company’s goods and services, and by building information systems that communi-
cate the feedback to the relevant people.

For an example, consider direct-selling clothing retailer Lands’ End. Through its cata-
log, the Internet, and customer service telephone operators, Lands’ End actively solicits
comments from its customers about the quality of its clothing and the kind of merchandise
they want it to supply. Indeed, it was customers’ insistence that initially prompted the
company to move into the clothing segment. Lands’ End formerly supplied equipment for
sailboats through mail-order catalogs. However, it received so many requests from custom-
ers to include outdoor clothing in its offering that it responded by expanding the catalog
to fill this need. Soon clothing became its main business, and Lands’ End ceased selling
the sailboat equipment. Today, the company continues to pay close attention to customer
requests. Every month, data on customer requests and comments is reported to managers.
This feedback helps the company to fine-tune the merchandise it sells; new lines of mer-
chandise are frequently introduced in response to customer requests.

Satisfying Customer Needs

Once customer focus is an integral part of the company, the next requirement is to satisfy
the customer needs that have been identified. As already noted, efficiency, quality, and
innovation are crucial competencies that help a company satisfy customer needs. Beyond
that, companies can provide a higher level of satisfaction if they differentiate their products
by (1) customizing them, where possible, to the requirements of individual customers, and
(2) reducing the time it takes to respond to or satisfy customer needs.

Customization Customization means varying the features of a good or service to tailor it
to the unique needs or tastes of groups of customers, or—in the extreme case—individual
customers. Although extensive customization can raise costs, the development of flexible
manufacturing technologies has made it possible to customize products to a greater extent
than was feasible 10 to 15 years ago, without experiencing a prohibitive rise in cost struc-
ture (particularly when flexible manufacturing technologies are linked with Web-based
information systems). For example, online retailers such as Amazon.com have used Web-
based technologies to develop a homepage customized for each individual user. When a
customer accesses Amazon.com, he or she is offered a list of recommended books and
music to purchase based on an analysis of prior buying history—a powerful competency
that gives Amazon.com a competitive advantage.

The trend toward customization has fragmented many markets, particularly customer
markets, into ever-smaller niches. An example of this fragmentation occurred in Japan
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Table 4.5

in the early 1980s when Honda dominated the motorcycle market there. Second-place
Yamaha had decided to surpass Honda’s lead. It announced the opening of a new factory
that, when operating at full capacity, would make Yamaha the world’s largest manufacturer
of motorcycles. Honda responded by proliferating its product line, and increasing its rate
of new-product introduction. At the start of what became known as the “motorcycle wars,”
Honda had 60 motorcycles in its product line. Over the next 18 months thereafter, it rapidly
increased its range to 113 models, customizing them to ever-smaller niches. Honda was
able to accomplish this without bearing a prohibitive cost penalty due to its competency
in flexible manufacturing. The flood of Honda’s customized models pushed Yamaha out of
much of the market, effectively stalling its bid to overtake Honda.*

Response Time To gain a competitive advantage, a company must often respond to cus-
tomer demands very quickly, whether the transaction is a furniture manufacturer’s deliv-
ery of a product once it has been ordered, a bank’s processing of a loan application, an
automobile manufacturer’s delivery of a spare part for a car that broke down, or the wait
in a supermarket checkout line. We live in a fast-paced society, where time is a valuable
commodity. Companies that can satisfy customer demands for rapid response build brand
loyalty, differentiate their products, and can charge higher prices for products.

Increased speed often lets a company choose a premium pricing option, as the mail
delivery industry illustrates. The air express niche of the mail delivery industry is based on
the notion that customers are often willing to pay substantially more for overnight express
mail than for regular mail. Another example of the value of rapid response is Caterpillar,
the manufacturer of heavy-earthmoving equipment, which can deliver a spare part to any
location in the world within 24 hours. Downtime for heavy-construction equipment is very
costly, so Caterpillar’s ability to respond quickly in the event of equipment malfunction is

Primary Roles of Different Functions in Achieving Superior Responsiveness to Customers

Value Creation Function

Infrastructure (leadership)

Production

Marketing

Materials management

R&D
Information systems
Human resources

© Cengage leaming

Primary Roles

e Through leadership by example, build a company-wide commitment to
responsiveness to customers

¢ Achieve customization through implementation of flexible manufacturing
e Achieve rapid response through flexible manufacturing

e Know the customer

e Communicate customer feedback to appropriate functions

¢ Develop logistics systems capable of responding quickly to unanticipated
customer demands (JIT)

® Bring customers into the product development process
® Use Web-based information systems to increase responsiveness to customers

° evelop frainin rograms rnar ger employees 10 think lIke customers themselves
Develop training prog that get employees to think lik i th I



Chapter 4 Building Competitive Advantage Through Functional-level Strategies 147

of prime importance to its customers. As a result, many customers have remained loyal to
Caterpillar despite the aggressive low-price competition from Komatsu of Japan.

In general, reducing response time requires: (1) a marketing function that can quickly
communicate customer requests to production, (2) production and materials-management
functions that can quickly adjust production schedules in response to unanticipated cus-
tomer demands, and (3) information systems that can help production and marketing in
this process.

Table 4.5 summarizes the steps different functions must take if a company is to achieve
superior responsiveness to customers. Although marketing plays a critical role in helping
a company attain this goal (primarily because it represents the point of contact with the
customer), Table 4.5 shows that the other functions also have major roles. Achieving supe-
rior responsiveness to customers requires top management to lead in building a customer
orientation within the company.

SUMMARY OF CHAPTER

1. A company can increase efficiency through a
number of steps: exploiting economies of scale
and learning effects; adopting flexible manu-
facturing technologies; reducing customer de-
fection rates; implementing justintime systems;
getting the R&D function to design products that
are easy to manufacture; upgrading the skills
of employees through training; introducing self-
managing teams; linking pay to performance;
building a companywide commitment to effi-
ciency through strong leadership; and design-
ing structures that facilitate cooperation among
different functions in pursuit of efficiency goals.

. Superior quality can help a company lower its
costs, differentiate its product, and charge a
premium price.

. Achieving superior quality demands an organi-
zation-wide commitment to quality, and a clear
focus on the customer. It also requires metrics to
measure quality goals and incentives that em-
phasize quality; input from employees regard-
ing ways in which quality can be improved; a
methodology for tracing defects to their source
and correcting the problems that produce
them; a rationalization of the company’s sup-
ply base; cooperation with the suppliers that
remain to implement total quality management
programs; products that are designed for ease

of manufacturing; and substantial cooperation
among functions.

. The failure rate of new-product introductions

is high because of factors such as uncertainty,
poor commercialization, poor positioning
strategy, slow cycle time, and technological
myopia.

. To achieve superior innovation, a company must

build skills in basic and applied research; de-
sign good processes for managing development
projects; and achieve close integration between
the different functions of the company, primar-
ily through the adoption of cross-functional
product development teams and partly parallel
development processes.

. To achieve superior responsiveness to custom-

ers often requires that the company achieve su-
perior efficiency, quality, and innovation.

. To achieve superior responsiveness to customers,

a company must give customers what they want,
when they want it. It must ensure a strong cus-
tomer focus, which can be attained by emphasiz-
ing customer focus through leadership; training
employees to think like customers; bringing cus-
tomers into the company through superior mar-
ket research; customizing products to the unique
needs of individual customers or customer groups;
and responding quickly o customer demands.



Chapter 4 Building Competitive Advantage Through Functional-level Strategies 149

STRATEGY SIGNON | bR

[continued) - TRATEGY

© iStockPhoto.com/Ninoslav Dotlic

Strategic Management Project: Module 4

This module deals with the ability of your company to achieve superior efficiency, quality, innovation, and
responsiveness to customers. With the information you have at your disposal, perform the following tasks
and answer the listed questions:

1. Is your company pursuing any of the efficiency-enhancing practices discussed in this chapter?

2. ls your company pursuing any of the quality-enhancing practices discussed in this chapter2

3. |s your company pursuing any of the practices designed to enhance innovation discussed in
this chapter?

4. s your company pursuing any of the practices designed to increase responsiveness to customers
discussed in this chapter?

5. Evaluate the competitive position of your company with regard to your answers to questions 1-4.
Explain what, if anything, the company must do to improve its competitive position.

