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Foreword

The purpese of this common foreword to all the volumes in the West
Serios on Business Policy and Planwing is threefold: first, to provide
hackground to the reader on the origing and purposes of the series;
second, to describe the overall design of the series and the contents
of the texts contained in the series: and third, to deseribe ways in
which the series or the individual texts within it can be used.

This series is a response to the rapid and significant changes that
have oceurred in the policy area over the past fifteen years. While
husiness policy is a subjeet of long standing in manugement schools,
it has traditionally been viewed as a capstone course whose primary
purpose was to integrate the knowledge and skills students had gained
in the functional diseiplines. During the past decade, however, policy
hus developed a substantive content of its own that has permitted it
to emerge as a discipline in its own right, Originally, this content
fucused on the concept of organizational strategy and on the processes
Ly which such strategies were formulated and implemented within
organizations. More recently, the scope of the field has broadened
to include the study of all the functions and responsibilities of top
management, together with the organizational processes and systems
for formulating and implementing organizational strategy. To date,
however, this extension in seope hus not been reflected in texts in the
field.

The basic purpose of the West Series on Business Pelicy and
Planning iz to fill this void through the development of a series of
texts that cover the policy field while incorporating the latest re-
gearch findings and conceptual thought,

wi



wii Foreword

In designing the series, we took care to ensure, not only that the
various texts fit together as a series, but alse that each text is =self-
contained and addresses a major topic in the field. In addition, each
text is written so that it can be used at both the advaneced undergradu-
ate and the masters level. The first four texts, which cover toplcs
in the heart of the policy field, are:

Organizational Goenl Structures, by Max D. Richards.

Strategy Formulation: Analytical Conecepts, by Charles W, Hofer

and Dan Schendel.

Strategy Formulation: Political Concepts, by Tan C. MacMillan.

Strategy Implementution: The Role of Structure and Process, by

Jay R. Galbraith and Daniel A. Nathanson.

A second set of texts are in preparation and should he available
next year. They will cover additional topies in policy and planning
auch as the behavioral and social systems aspects of the strategy for-
mulation process, environment forecasting, strategic control, formal
planning systems, and the strategic management of new ventures.
Additional texts covering still other topics are being considerad for
the vears following,

The entive series has been designed so that the texts within it
can be used in several ways. First, the individual texts can be used
to supplement the conceptual materials contained in existing texts
and case books in the field, In this regard, explicit definitions are
given for those terms and concepts for which there is as vet no ¢coms-
mon usage in the field, and, whenever feasible, the differences be-
tween these definitions and those in the major texts and case books
are noted. Second, one or more of the series texts can be combined
with cases drawn from the Intercollegiate Case Clearing Iouse to
create a hand-crafted case course suited to local needs, To assist those
interested in such nsage, most texts in the series include a list of
ICCIL cases that could be used in conjunction with it. Finally, the
series ean be used without other materials by those who wish to teach
a theory-oriented policy course. Thus, the series offers the individ-
ual instructor flexibility in designing a policy course. Finally, be-
cause of their self-contained nature, each of the texts can also be
used as a supplement to various nonpolicy courses within buziness
and management school curricula.

Charles W. Hofer
Dan Schendel
Consulting Editors
September, 1977

Preface

This book has two principal purposes. The first is to define the con-
copt of strategy and to explain the reasons for its central role in the
management of business firms, During the discussion of strategy,
<ubstantinl attention is given to the distinelions among the various
coneepts of stralegy that are useful at the functional, business, and
corporate levels of today's complex business organizations. The sec-
ond purpose is to deseribe the various analytical concepts, models,
and techniques useful for the formulation of strategy at both the busi-
ness and corporate levels of such business firms. Throughout the
text, the foeus is on how strategies should be formulated, rather than
on how they are formulated in practice.

At times, the text also discusses organizalional goals and their
formulation and strategy implementation, since these topics are close-
Iy 1'u|1t’Eed to the analytical aspects of the strategy formulation proc-
ess,  Since each of these lopics is eonsidered in depth in other texts
it this series, they are not discussed in detail here. We content out-
selves instead with an examination of how each of these factors af-
fects the analytical aspects of the strategy formulation process.

The text is organized into eight chapters. Chapter 1 introduces
the concept of strategy, discusses the theoretical and practical rea-
sons why organizations need strategies and the ways organizations
Use strategies, and summarizes various research findings on the value
of effective strategies.

il



wiv Preface

(hapter 2 describes the evolution of the concept of organiza-
tional strategy and the different definitions of organizational strategy
used by leading authors in the field. It then defines the concepts
of organizational strategy we will use throughout the rest of the text
and discusses how they relate to other concepts, such as organizational
goals, functional area strategies and policies, environmental oppor-
Ltunities, and organizational resources.