ETHICAL DILEMMA ]
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Is it ethical for Wal-Mart to pay its employees mini- ~ Are Wal-Mart’s employment and compensation
mum wage and fo oppose unionization, given that  practices for lowerlevel employees ethical?
the organization also works its people very hard?

CLOSING CASE

Lean Production at Virginia Mason

In the early 2000s, Seattle’s Virginia Mason Hospital the CEO, was wondering what to do about this when
was not performing as well as it should have been. he experienced a chance encounter with Ian Black, the
Financial returns were low, patient satisfaction was director of lean thinking at Boeing. Black told Kaplan
subpar, too many errors were occurring during patient that Boeing had been implementing aspects of Toyota’s
treatment, and staff morale was suffering. Gary Kaplan, famous lean production system in its aircraft assembly
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DISCUSSION QUESTIONS 3. Over time, will the adoption of Six Sigma qual-
ity improvement processes give a company a
1. How are the four generic building blocks of competitive advantage, or will it be required
competitive advantage related to each other? only to achieve parity with competitors2
2. What role can top management play in helping 4. From what perspective might innovation be
a company achieve superior efficiency, quality, called “the single most important building
innovation, and responsiveness to customerse block” of competitive advantage?

PRACTICING STRATEGIC =% “L o
MANAGEMENT
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Small-Group Exercise: Identifying Excellence

Break up into groups of three to five people, and appoint one group member as a spokesperson who will
communicate your findings to the class.

You are the management team of a start-up company that will produce hard drives for the personal
computer (PC) industry. You will sell your product to manufacturers of PCs (original equipment manufactur-
ers [OEMs]). The disk drive market is characterized by rapid technological change, product life cycles of
only 6 to 9 months, intense price competition, high fixed costs for manufacturing equipment, and substan-
tial manufacturing economies of scale. Your customers, the OEMs, issue very demanding technological
specifications that your product must comply with. They also pressure you to deliver your product on time
so that it fits in within their company’s product introduction schedule.

1. In this industry, what functional competencies are the most important for you to build?
2. How will you design your internal processes to ensure that those competencies are built within the
company?

STRATEGY SIGNON A}

STRATEGY

(!
Article File 4 © iStockPhoto.com/Ninoslav Dotlic

Choose a company that is widely regarded as excellent. Identify the source of its excellence, and relate it
to the material discussed in this chapter. Pay particular attention to the role played by the various functions
in building excellence.

(continues)
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operations, and Boeing was seeing positive results.
Kaplan soon became convinced that the same system
that had helped Toyota build more reliable cars at a
lower cost could also be applied to health care to im-
prove patient outcomes at a lower cost.

In 2002, Kaplan and a team of executives began
annual trips to Japan to study the Toyota production
system. They learned that “lean” meant doing without
things that were not needed; it meant removing unnec-
essary steps in a process so that tasks were performed
more efficiently. It meant eliminating waste and ele-
ments that didn’t add value. Toyota’s system applied to
health care meant improving patient outcomes through
more rapid treatment the elimination of errors in the
treatment process.

Kaplan and his team returned from Japan believing
in the value of lean production. They quickly set about
applying what they had learned to Virginia Mason.
Teams were created to look at individual processes in
what Virginia Mason called “rapid process improve-
ment workshops.” The teams, which included doc-
tors as well as other employees, were freed from their
normal duties for 5 days. They learned the methods
of lean production, analyzed systems and processes,
tested proposed changes, and were empowered to
implement the chosen change the following week.

The gains appeared quickly, reflecting the fact that
there was a lot of inefficiency in the hospital. One of
the first changes involved the delay between a doctor’s
referral to a specialist and the patient’s first consulta-
tion with that specialist. By examining the process, it
was found that secretaries, whose job it was to arrange
these referrals, were not needed. Instead, the doctor
would send a text message to the consultant the instant
he or she decided that a specialist was required. The

specialist then needed to respond within 10 minutes,
even if only to confirm the receipt of the message. De-
lays in referral-to-treatment time dropped by 68% as
a consequence of this simple change, which improved
patient satisfaction.

On another occasion, a team in the radiation on-
cology department mapped out the activities that the
department performed when processing a patient with
the intention of eliminating time wasted in performing
those activities. By removing unnecessary workflow
activities, patient time spent in the department fell
from 45 minutes to just 15 minutes. A similar exer-
cise at Virginia Mason’s back clinic cut treatment time
from an average of 66 days to just 12.

By 2012, Virginia Mason was claiming that lean
production had transformed the hospital into a more
efficient, customer-responsive organization where
medical errors during treatment had been significantly
reduced. Among other gains, lean processes reduced
annual inventory costs by more than $1 million, re-
duced the time it took to report lab tests to a patient by
more than 85%, freed up the equivalent of 77 full-time
employee positions through more efficient processes,
and reduced staff walking distance by 60 miles a day,
giving both doctors and nurses more time to spend
with patients. These, and many other similar changes,
lowered costs, increased the organization’s customer
responsiveness, improved patient outcomes, and in-
creased the financial performance of the hospital.

Sources: C. Black, “To Build a Better Hospital, Virginia Mason
Takes Lessons from Toyota Plants,” Seattle PI, March 14, 2008;
P. Neurath, “Toyota Gives Virginia Mason Docs a Lesson in Lean,”
Puget Sound Business Journal, September 14, 2003; and K. Boyer
and R. Verma, Operations and Supply Chain Management for the
21stCentury (New York: Cengage, 2009).

CASE DISCUSSION QUESTIONS

1. What do you think were the underlying
reasons for the performance problems that
Virginia Mason Hospital was encountering in
the early 200052

2. Which of the four building blocks of
competitive advantage did lean production
techniques help improve at Virginia
Mason?

3. What do you think was the key to the
apparently successful implementation of lean
production techniques at Virginia Mason?

4. lean production was developed at a
manufacturing firm, Toyota, yet it is being
applied in this case at a hospital. What does that
tell you about the nature of the lean production
philosophy for performance improvemente
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Business-Level Strategy

OPENING CASE
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Nordsfrom is one of American’s most
successful fashion retailers. John Nor-
dstrom, a Swedish immigrant, estab-
lished the company in 1901 with @
single shoe store in Seattle. Right from
the start, Nordstrom's approach to
business was fo provide exceptional
customer service, selection, quality,
and value. This approach is sfill the
hallmark of Nordstrom today.

The modern Nordstrom is a fashion
specialty chain with some 240 stores
in 31 states. Nordstrom generated
almost $12 billion of sales in 2012
and makes consistently higherthan-
average returns on invested capital.
lts return on invested capital (ROIC)
has exceeded 30% since 2006, and
was 36% in 2012, a remarkable
performance for a retailer. VWal-Mart,
in contrast, earns an ROIC in the 12%
to 14% range.

Nordstrom is a niche company.
It focuses on a relatively affluent cus-
fomer base that is looking for afford-
able luxury. The stores themselves are
located in upscale areas, and have
expensive fitfings and fixtures that
convey an impression of luxury. The
stores are inviting and easy fo browse
in. Touches such as live music being
played on a grand piano help create
an appealing atmosphere. The mer-
chandise is high quality and fashion-
able. What really differentiates the
company from many of its rivals, how-
ever, is Nordstrom's legendary excel-
lence in customer service.

LEARNING OBJECTIVES

After reading this chapter,
you should be able to:

5-1

52

53

5-4

Explain the difference
between low-cost
and differentiation
strategies.

Articulate how the
attainment of a
differentiated or
low-cost position
can give a company
a competitive
advantage.

Explain how a
company executes its
business-level strategy
through function-
level strategies and
organizational
arrangements.

Describe what is
meant by the term
“value innovation.”

Discuss the concept
of blue ocean
strategy, and explain
how innovation

in business-level
strategy can change
the competitive game
in an industry, giving
the innovator a
sustained competifive
advantage.
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OPENING CASE

Nordstrom's salespeople are typically well
groomed and dressed, polite and helpful,
and known for their affenfion to defail. They
are selected for their ability fo interact with
customers in a positive way. During the infer-
view process for new employees, one of the
most important questions asked of candidates
is their definition of good customer service.
Thankyou cards, home deliveries, personal
appointments, and access to personal shop-
pers are the norm at Nordstrom. There is a
no-questions-asked returns policy, with no re-
ceipt required. Nordstrom’s philosophy is that
the customer is always right. The company’s
salespeople are also well compensated, with
good benefits and commissions on sales that
range from 6.75% to 10% depending on the
department. Top salespeople at Nordstrom
have the ability to earn over $100,000 a
year, mostly in commissions.

The customer service ethos is central to
the culture and organization of Nordstrom.
The organization chart is an inverted pyr-
amid, with salespeople on the top, and
the CEO at the bottom. According to the

CEO, Blake Nordstrom, this is because
"I work for them. My job is to make them
as successful as possible.” Management
constantly tells stories emphasizing the pri-
macy of customer service at Nordstrom in
order fo reinforce the culture. One story
relates that when a customer in Fairbanks,
Alaska, wanted to return two tires (which
Nordstrom does not sell), bought a while
ago from another store on the same site, a
sales clerk looked up their price and gave
him his money back!

Despite its emphasis on quality and luxury,
Nordsirom has not taken its eye off operating
efficiency. Sales per square foot are $400
despite the large open-plan nature of the stores,
and inventory turns exceed 5 times per year, up
from 3.5 times a decade ago. Both of these
figures are good for a highend department
store. Management is constantly looking for
ways fo improve efficiency and customer
service. Today it is putting mobile checkout
devices info the hands of 5,000 salespeople,
eliminating the need to wait in line at a check-
out stand.

Sources: A. Martinez, "Tale of Lost Diamond Adds Glitter to Nordstrom’s Cusfomer Service,” Seatfle Times, May 11,

2011; C. Confe, "Nordstrom Built on Customer Service," Jacksonville Business Journal, September 7, 2012; W. S. Goffe,
"How Working as a Stock Girl at Nordstrom Prepared Me for Being a lawyer,” Forbes, December 3, 2012; and
P. Swinand, “Nordstrom Inc,” Mormingstar, February 22, 2013.

business-level strategy

The business's overall
competitive theme, the
way it positions ifself in
the markefplace fo gain
a competifive advantage,
and the different
positioning strafegies that
can be used in different
industry settings
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OVERVIEW

In this chapter we look at the formulation of business-level strategy. As you may recall
from Chapter 1, business-level strategy refers to the overarching competitive theme of a
company in a given market. At its most basic, business-level strategy is about who a com-
pany decides to serve (which customer segments), what customer needs and desires the
company is trying to satisfy, and how the company decides to satisfy those needs and
desires.! If this sounds familiar, it is because we have already discussed this in Chapter 1
when we considered how companies construct a mission statement.

The high-end retailer Nordstrom provides us with an illustration of how this works.
As discussed in the Opening Case, Nordstrom focuses on serving mid- to upper-income
consumers who desire fashionable high-quality merchandise. Nordstrom attempts to satisfy
the desires of this customer segment not only through merchandising, but also through
excellence in customer service. To the extent it has been successful, Nordstrom has differen-
tiated itself from rivals in that segment of the retail space. In essence, Nordstrom is pursuing
a business-level strategy of focused differentiation that is built on a distinctive competence
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in customer service. Nordstrom has been so successful at pursuing this strategy that it has
been consistently profitable, measured by ROIC, while also continuing to grow both its
sales revenues and its net operating profit. In other words, through successful execution of
its chosen business-level strategy, Nordstrom has built a sustainable competitive advantage.

In this chapter we will look at how managers decide what business-level strategy to
pursue, and how they go about executing that strategy in order to attain a sustainable com-
petitive advantage. We start by looking at two basic ways that companies chose how to
compete in a market—by lowering costs and by differentiating their good or service from
that offered by rivals so that they create more value. Next we consider the issue of customer
choice and market segmentation, and discuss the choices that managers must make when it
comes to their company’s segmentation strategy. Then we then put this together and discuss
the various business-level strategies that an enterprise can adopt, and what must be done
to successfully implement those strategies. The chapter closes with a discussion of how
managers can think about formulating an innovative business-level strategy that gives their
company a unique and defendable position in the marketplace.

LOW COST AND DIFFERENTIATION

Strategy is about the search for competitive advantage. As we saw in Chapter 3, at the most
fundamental level, a company has a competitive advantage if it can lower costs relative to
rivals and/or if it can differentiate its product offering from those of rivals, thereby creating
more value. We will look at lowering costs first, and then at differentiation.?

Lowering Costs

Imagine that all enterprises in an industry offer products that are very similar in all re-
spects except for price, and that each company is small relative to total market demand
so that they are unable to influence the prevailing price. This is the situation that exists in
many commodity markets, such as the market for oil, or wheat, or aluminum, or steel. In
the world oil market, for example, prices are set by the interaction of supply and demand.
Even the world’s largest private oil producer, Exxon Mobile, only produces around 3.5%
of world output and cannot influence the prevailing price.

In commodity markets, competitive advantage goes to the company that has the lowest
costs. Low costs will enable a company to make a profit at price points where its rivals are
losing money. Low costs can also allow a company to undercut rivals on price, gain market
share, and maintain or even increase profitability. Being the low-cost player in an industry
can be a very advantageous position.

Although lowering costs below those of rivals is a particularly powerful strategy in a
pure commodity industry, it can also have great utility in other settings. General merchan-
dise retailing, for example, is not a classic commodity business. Nevertheless, Wal-Mart
has built a very strong competitive position in United States market by being the low-
cost player. Because its costs are so low, Wal-Mart can cut prices, grow its market share,
and still make profits at price points where its competitors are losing money. The same is
true in the airline industry, where Southwest Airlines has established a low-cost position.
Southwest’s operating efficiencies have enabled it to make money in an industry that has
been hit by repeated bouts of price warfare, and where many of its rivals have been forced
into bankruptcy. Strategy in Action 5.1 describes some of actions Southwest has taken to
achieve this low-cost position.
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9.1 STRATEGY IN AGTION

Low Costs at Southwest Airlines

Southwest Airlines has long been one of the standout
performers in the U.S. airline industry. It is famous for
its low fares, generally some 30% below those of its
maijor rivals, which are balanced by an even lower cost
structure, which has enabled it to record superior profit-
ability even in bad years such as 2008-2009 when
the industry faced slumping demand.

A major source of Southwest's low-cost structure
seems to be its very high employee productivity. One
way airlines measure employee productivity is by the
ratio of employees to passengers carried. According
to figures from company 10K statements, in 2012
Southwest had an employee-to-passenger ratio of 1 to
1,999, one of the best in the industry. By comparison,
the ratio at one of the better major airlines, Delta, was
in the range of 1 to 1,500. These figures suggest that
holding size constant, Southwest runs its operation with
fewer people than competitors. How does it do this?

First, Southwest's managers devote enormous atten-
tion to whom they hire. On average, Southwest hires
only 3% of those interviewed in a year. When hiring, it
places a big emphasis on teamwork and a positive at-
titude. Southwest’s managers rationalize that skills can
be taught, but a positive aftitude and a willingness to
pitch in cannot. Southwest also creates incentives for its
employees to work hard. All employees are covered by
a profitsharing plan, and at least 25% of an employ-
ee’s share of the profit-sharing plan has to be invested
in Southwest Airlines stock. This gives rise to a simple
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formula: the harder employees work, the more profit-
able Southwest becomes, and the richer the employees
get. The results are clear. At other airlines, one would
never see a pilot helping to check passengers onto the
plane. At Southwest, pilots and flight attendants have
been known to help clean the aircraft and check in
passengers at the gate. They do this to turn around an
aircraft as quickly as possible and get it into the air
again—because they all know that an aircraft doesn't
make money when it is sitting on the ground.

Southwest also reduces its costs by striving to keep
its operations as simple as possible. By operating only
one type of plane, the Boeing 737, it reduces training
costs, maintenance costs, and inventory costs while
increasing efficiency in crew and flight scheduling.
The operation is nearly ticketless, which reduces cost
and back-office accounting functions. There is no seat
assignment, which again reduces costs. There are no
meals or movies in flight, and the airline will not trans-
fer baggage to other airlines, reducing the need for
baggage handlers. Another major difference between
Southwest and most other airlines is that Southwest
flies point to point rather than operating from con-
gested airport hubs. As a result, its costs are lower
because there is no need for dozens of gates and
thousands of employees needed to handle banks of
flights that come in and then disperse within a 2-hour
window, leaving the hub empty until the next flights a
few hours later.