Chapter J presents two interconnecting analvtical models for
formulating organizational strategy. The first focuses on how cor-
porate-level strategies should be developed in multi-industry compa-
nies, and the second discusses how strategy should be developed for
single-product-line businesses,

Chapter 4 deseribes the types of strategic analyses that should
be done at the corporate level of multi-industry firms to assist in cor-
porate strategy formulation and strategic decision-making processes,
ineluding portfolio position and gap analysis. The chapter also dis-
cusses the generic types of gap-closing options that are available at
the corporate level of multi-industry companies.

Chapter 5 describes the types of analyses that should be done at
the business level of single- and multi-industry firms to assist in busi-
ness-level strategy formulation and strategic decision-making proc-
esses, including strategic position analysis, market analysis, industry
analysis, supplier-and-competitor analysis, respurce analysis, and
broader environmental analyzis.

Chapter ¢ then discusses strategy formulation and strategic de-
cision making at the business level of single- and multi-industry firms.
Attention is given both to the types of business strategies that are
most effective in different circumstances and to the strategic deci-
sion-making process itself. Throughout the discussion, various
analytical concepts are presented that are of value in making stra-
tegic choices,

Chapter 7 describes strategy formulation and strategic decision
making at the corporate level of multi-industry firms. Particular
emphasiz is given to the analytical concepts that should be used in
these processes and the organizational and managerial implications
of adopting the types of strategy formulation models discussed in
this text.

Chapter & summarizes the major new ideas on strategy formula-
tion and strategmic decision making developed in this text and the
challenges that will face the policy field over the next decade.

Praface ®

This hook hE?.S been organized so that the discussion follows 2 se-
gquence of analytical steps that can be (and are) practiced in indus-
trv. The sequence is useful as well for instruetional purposes. How-
pver, different sequencing can be used to meet various instructional
and student meeds.  In general, we recommend that, after chapters
1 through 3 are covered, chapter 8 be read to provide an overview
nf the text. Chapters 4 through T can be sequenced in one of three
ways, First, they could be covered in scquence, since this order of
presentation corresponds to the sequencing of steps most eommon in
industry practice. If one wants to cover corporate strategy formu-
lation in toto hefore turning to business strategy formulation, the ap-
propriate sequencing would be chapters 1, 7, 5, and 6. To cover busi-
ness strategy formulation first, followed by corporate strategy for-
mulation, the appropriate sequencing would be chapters 5, 6, 1, and
7. Then chapter 8 should be reread to draw together the ideas pre-
sented in the text,

Two additional points are worth neting here.  First, a quick
veading may give the impression that we know more about strategy
and its ereation and use than we actually do. In writing the text,
we have ineluded, not only those findings that have been corroborated
Ly independent research, but also those ideas and concepts that we
have found useful in practice that have not yet been validated by re-
search,  While we have attempted to indicate these differences
throughout the text, such distinetions sometimes may be overlooked.
Here, we urge you not to do 50,

Second, the concepts and techniques presented apply most direct-
lv to manufacturing businesses. We believe they also apply to ser-
vice-oriented businesses and to varions nol-for-profit organizations
(such as educational institutions, hospitals, city governments, and
|heater companies), since we have personally used them in several
such organizations. We have not discussed such extensions in great
detail in this text, however, so we urge the reader to use care and
thought in so doing.

To our co-authors in the West Series we must express both
gratitude and relief for their ability to meet very tight deadlines not
of their ewn making. To our families, friends, and anyone else who
had to do-research, type, or listen to us throughout the process, our
thanks for their patience and help. Of course, we are left responsi-
ble for the errors of commission and omission, much as we might
wish to disown them,
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Introduction

SYNOPSIS

This chapter introduces the concept of strategy, discusses the theoreti-
eal and practical reasons why organizations need strategies, a!nd sum-
marizes research that assesses the value of effective strategies.

THE CONCEPT OF STRATEGY
A BIOLOGICAL ANALOGY

Have you ever wondered why some business organizations are very
successful, some only moderately or even marginally so, while still
others fail altogether?