Sources: M. Brelis, “Simple Strategy Makes Southwest a Model for Success,” Boston Globe, November 5, 2000, p. F1; M. Trofiman,
"At Southwest, New CEO Sits in the Hot seat,” Wall Street Journal, July 19, 2004, p. B1; J. Helyar, “Southwest Finds Trouble in the
Air," Fortune, August @, 2004, p. 38; J. Reingold, "Southwest’s Herb Kelleher: Still Crazy After All These Years,” Fortune, January 14,

2013; and Southwest Airlines T0K 2012.

Differentiation Now let’s look at the differentiation side of the equation. Differentiation
implies distinguishing yourself from rivals by offering something that they find hard to
match. As we saw in the Opening Case, Nordstrom has differentiated itself from its rivals
through excellence in customer service. There are many ways that a company can differ-
entiate itself from rivals. A product can be differentiated by superior reliability (it breaks
down less often, or not at all), better design, superior functions and features, better point-
of-sale service, better after sales service and support, better branding, and so on. A Rolex
watch is differentiated from a Timex watch by superior design, materials, and reliability; a
Toyota car is differentiated from a General Motors car by superior reliability (historically
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new Toyota cars have had fewer defects than new GM cars); Apple differentiates its iPhone
from rival offerings through superior product design, ease of use, excellent customer ser-
vice at its Apple stores, and easy synchronization with other Apple products, such as its
computers, tablets, iTunes, and iCloud.

Differentiation gives a company two advantages. First, it can allow the company to
charge a premium price for its good or service, should it chose to do so. Second, it can help
the company to grow overall demand and capture market share from its rivals. In the case of
the iPhone, Apple has been able to reap both of these benefits through its successful differ-
entiation strategy. Apple charges more for its iPhone than people pay for rival smartphone
offerings, and the differential appeal of Apple products has led to strong demand growth.

It is important to note that differentiation often (but not always) raises the cost structure
of the firm. It costs Nordstrom a lot to create a comfortable and luxurious shopping experi-
ence. Nordstrom’s stores are sited at expensive locations, and use top-of-the-line fittings
and fixtures. The goods Nordstrom sells are also expensive, and turn over far less often than
the cheap clothes sold at a Wal-Mart store. This too, will drive up Nordstrom’s costs. Then
there is the expense associated with hiring, training, and compensating the best salespeople
in the industry. None of this is cheap, and as a consequence, it is inevitable that Nordstrom
will have a much higher costs structure than lower-end retail establishments.

On the other hand, there are situations where successful differentiation, because it in-
creases primary demand so much, can actually lower costs. Apple’s iPhone is a case in
point. Apple uses very expensive materials in the iPhone—Gorilla glass for the screen,
brushed aluminum for the case. It could have used cheap plastic, but then the product
would not have looked as good and would have scratched easily. Although these decisions
about materials originally raised the unit costs of the iPhone, the fact is that Apple has sold
so many iPhones that it now enjoys economies of scale in purchasing and can effectively
bargain down the price it pays for expensive materials. The result for Apple—successful
differentiation of the iPhone—not only helped the company to charge a premium price, it
has also gown demand to the point where it can lower costs through the attainment of scale
economies, thereby widening profit margins. This is why Apple captured 75% of all profits
in the global smartphone business in 2012.

More generally, the Apple example points to an essential truth here: successful dif-
ferentiation gives managers options. One option that managers have is to raise the price to
reflect the differentiated nature of the product offering and cover any incremental increase
in costs (see Figure 5.1). This is an option that many pursue and it can by itself enhance
profitability so long as prices increase by more than costs. For example, the Four Seasons
chain has very luxurious hotels. It certainly costs a lot to provide that luxury, but Four
Seasons also charges very high prices for its rooms, and the firm is profitable as a result.
Nordstrom also pursues such a strategy.

However, as the Apple example suggests, increased profitability and profit growth can
also come from the increased demand associated with successful differentiation, which
enables the firm to use its assets more efficiently and thereby realize lower costs from scale
economies. This leads to another option: the successful differentiator can also hold prices
constant, or only increase prices slightly, sell more, and boost profitability through the
attainment of scale economies (see Figure 5.1).°

For another example, consider Starbucks. The company has successfully differentiated
its product offering from that of rivals such as Tully’s by the excellent quality of its coffee-
based drinks; by the quick, efficient, and friendly service that its baristas offer customers;
by the comfortable atmosphere created by the design of its stores; and by its strong brand
image. This differentiation increases the volume of traffic in each Starbucks store, thereby
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Options for Exploiting Differentiation
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increasing the productivity of employees in the store (they are always busy), and the produc-
tivity of the capital invested in the store itself. The result: each store realizes scale economies
from greater volume, which lowers the average unit costs at each store. Spread that across
the 12,000 stores that Starbucks operates, and you have potentially huge cost savings that
translate into higher profitability. Add this to the enhanced demand that comes from success-
ful differentiation, which in the case of Starbucks not only enables the firm to sell more from
each store, but also to open more stores, and profit growth will also accelerate.

The Differentiation-Low Cost Tradeoff The thrust of our discussion so far is that a low-
cost position and a differentiated position are two very different ways of gaining a competi-
tive advantage. The enterprise that is striving for the lowest costs does everything it can to
be productive and drive down its cost structure, whereas the enterprise striving for differ-
entiation necessarily has to bear higher costs to achieve that differentiation. Put simply, one
cannot be Wal-Mart and Nordstrom, Porsche and Kia, Rolex and Timex. Managers must
make a choice between these two basic ways of attaining a competitive advantage.
However, presenting the choice between differentiation and low costs in these terms is
something of a simplification. As we have already noted, the successful differentiator might
be able to subsequently reduce costs if differentiation leads to significant demand growth and
the attainment of scale economies. But in actuality, the relationship between low cost and
differentiation is subtler than this. In reality, strategy is not so much about making discrete
choices as it is about deciding what the right balance is between differentiation and low costs.
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To understand the issues here, look at Figure 5.2. The convex curve in Figure 5.2
illustrates what is known as an efficiency frontier (also known in economics as a produc-
tion possibility frontier).* The efficiency frontier shows all of the different positions that a
company can adopt with regard to differentiation and low cost, assuming that its internal
functions and organizational arrangements are configured efficiently to support a particular
position (note that the horizontal axis in Figure 5.2 is reverse scaled—moving along the
axis to the right implies lower costs). The efficiency frontier has a convex shape because of
diminishing returns. Diminishing returns imply that when an enterprise already has signifi-
cant differentiation built into its product offering, increasing differentiation by a relatively
small amount requires significant additional costs. The converse also holds: when a com-
pany already has a low-cost structure, it has to give up a lot of differentiation in its product
offering to get additional cost reductions.

The efficiency frontier shown in Figure 5.2 is for the U.S. retail apparel business
(Wal-Mart sells more than apparel, but that need not concern us here). As you will see,
Nordstrom and Wal-Mart are both shown to be on the frontier, implying that both organiza-
tions have configured their internal functions and organizations efficiently. However, they
have adopted very different positions; Nordstrom has high differentiation and high costs,
whereas Wal-Mart has low costs and low differentiation. These are not the only viable
positions in the industry, however. We have also shown The Gap to be on the frontier. The
Gap offers higher-quality apparel merchandise than Wal-Mart, sold in a more appealing
store format, but its offering is nowhere near as differentiated as that of Nordstrom; it is
positioned between Wal-Mart and Nordstrom. This mid-level position, offering moder-
ate differentiation at a higher cost than Wal-Mart, makes perfect sense because there are
enough consumers demanding this kind of offering. They don’t want to look as if they
purchased their clothes at Wal-Mart, but they do want fashionable causal clothes that are
more affordable than those available at Nordstrom.

The Differentiation—Low Cost Tradeoff

Nordstrom

The Gap

------------------- ": Wal_Mart Eﬁ:iCie-ncY
frontier

Value through differentiation

Low cost

C*

Source: Charles W.L. Hill © Copyright 2013.
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value innovation

When innovations push
out the efficiency frontier
in an industry, allowing
for greater value to be
offered through superior
differentiation at a lower
cost than was previously
thought possible.

The essential point here is that there are often multiple positions on the differentiation—
low cost continuum that are viable in the sense that they have enough demand to support
an offering. The task for managers is to identify a position in the industry that is viable and
then configure the functions and organizational arrangements of the enterprise so that they
are run as efficiently and effectively as possible, and enable the firm to reach the frontier.
Not all companies are able to do this. Only those that can get to the frontier have a competi-
tive advantage. Getting to the frontier requires excellence in strategy implementation. As
has been suggested already in this chapter, business-level strategy is implemented through
function and organization. Therefore: fo successfully implement a business-level strategy
and get to the efficiency frontier, a company must be pursuing the right functional-level
strategies, and it must be appropriately organized. Business-level strategy, functional-level
strategy, and organizational arrangement must all be aligned with each other.