The answer lies in an organizational equivalent of the biological con-
cept of the “survival of the fitlest,” which could be stated as follows:
“Over the long run, only those organizations survive that serve the
needs of their societies effectively and efficiently, that is, that provide
the benefits demanded by society at prices sufficient to cover the costs
incurred in producing them.” KEconomic institutions, and especially
business organizations, reflect this coneept very clearly. Businesses
survive only so long as they produce goods and services that generate

1
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revenues exceeding the costs ineurred in producing them, that is, only

sp long as they produce a profit.

EFFECTIVENESS VERSUS EFFICIENCY

1inlike living things, however, organizations, including husinesses, can
plan and implement changes in their fundamental character and struc-

ture, although it is clear that not all do so, Such changes

can be of

two types: (1) those that affect the relationship between the organi-
zatiom and its environment, and (2) those that affect the internal

structure and operating activities of the organization. Typ

ically, en-

vironmentally related changes affect the organization’s effectiveness
to o greater degree than internally oriented changes, which usually

have greater influence on it efficiency.

In general systems theory, offectiveness is defined as the

degree to

whieh the actual outpuls of the system correspond to its desired out-
puts, while efficiency is defined as the ratio of actual outputs to actual
inputs. Chester Barnard, in his now classic book The Functions of the
Erecutive made the initial distinetion between effectiveness and effi-

cieney which we rely on here.

In most organizations, much of manngement's time and aftention is

placed on internal efforts designed to make day-to-day ope
efficient as possible. One of the prineipal reasons for this

rations us
is that in-

efficiency can seriously retard the overall performance of the organi-
sation. In fact, if sufficient time and attention are not given to main-

taining efficiency, the firm will surely fail.

/  In general, however, arganizations depend much more
| > i " "
| long-run sueccess and su rvival on improvements in their eff

for their
ectiveness

" (that is, on how well they relate to their environments) than on im-

provements in their efficiency. Peter Dirucker stated this
quently when he suggested that it is more important to do

most elo-
the right

things {improve effectiveness) than to do things right (improve effi-
cieney). Thus, if an organization is doing the right things wrong (that
is. is effective but net efficient), it can outperform organizations that

are doing the wrong things right (that is, are efficient but
tive).

A classic example of these ideas s the General Motors-Fo

not effec-

rd rivalry

of the 1920s and early 1930s. At that time, Ford was by far the mast
efficient automobile producer in the world. Iowever, Ford did not
spe the changes occurring in the marketplace that General Motors did.

(Conseguently, in spite of its superior efficiency, Ford lost

the battle

Infraduction 3

for supremaey in the automobile industry to General Motors which
did the right things by offering annual model changes and a more
complete line of automobiles suited to the economic tastes then de-
veloping.

In some instances, it is even possible to fail while being very effi-
sient. The experience of Baldwin Locomotive, the premier manufac-
turer of steam locomotives during the 1930s, demonstrates this point
very well. By the end of the thirties, Baldwin was probably the most
afficient manufacturer of steam locomotives in the world, Yet, shortly
(fter World War IT, it went out of the locomotive business when the
demand for steam locomotives was destroyed by the advent of diesel
-ni electric locomotives, neither of which Baldwin could produce.

These examples do not imply that organizations should not strive
i be efficient, because some organizations have failed by being inef-
firient over long periods of time, while others have become highly suc-
cossil because of their superior efficiency. Clearly, hoth effective-
s and efficiency are needed. However, when effectiveness and ef-
ficiency are in conflict, priority usually should be given to the former.

STRATEGIC CHANGE

What happens in established organizations that leads to ineffective-
ness?  What happened to Ford? To Baldwin? The answer is that
they did not adapt appropriately to the changes that occurred in their
respeetive environments. In Baldwin's case, what changed was the un-
derlying technology of the product, as diesel and electric engines dis-
placed steam engines as power sources. Thus, even though the total
demand for locomotives increased, the demand for steam locomotives
lecreased because diesels and electrics provided benefits that railroads
needed more than the benefits Baldwin offered in still more efficient
steam locomotives, In Ford's case, the initial scenario was similar
oven though the basie change came from the market rather than from
{echnology, Ford survived, however, because it eventually responded
appropriately to the change, while Baldwin failed as an independent
entity because it could not, or at least did not, respond effectively to
the changes in its environment. We have called such changes strategic
¢hanges because they altered the conditions for effectiveness.