It should be noted that not all positions on an industry’s efficiency frontier are equally
as attractive. For some positions, there may not be sufficient demand to support a product
offering. For other positions, there may be too many competitors going after the same ba-
sic position—the competitive space might be too crowded—and the resulting competition
might drive prices down below levels that are acceptable.

In Figure 5.2, K-Mart is shown to be inside the frontier. K-Mart is trying to position
itself in the same basic space as Wal-Mart, but its internal operations are not efficient (the
company was operating under bankruptcy protection in the early 2000s, although it is now
out of bankruptcy). Also shown in Figure 5.2 is the Seattle-based clothing retailer Eddie
Bauer, which is owned by Spiegel. Like K-Mart, Eddie Bauer is not an efficiently run op-
eration relative to its rivals. Its parent company has operated under bankruptcy protection
three times in the last 20 years.

Value Innovation: Greater Differentiation at a Lower Cost The efficiency frontier is
not static; it is continually being pushed outwards by the efforts of managers to improve
their firm’s performance through innovation. For example, in the mid-1990s Dell pushed
out the efficiency frontier in the personal computer (PC) industry (see Figure 5.3). Dell
pioneered online selling of PCs, and allowed customer to build their own machines online,
effectively creating value through customization. In other words, the strategy of selling
online allowed Dell to differentiate itself from its rivals that sold their machines through
retail outlets. At the same time, Dell was able to use order information submitted over the
Web to efficiently coordinate and manage the global supply chain, driving down produc-
tion costs in the process. The net result was that Dell was able to offer more value (through
superior differentiation) at a lower cost than its rivals. Through its process innovations it
had redefined the frontier of what was possible in the industry.

We use the term value innovation to describe what happens when innovation pushes
out the efficiency frontier in an industry, allowing for greater value to be offered through
superior differentiation at a lower cost than was previously thought possible.” When a com-
pany is able to pioneer process innovations that lead to value innovation, it effectively
changes the game in an industry and may be able to outperform its rivals for a long period
of time. This is what happened to Dell. After harnessing the power of the Internet to sell
PCs online, and coordinate the global supply chain, Dell outperformed its rivals in the
industry for over a decade while they scrambled to catch up with the industry leader.

Toyota is another company that benefitted from value innovation. As we have discussed
in Chapters 3 and 4, Toyota pioneered lean production systems that improved the quality
of automobiles, while simultaneously lowering costs. Toyota redefined what was possible
in the automobile industry, effectively pushing out the efficiency frontier and enabling the
company to better differentiate its product offering at a cost level that its rivals couldn’t
match. The result was a competitive advantage that persisted for over two decades.
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standardization strategy

When a company
decides to ignore
different segments, and
produce a standardized
product for the average
consumer.

Customers within these segments are relatively homogenous, whereas they differ in impor-
tant ways from customers in other segments of the market. For example, Nike segments
the athletic shoe market according to sport (running, basketball, football, soccer, and train-
ing) and gender (men’s shoes and women’s shoes). It does this because it believes that
people participating in different sports need different things from an athletic shoe (a shoe
designed for running is not suitable for playing basketball) and that men and women also
desire different things from a shoe in terms of styling and construction (most men don’t
want to wear pink shoes). Similarly, in the market for colas, Coca-Cola segments the mar-
ket by needs—regular Coke for the average consumer, and diet cola for those concerned
about their weight. The diet cola segment is further subdivided by gender, with Diet Coke
targeted at women, and Coke Zero targeted at men.

Three Approaches to Market Segmentation  There are three basic approaches to mar-
ket segmentation that companies adopt. One is to choose not to tailor different offerings to
different segments, and instead produce and sell a standardized product that is targeted at
the average customer in that market. This was the approach adopted by Coca-Cola until the
early 1980s before the introduction of Diet Coke and different flavored cola drinks such as
Cherry Cola. In those days Coke was the drink for everyone. Coke was differentiated from
the offerings of rivals, and particularly Pepsi Cola, by lifestyle advertising that positioned
Coke as the iconic American drink, the “real thing.” Some network broadcast news pro-
grams also choose to adopt this approach today. The coverage offered by ABC News, for
example, is tailored toward the average American viewer. The giant retailer Wal-Mart also
targets the average customer in the market, although unlike Coca-Cola, Wal-Mart’s goal is
to drive down costs so that it can charge everyday low prices, give its customers value for
money, and still make a profit.

A second approach is to recognize differences between segments and create differ-
ent product offerings for the different segments. This is the approach that Coca-Cola has
adopted since the 1980s. In 1982 it introduced Diet Coke, targeting that drink at the weight
and health conscious. In 2007 it introduced Coke Zero, also a diet cola, but this time
targeted at men. Coca Cola did this because company research found that men tended to
associate Diet Coke with women. Since 2007, Diet Coke has been repositioned as more of
a women’s diet drink. Similarly, in the automobile industry, Toyota has brands that address
the entire market—Scion for budget-constrained young entry-level buyers, Toyota for the
middle market, and the Lexus for the luxury end of the market. In each of these segments
Toyota pursues a differentiation strategy; it tries to differentiate itself from rivals in the
segment by the excellent reliability and high quality of its offerings.

A third approach is to target only a limited number of market segments, or just one, and
to become the very best at serving that particular segment. In the automobile market, for
example, Porsche focuses exclusively on the very top end of the market, targeting wealthy
middle-aged male consumers who have a passion for the speed, power, and engineering
excellence associated with its range of sports cars. Porsche is clearly pursuing a differ-
entiation strategy with regard to this segment, although it emphasizes a different type of
differentiation than Toyota. Alternatively, Kia of South Korea has positioned itself as low-
cost player in the industry, selling vehicles that are aimed at value-conscious buyers in the
middle- and lower-income brackets. In the network broadcasting news business, Fox News
and MSNBC have also adopted a focused approach. Fox tailors its content toward those on
the right of the political spectrum, whereas MSNBC is orientated towards the left.

When managers decide to ignore different segments, and produce a standardized prod-
uct for the average consumer, we say that they are pursuing a standardization strategy.
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Value Innovation in the PC Industry
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WHO ARE OUR CUSTOMERS?
MARKET SEGMENTATION

As noted in the introduction to this chapter, business-level strategy begins with the cus-
tomer. It starts with deciding who the company is going to serve, what needs or desires it
is trying to satisfy, and how it is going to satisfy those needs and desires. Answering these
questions is not straightforward, because the customers in a market are not homogenous.
They often differ in fundamental ways. Some are wealthy, some are not; some are old,
some are young; some are women, some are men; some are influenced by popular culture,
some never watch TV; some live in cities, some in the suburbs; some care deeply about
status symbols, others do not; some place a high value on luxury, some on value for money;
some exercise every day, others have never seen the inside of a gym; some speak English
most of the time, for others, Spanish is their first language; and so on.

One of the most fundamental questions that any company faces is whether to recognize
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market segmentation

such differences in customers, and if it does, how to tailor its approach depending on which cus- The way a company

tomer segment or segments it decides to serve. The first step toward answering these questions
is to segment the market according to differences in customer demographics, needs, and desires.

decides to group
cusfomers based on
important differences

Market segmentation refers to the process of subdividing a market into clearly i, their needs to gain a
identifiable groups of customers with similar needs, desires, and demand characteristics. ~ competfitive advantage.
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When they decide to serve many segments, or even the entire market, producing different
offerings for different segments, we say that they are pursuing a segmentation strategy.
When they decide to serve a limited number of segments, or just one segment, we say that
they are pursuing a focus strategy. Today Wal-Mart is pursuing a standardization strategy,
Toyota a segmentation strategy, and Nordstrom a focus strategy.

Market Segmentation, Costs and Revenues It is important to understand that these
different approaches to market segmentation have different implications for costs and rev-
enues. Consider first the comparison between a standardization strategy and a segmenta-
tion strategy.

A standardization strategy is typically associated with lower costs than a segmentation
strategy. A standardization strategy involves the company producing one basic offering,
and trying to attain economies of scale by achieving a high volume of sales. Wal-Mart, for
example, pursues a standardization strategy and achieves enormous economies of scale in
purchasing, driving down its cost of goods sold.