Clearly, organizations need to focus on external environmental
changes and on being effective in order o survive. While this is true,
the successful practice of management, is unfortunately not quite that
simple. The reason is that the major environmental shifts that in-
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fluenve effectiveness occur relatively infrequently for any single prod-
uct or service, while the organization supplying the product or service
must stay at least moderately efficient in the meantime to sur-
vive. For example, between 1905 and 1927, Ford drove scores of other
automobile companies out of business because they were not sufficient-
ly efficient. Stated differently, efficiency was one of the kevs to of-
fectiveness during the early decades of the automobile business.

The difficulty of deciding what proportion of an organization’s re-
sonrees should be devoted to increasing its effectiveness and what pro-
portion to increising its efficiency is compounded because the major
environmental shifts that determine effectiveness usually start sm_all
and develop slowly. This makes 1t pxceedingly difficult to distinguish
the really eritical factors from the hundreds of other environmental
variables that are changing at the same time, particularly since the
demunds of efficiency severely limit the resources that can be allocated
to searching the environment for strategic changes, Moreover, even
when sueh eritical changes ure identified, it is often difficult to speci-
fy the ways in which they may evolve. Thus, while diesels and elec-
tries were the wave of the future in the locomotive industry in the
10808, the automobile firms that bet on these power sources at that
time either Tailed or met with very limited suceess.

THE CONCEPT OF STRATEGY

The ezsence of these remarks is that a critical aspect of top manage-
ment's work today involves matching organizational competences with
the opportunities and risks created by environmental change in wavs
that will be hoth effective and efficient over the time such resources
will be deployed. The basie charucteristics of the mateh an organiza-
bion achieves with its environment is called its stratégy. The concept
of strategy is thus one of top management's major tools for coping
with both external and internal changes,

Another aspect of the concept of strategy is that all organizations
can be said to have a strategy. Thus, while the match befween an
organization’s resources and its environment may or may not be ex-
plicitly developed and while 1t may or may not be a zood match, the
characteristics of this mateh can be described for all organizations.

In the remainder of this text, we will define the eoncept of strategy

more precisely, discuss the way it relates to other epncepts (soch
as organizational goals and objectives, functional area policies, and

Intreduction '5-1
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srinizational strueture and processes), and present various analytical
frameworks and techniques for assisting in the formulation of s:cratE—

THE NEED FOR FORMALIZED
STRATEGY FORMULATION PROCESSES

[f strategy is important, its formulation should be managed and not
left to chance. [In thiz repard, organzations need formalized, analytical
provesses for formulating explicit strategies. There are several im-
portant reasons for the use of such procedures.

1. Ta aid in the formulution of orgunizational geals and objectives.
Ttecent literature, both theoretical and empirical, suggests that the
procedses by which organizations develop goals are frequently dis-
tinet from those used to formulate strategies. However, even
when this is so, the strategy formulation process can be used to
evaluate whether or not the tentative objectives established by
these other, often political, processes are achievable given the or-
vanization’s resources and the nature of the changes occurring in
ils environment and, if not, what other objectives could be
achieved.

£

To wid in the identification of major strategic issues. Both Bower
(1967) and Ansoff (1971) have pointed out that the strategy
formulation process is really a general theory for solving the
strategy problem of the organization, as indicated in Figure 1.1,
As such, one of its most important functions is to identify the key
strategic issues that will face the organization in the future, espe-
cially sinee increasing rates of environmental change have decreas-
ed the response time available to the organization—a problem that
is compounded by increased competition and limited organizational
reSOUICeR.

8. To assist in the allocation of diseretionary strategic resources.
Traditionally, businesses have used capital-budgeting techniques
such as pay-hack period, internal ROT, Net Prezent Valug, NEV
Tndex, and so on, to allocate their capital resources. These tech-
nigues have several practical and theoretical limitations that re-
atyict their value in alloeating an organization’s strategic re-
sources. Moreover, they usually do not vover the allocation of dis-
cretionary managed expenses even though the level of these ex-
penses is often as large as an organization’s eapital Tudget (Berg
1965). Equally important, they are unable to forecast the value
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of projects not yet in hand, what Ansoff (1965) labeled the “prob-
lem of partial ignorance.” In addition, they have diffieulty deal-
ing with situations involving multiple obhjectives, substantial proj-
ect interdependencies (synergy), or unique qualitative attributes
{ Ansoff 1965). There are, of course, many ways to overcome each
of these limitations, including the time-honored management
judgement. Strategy formulation is the only approach, however,
that tries to address all of these difficulties simultaneously.