In contrast, a segmentation strategy requires that the company customize its product of-
fering to different segments, producing multiple offerings, one for each segment. Custom-
ization can drive up costs for two reasons; first, the company may sell less of each offering,
making it harder to achieve economies of scale, and second, products targeted at segments
at the higher-income end of the market may require more functions and features, which can
raise the costs of production and delivery.

On the other hand, it is important not to lose sight of the fact that advances in pro-
duction technology, and particularly lean production techniques, have allowed for mass
customization—that is, the production of more product variety without a large cost penalty
(see Chapter 4 for details). In addition, by designing products that share common compo-
nents, some manufacturing companies are able to achieve substantial economies of scale
in component production, while still producing a variety of end products aimed at different
segments. This is an approach adopted by large automobile companies, which try to utilize
common components and platforms across a wide range of models. To the extent that mass
customization and component sharing is possible, the cost penalty borne by a company
pursuing a segmentation strategy may be limited.

Although a standardization strategy may have lower costs that a segmentation strategy,
a segmentation strategy does have one big advantage: it allows the company to capture
incremental revenues by customizing its offerings to the needs of different groups of con-
sumers, and thus selling more in total. A company pursuing a standardization strategy
where the product is aimed at the average consumer may lose sales from customers who
desire more functions and features, and are prepared to pay more for that. Similarly, it may
lose sales from customers who cannot afford to purchase the average product, but might
enter the market if a more basic offering was available.

This reality was first recognized in the automobile industry back in the 1920s. The early
leader in the automobile industry was Ford with its Model T offering. Henry Ford famously
said that consumers could have it “any color as long as it’s black.” Ford was in essence
pursuing a standardization strategy. However, in the 1920s Ford rapidly lost market share
to General Motors, a company that pursued a segmentation strategy and offered a range of
products aimed at different customer groups.

As for a focus strategy, here the impact on costs and revenues is subtler. Companies
that focus on the higher-income or higher-value end of the market will tend to have a
higher cost structure for two reasons. First, they will have to add features and functions
to their product to appeal to higher-income consumers, and this will raises costs. For

segmentation strategy

When a company
decides fo serve many
segments, or even the
entire market, producing
different offerings for
different segments.

focus strategy

When a company
decides to serve a limited
number of segments, or
just one segment.
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generic business-level
strategy

A strategy that gives a
company a specific form
of competitive position
and advantage vis-a-vis ifs
rivals that results in above-
average profitability.

broad low-cost strategy

When a company lowers
costs so that it can lower
prices and sfill make a
profit.

broad differentiation
strategy

When a company
differentiates its product
in some way, such as

by recognizing different
segments or offering
different products o each
segment.

example, Nordstrom locates its stores in areas where real estate is expensive, its stores
have costly fittings and fixtures and a wide open store plan with lots of room to walk
around, and the merchandise is expensive and does not turn over as fast as the basic
clothes and shoes sold at somewhere like Wal-Mart. Second, the relatively limited nature
of demand associated with serving just a segment of the market may make it harder to at-
tain economies of scale. Offsetting this, however, is that the customization and exclusivity
associated with a strategy of focusing on the high-income end of the market may enable
such a firm to charge significantly higher prices than those enterprises pursuing standard-
ization and segmentation strategies.

For companies focusing on the lower-income end of the market, or a segment that
desires value for money, a different calculus comes into play. First, such companies tend
to produce a more basic offering that is relatively inexpensive to produce and deliver.
This may help them to drive down their cost structures. The retailer Costco, for example,
focuses on consumers who are looking for “value for money”, and are less concerned
about brands than they are about price. Costco sells a limited range of merchandise in
large warehouse-type stores. A Costco store has about 3,750 stock-keeping units (SKUs)
compared to 142,000 SKUs at the average Wal-Mart superstore. Products are stored on
pallets stacked on utilitarian metal shelves. It offers consumers the opportunity to make
bulk purchases of basic goods, such as breakfast cereal, dog food, and paper towels, at
lower prices than found elsewhere. It turns over its inventory rapidly, typically selling it
before it has to pay its suppliers and thereby reducing its working capital needs. Thus,
by tailoring its business to the needs of a segment, Costco is able to undercut the cost
structure and pricing of a retail gain such as Wal-Mart, even though it lacks Wal-Mart’s
enormous economies of scale in purchasing. The drawback, of course, is that Costco of-
fers nowhere near the range of goods that you might get at a Wal-Mart superstore, so for
customers looking for one stop-shopping at a low price, Wal-Mart is always going to be
the store of choice.

BUSINESS-LEVEL STRATEGY CHOICES

We now have enough information to be able to identify the basic business-level strategy
choices that companies make. These basic choices are sometimes called generic business-level
strategy. The various choices are illustrated in Figure 5.4.

Companies that pursue a standardized or segmentation strategy both target a broad
market. However, those pursuing a segmentation strategy recognize different segments,
and tailor their offering accordingly, whereas those pursuing a standardization strategy
just focus on serving the average consumer. Companies that target the broad market can
either concentrate on lowering their costs so that they can lower prices and still make a
profit, in which case we say they are pursuing a broad low-cost strategy, or they can
try to differentiate their product in some way, in which case they are pursuing a broad
differentiation strategy. Companies that decide to recognize different segments, and
offer different product to each segment, are by default pursuing a broad differentiation
strategy. It is possible, however, to pursue a differentiation strategy while not recognizing
different segments, as Coca-Cola did prior to the 1980s. Today, Wal-Mart is pursuing a
broad low-cost strategy, whereas Toyota and Coca-Cola are both pursuing a broad dif-
ferentiation strategy.

Companies that target a few segments, or more typically, just one, are pursuing a focus
or niche strategy. These companies can either try to be the low-cost player in that niche,
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as Costco has done, in which case we say that they pursuing a focus low-cost strategy, or
they can try to customizing their offering to the needs of that particular segment through the
addition of features and functions, as Nordstrom has done, in which case we say that they
are pursuing a focus differentiation strategy.

It is important to understand that there is often no one best way of competing in an
industry. Different strategies may be equally viable. Wal-Mart, Costco, and Nordstrom are
all in the retail industry, all three compete in different ways, and all three have done very
well financially. The important thing for managers is to know what their business-level
strategy is, to have a clear logic for pursuing that strategy, to have an offering that matches
their strategy, and to align the functional activities and organization arrangements of the
company with that strategy so that the strategy is well executed.

Michael Porter, who was the originator of the concept of generic business-level strate-
gies, has argued that companies must make a clear choice between the different options
outline in Figure 5.4.° If they don’t, Porter argues, they may become “stuck in the middle”
and experience poor relative performance. Central to Porter’s thesis is the assertion that it
is not possible to be both a differentiated company, and a low-cost enterprise. According to
Porter, differentiation by its very nature raises costs and makes it impossible to attain the
low-cost position in an industry. By the same token, to achieve a low-cost position, compa-
nies necessarily have to limit spending on product differentiation.

At the limit, there is certainly considerable value in this perspective. As noted, one can-
not be Nordstrom and Wal-Mart, Timex and Rolex, Porsche and Kia. Low cost and differ-
entiation are very different ways of competing—they require different functional strategies
and different organizational arrangements, so trying to do both at the same time may not
work. On the other hand, there are some important caveats to this argument.

First, as we have already seen in this chapter when we discussed value innovation,
through improvements in process and product, a company can push out the efficiency
frontier in its industry, redefining what is possible, and deliver more differentiation at
a lower cost than its rivals. In such circumstances, a company might find itself in the
fortunate position of being both the differentiated player in its industry and having a
low-cost position. Ultimately its rivals might catch up, in which case it may well have
to make a choice between emphasizing low cost and differentiation, but as we have seen
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focus low-cost strategy

When a company fargets
a certain segment or niche,
and tries to be the low-cost
p\oyer in that niche.

focus differentiation
strategy

When a company fargets
a cerfain segment or
niche, and customizes its
offering fo the needs of
that particular segment
through the addition of
features and functions.



5.2 STRATEGY IN ACTION

Microsoft Office versus Google Apps

Microsoft has long been the dominant player in the mar-
ket for office productivity software with its Office suite of
programs that includes a word processor, spreadsheet,
presentation software, and e-mail client. Microsoft's
rise to dominance in this market was actually the result
of an important innovation—in 1989 Microsoft was the
first company fo bundle word processing, spreadsheet,
and presentation programs together info a single of-
fering that was interoperable. At the time, the market
leader in word processing software was Word Perfect,
in spreadsheet software it was Lotus, and in presenta-
tion software it was Harvard Graphics. Microsoft was
number 2 in each of these markets. However, by offer-
ing a bundle, and pricing the bundle below the price
of each program purchased on its own, Microsoft was
able to grab share from its competitors, none of which
had a full suite of offerings. In effect, Microsoft Office
offered consumers more value (interoperability), at a
lower price, than could be had from rivals.

As demand for Office expanded, Microsoft was
able to spread the fixed costs of product development
over a much larger volume than its rivals, and unit costs
fell, giving Microsoft the double advantage of a dif-
ferentiated product offering and a low-cost position.
The results included the creation of a monopoly posi-
tion in office productivity software and two decades of
extraordinary high returns for Microsoft in this market.

Things started fo shift in 2006 when Google intro-
duced Google Apps, an online suite of office produc-
tivity software that was aimed squarely at Microsoft's
profitable Office franchise. Unlike Office at the time,
Google Apps was an online service. The basic pro-
grams reside on the cloud, and documents were
saved on the cloud. At first Google lacked a full suite
of programs, and traction was slow, but since 2010
adoption of Google Apps has started to accelerate.
Today Google Apps has the same basic programs as
Office—a word processer, spreadsheet, presentation
software, and an e-mail client—but nowhere near the
same number of features. Google’s approach is not to
match Office on features, but to be good enough for
the majority of users. This helps to reduce development
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costs. Google also distributes Google Apps exclusively
over the Internet, which is a very-low-cost distribution
model, whereas Office still has a significant presence
in the physical retail channel, raising costs.

In other words, Google is pursuing a low-cost strat-
egy with regard to Google Apps. Consistent with this,
Google Apps is also priced significantly below Office.
Google charges $50 a year for each person using its
product. In contrast, Microsoft Office costs $400 per
computer for business users (although significant dis-
counts are offen negotiated). Initially Google Apps was
targeted at small businesses and start-ups, but more re-
cently, Google seems to be gaining some traction in the
enterprise space, which is Microsoft's core market for
Office. In 2012, Google scored an impressive string of
wins, including the Swiss drug company Hoffman La
Roche, where over 80,000 employees use the pack-
age, and the U.S. Interior Department, where 90,000
use it. In total, Google Apps earned around $1 billion
in revenue in 2012 and estimates suggest that the
company has more than 30 million paying subscribers.
This still makes it a small offering relative to Microsoft
Office, which is installed on over 1 billion computers
worldwide. Microsoft Office generated $24 billion
in revenue in 2012 and it remains Microsoft's most
profitable business. However, Microsoft cannot ignore
Google Apps.

Indeed, Microsoft is not standing still. In 2012,
Microsoft rolled out its own cloud-based Office offering,
Office 365. Office 365 starts at a list price of $72 a
year per person, and can cost as much as $240 a per-
son annually in versions that offer many more features
and software development capabilities. According to
a Microsoft spokesperson, demand for Office 365
has been strong. Microsoft argues that Google cannot
match the “quality enterprise experience in areas like
privacy, data handling and security” that Microsoft of-
fers. Microsoft's message is clear—it still believes that
Office is the superior product offering, differentiated by
features, functions, privacy, data handing, and security.
Whether Office 365 will keep Google Apps in check,

however, remains to be seen.

Sources: Author inferviews at Microsoft and Google; Quentin Hardy, “Google Apps Moving onto Microsoft's Business Turf,” New York
Times, December 26, 2012; and A. R. Hickey, "Google Apps: A $1 Billion Businesse” CRN, February 3, 2012.
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from the case histories of Dell and Toyota, value innovators can gain a sustain competitive
advantage that lasts for years, if not decades (another example of value innovation is given
in Strategy in Action 5.2, which looks at the history of Microsoft Office).

Second, it is important for the differentiated company to recognize that it cannot take its
eye off the efficiency ball. Similarly, the low-cost company cannot ignore product differen-
tiation. The task facing a company pursuing a differentiation strategy is to be as efficient as
possible given its choice of strategy. The differentiated company should not cut costs so far
that it harms its ability to differentiate its offering from that of rivals. At the same time, it
cannot let costs get out of control. Nordstrom, for example, is very efficient given its choice
of strategic position. It is not a low-cost company by any means, but given its choice of how
to compete it operates as efficiently as possible. Similarly, the low-cost company cannot to-
tally ignore key differentiators in its industry. Wal-Mart does not provide anywhere near the
level of customer service that is found at Nordstrom, but nor can Wal-Mart ignore customer
service. Even though Wal-Mart has a self-service business model, there are still people in
the store who are available to help customers with questions if that is required. The task
for low-cost companies such as Wal-Mart is to be “good enough” with regard to key dif-
ferentiators. For another example of how this plays out, see Strategy in Action 5.2, which
looks at how Google and Microsoft compete in the market for office productivity software.

BUSINESS-LEVEL STRATEGY, INDUSTRY
AND COMPETITIVE ADVANTAGE

Properly executed, a well-chosen and well-crafted business-level strategy can give a com-
pany a competitive advantage over actual and potential rivals. More precisely, it can put
the company in an advantageous position relative to each of the competitive forces that we
discussed in Chapter 2—specifically, the threat of entrants, the power of buyers and sup-
pliers, the threat posed by substitute goods or services, and the intensity of rivalry between
companies in the industry.

Consider first the low-cost company; by definition, the low-cost enterprise can make
profits at price points that its rivals cannot profitably match. This makes it very hard for
rivals to enter its market. In other words, the low-cost company can build an entry barrier
into its market. It can, in effect, erect an economic moat around its business that keeps
higher-cost rivals out. This is what Amazon has done in the online retail business. Through
economies of scale and other operating efficiencies, Amazon has attained a very-low-cost
structure that effectively constitutes a high entry barrier into this business. Rivals with less
volume and fewer economies of scale than Amazon cannot match Amazon on price without
losing money—not a very appealing proposition.

A low-cost position and the ability to charge low prices and still make profits also give a
company protection against substitute goods or services. Low costs can help a company to
absorb cost increases that may be passed on downstream by powerful suppliers. Low costs
can also enable the company to respond to demands for deep price discounts from powerful
buyers and still make money. The low-cost company is often best positioned to survive price
rivalry in its industry. Indeed, a low-cost company may deliberately initiate a price war in
order to grow volume and drive its weaker rivals out of the industry. This is what Dell did
during its glory days in the early 2000s when it repeatedly cut prices for PCs in order to drive
up sales volume and force marginal competitors out of the business. Pursuing such a strategy
enabled Dell to become the largest computer company in the world by the mid-2000s.
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Now consider the differentiated company. The successful differentiator is also protected
against each of the competitive forces we discussed in Chapter 2. The brand loyalty associ-
ated with differentiation can constitute an important entry barrier, protecting the company’s
market from potential competitors. The brand loyalty enjoyed by Apple in the smartphone
business, for example, has set a very high hurdle for any new entrant to match, and effec-
tively acts as a deterrent to entry. Because the successful differentiator sells on non-price
factors, such as design or customer service, it is also less exposed to pricing pressure from
powerful buyers. Indeed, the converse may be the case—the successful differentiator may
be able to implement price increases without encountering much, if any, resistance from
buyers. The differentiated company can also fairly easy absorb price increases from power-
ful suppliers and pass those on downstream in the form of higher prices for its offerings,
without suffering much, if any, loss in market share. The brand loyalty enjoyed by the dif-
ferentiated company also gives it protection from substitute goods and service.

The differentiated company is protected from intense price rivalry within its industry
by its brand loyalty, and by the fact that non-price factors are important to its customer set.
At the same time, the differentiated company often does have to invest significant effort
and resources in non-price rivalry, such as brand building through marketing campaigns or
expensive product development efforts, but to the extent that it is successful, it can reap the
benefits of these investments in the form of stable or higher prices.

Having said this, it is important to note that focused companies often have an advantage
over their broad market rivals in the segment or niche that they compete in. For example,
although Wal-Mart and Costco are both low-cost companies, Costco has a cost advantage
over Wal-Mart in the segment that it serves. This primarily comes from the fact that Costco
carries far fewer SKUSs, and those it does are sold in bulk. However, if Costco tried to
match Wal-Mart and serve the broader market, the need to carry a wider product selection
(Wal-Mart has over 140,000 SKUs) means that its cost advantage would be lost.

The same can be true for a differentiated company. By focusing on a niche, and custom-
izing the offering to that segment, a differentiated company can often outsell differentiated
rivals that target a broader market. Thus Porsche can outsell broad market companies like
Toyota or General Motors in the high-end sports car niche of the market, in part because the
company does not sell outside of its core niche. Thus Porsche creates an image of exclusiv-
ity that appeals to its customer base. Were Porsche to start moving down-market, it would
lose this exclusive appeal and become just another broad market differentiator.

IMPLEMENTING BUSINESS-LEVEL
STRATEGY

As we have already suggested in this chapter, for a company’s business-level strategy
to translate into a competitive advantage, it must be well implemented. This means
that actions taken at the functional level should support the business-level strategy, as
should the organizational arrangements of the enterprise. There must, in other words,
be alignment or fit between business-level strategy, functional strategy, and organization
(see Figure 5.5). We have already discussed functional strategy in Chapter 4; detailed
discussion of organizational arrangements is postponed until Chapter 12. Notwithstand-
ing this, here we do make some basic observations about the functional strategies and
organizational arrangements required to implement the business-level strategies of low
cost and differentiation.
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Strategy is Implemented through Function and Organization
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Alignment

Lowering Costs through Functional Strategy and Organization How do companies
achieve a low-cost position? They do this primarily through pursuing those functional-
level strategies that result in superior efficiency and superior product reliability, which
we discussed in detail in Chapter 4 when we looked at functional-level strategy and the
building blocks of competitive advantage. As you will recall from Chapter 4, the following
are clearly important:

e Achieving economies of scale and learning effects.

e Adopting lean production and flexible manufacturing technologies.

¢ Implementing quality improvement methodologies to ensure that the goods or services
the company produces are reliable, so that time, materials, and effort are not wasted
producing and delivering poor-quality products that have to be scrapped, reworked, or
produced again from scratch

e Streamlining processes to take out unnecessary steps

e Using information systems to automate business process

¢ Implementing just-in-time inventory control systems

e Designing products so that they can be produced and delivered at as low a cost as possible

e Taking steps to increase customer retention and reduce customer churn

In addition, to lower costs the firm must be organized in such a way that the structure,
control systems, incentive systems, and culture of the company all emphasize and reward
employee behaviors and actions that are consistent with, or lead to, higher productivity
and greater efficiency. As will be explained in detail in Chapter 12, the kinds of organi-
zational arrangements that are favored in such circumstances include a flat organizational
structure with very few levels in the management hierarchy, clear lines of accountability
and control, measurement and control systems that focus on productivity and cost contain-
ment, incentive systems that encourage employees to work in as productive a manner as
possible and empower employees to suggest and pursue initiatives that are consistent with
productivity improvements, and a frugal culture that emphasizes the need to control costs.
Companies that operate with these kinds of organizational arrangements include Amazon
and Wal-Mart.
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Differentiation through Functional-Level Strategy and Organization As with low
costs, to successfully differentiate itself a company must pursue the right actions at
the functional level, and it must organize itself appropriately. Pursuing functional-level
strategies that enable the company to achieve superior quality in terms of both reli-
ability and excellence are important, as is an emphasis upon innovation in the product
offering, and high levels of customer responsiveness. You will recall from Chapters 3
and 4 that superior quality, innovation, and customer responsiveness are three of the
four building blocks of competitive advantage, the other being efficiency. Do remember
that the differentiated firm cannot ignore efficiency; by virtue of its strategic choice, the
differentiated company is likely to have a higher cost structure than the low-cost player
in its industry. Specific functional strategies designed to improve differentiation include
the following:

e Customization of the product offering and marketing mix to different market segments

e Designing product offerings that have high perceived quality in terms of their functions,
features, and performance, in addition to being reliable

e A well-developed customer care function for quickly handling and responding to
customer inquiries and problems

e Marketing efforts focused on brand building and perceived differentiation from rivals

e Hiring and employee development strategies designed to ensure that employees act in a
manner that is consistent with the image that the company is trying to project to the world

As we saw in the opening case, Nordstrom’s successful differentiation is due to its
excellent customer service, which is an element of customer responsiveness. Nordstrom
also pays close attention to employee recruitment and training to ensure that salespeople
at Nordstrom behave in a manner that is consistent with Nordstrom’s customer service
values when interacting with customers. Similarly, Apple has an excellent customer care
function, as demonstrated by its in-store “‘genius bars” where well-trained employees are
available to help customers with inquiries and problems, and give tutorials to help them
get the best value out of their purchases. Apple has also been very successful at building
a brand that differentiates it from rivals such as Microsoft (for example, the long-running
TV advertisements featuring “Mac,” a very hip guy, and “PC,” the short, overweight man
in a shabby gray suit).

As for organizing, creating the right structure, controls, incentives, and culture can all
help a company to differentiate itself from rivals. In a differentiated enterprise, one key
issue is to make sure that marketing, product design, customer service, and customer care
functions all play a key role. Again consider Apple; following the return of Steve Jobs to
the company in 1997, he reorganized to give the industrial design group the lead on all
new product development efforts. Under this arrangement, industrial design, headed by
Johnny Ive, reported directly to Jobs, and engineering reported to industrial design for
purposes of product development. This meant that the designers, rather than engineers,
specified the look and feel of a new product, and engineers then had to design according to
the parameters imposed by the design group. This is in contrast to almost all other compa-
nies in the computer and smartphone business, where engineering typically takes the lead
on product development. Jobs felt that this organizational arrangement was necessary to
ensure that Apple produced beautiful products that not only worked well, but also looked
and felt elegant. Because Apple under Jobs was differentiating by design, design was given
a pivotal position in the organization.’

Making sure that control systems, incentive systems, and culture are aligned with the
strategic thrust is also extremely important for differentiated companies. Thus leaders at
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Nordstrom constantly emphasize the importance of customer service in order to build a
company-wide culture that internalizes this key value. Actions consistent with this include
an inverted organizations chart that shows the CEO working for salespeople, and the sales-
people working for customers, as well as the repetition of stories that celebrate employees
who have gone beyond the call of duty to serve customers. We will return to and expand
upon these themes in Chapter 12.

COMPETING DIFFERENTLY: SEARCHING
FOR A BLUE OCEAN

We have already suggested in this chapter that sometimes companies can fundamentally
shift the game in their industry by figuring out ways to offer more value through differen-
tiation at a lower cost than their rivals. We referred to this as value innovation, a term that
was first coined by Chan Kim and Renee Mauborgne.® Kim and Mauborgne developed
their ideas further in the best-selling book Blue Ocean Strategy.’ Their basic proposition is
that many successful companies have built their competitive advantage by redefining their
product offering through value innovation and, in essence, creating a new market space.
They describe the process of thinking through value innovation as searching for the blue
ocean—which they characterize as a wide open market space where a company can chart
its own course.

One of their examples of a company that found its own blue ocean is Southwest Airlines
(see Strategy in Action 5.1 for more details about Southwest Airlines). From its concep-
tion, Southwest competed differently than other companies in the U.S. airline industry. Most
important, Southwest saw its main competitors not as other airlines, but people who would
typically drive or take a bus to travel. For Southwest, the focus was to reduce travel time for
its customer set, and to do so in a way that was cheap, reliable, and convenient, so that they
would prefer to fly rather than drive.

The very first route that Southwest operated was between Houston and Dallas. To re-
duce total travel time, it decided to fly into the small downtown airports in both cities,
Hobby in Houston and Love Field in Dallas, rather than the large inter-continental airports
outside located an hour drive outside of both cities. The goal was to reduce total travel time
by eliminating the need to dive to reach a big airport outside the city before even begin-
ning the journey. Southwest then put as many flights a day on the route as possible to make
it convenient, and did everything possible to drive down operating costs so that it could
charge low prices and still make a profit.

As the company grew and opened more routes, it followed the same basic strategy.
Southwest always flew point to point, never routing passengers through hubs. Changing
planes in a hub adds to total travel time and can hurt reliability, measured by on-time de-
partures and arrivals, if connections are slow coming into or leaving a hub due to adverse
events, such as bad weather delaying arrivals or departures somewhere in an airline’s
network. Southwest also cut out in-flight meals, only offers coach-class seating, does
not have lounges in airports 