4. To guide und integrate the diverse administrative and operating
activities of the organization. With the increasing complexity of
modern bhusiness organizations, this function of the strategy
formulation process is becoming more important (Usterhoeven et
al. 1973). The problem is not so much that the various compo-
nents of the organization will lack guidance but rather, without
the integration that strategy provides, subunit objectives will be-
gin to take precedence over total organizational objectives, a situa-
tion that almost always dissipales organizational resources and
that oceasionally even threatens organizational effectiveness. In-
tegration through strategy also can produce better results since
most groups and individuals perform better if they know what is
expercted of them and how they contribute to the overall progress
of the organization.

6. To assist in the development and training of future general man-
agers. Many firms have found that one of the most effective ways
to expose promising junior managers Lo the types of prohlems and
issues with which they will have to deal when they become general
managers i8 to involve them in the strategy formulation process,

Figure 1.1 Strategy Formulation as an Unstructured Problem-solving Process

ha strategy formulation process

L
i O
gozl isswe gltermative alte n‘la1:|1.rf-. choice f—sfimplementation)
formutation [dentification generation Evalustion
eanital budgeling theory

problem af aroblem of distinctive CAMDSIERCS

multiple promiem of partial igrorance orahlem of synergy

objeotives probiem of unrelishie cash flows

Resides filling these needs, formalized, analytieal approaches io
strategy formulation also can be used to forecest the future per-

Infroduction P‘?)
formance of the organization, to assizt in the evaluation of both senior

4nd middle management, and to help stretch the thinking of top man-
apement beyond its current horizons.

THE VALUE OF STRATEGY

Trom the above discussion, it is elear that there are many ways in
which the concept of strategy and formalized approaches to strategy
Furmulation can be of use to an organization. Nevertheless, 4 funda-
mentul queslion remains: Is it worthwhile? “That 1s, do some strate-
gies produce better results than others? And, if so, ean better strate-
gies be identified through formalized, analytical approaches to strate-
ev formulation?  There are, after all, many reasons for success: su-
perior resoturces, good products and /or services, innovative manage-
ment, Tuck, and g0 on, So, does formalized strategy formulation really
make a difference?  Academics ind consultants have argued for years
that 1t does, usually eiting the various benefits deseribed earlier, but
ey had little in theway of havid evidence to support their arguments,

Recently, however, several resenveh studies, including those of
Thune and House (19703, Tlerold (1972), Eastlack and MeDonald
(19700, Ansoff et al. (1971 and Karger and Malik (1975), have indi-
cited that formalized approsches to stralegy formulation (sometimes
alled strategic planning) do indeed resull in superior performance
mensured in terms of sales, profits, and veturn on assels,

In the first of these studies, Thune and House compared the per-
[rmances of eighteen matehed pairs of medium-to-large-sized compa-
nivs in the food, drug, steel, chentical, and machinery industries over a
__-u.-riml of seven vears, Rach pair consisted of one firm that used
I'.'””“‘l planning syvstems and one that did not. They found that the
formal planners significantly oulperformed the nonplanners with re-
earid to ROL ROE, and EPS growth while equalling or surpassing the
l.lirl'fut'm;mce of the ponplanners with regard o sales srowth, They
also found that, since the advent of formal planning, the formal plan-
ners significantly outstripped their own performance prior to the ini-
tiation of formal planning with respeet to dollar sales growth, EPS
srowth, and stock appreciation. See Figures, 1.2 and 1.3 for a sum-
mary of Thune and House’s results,

Herold extended the Thune and Iloase study for four additional
veurs for the firms in the drug and chemical industries and found that
t_ile formal planners in these industries not only continued to outper-
form the nonplanners but, in fact, increased their lead over the non-
planners in almost all performance measures.
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Figure 1.2 Performances of Eormal and Informal Planners
During the Planning Period
Average Percentage Increase
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Eastlack and McDonald studied the leadership characteristies of
the chief executive officers (CEOs) of 211 companies, 105 of which
were in the 1969 Fortune 500, and Tound that those CEOs who involved
themselves in strategic planning headed the fastest growing compa-
nies, This does not prove, of course, that strategic planning produced
faster growth, but it does at least indicate that the CEOs of
high-growth companies felt formal strategic planning produced enough
benefits in their firms to devote a substantial proportion of one of their
mnst limited resources—top management time—to it.

The Ansoff et al. study focused exclusively on the impact of formal
planning procedures on merger and acquisition decision making and
performance, They found that the planners outperformed the non-
planners on all financial and sales measures. In addition, the per-
formance of the planners was more predictable than that of the non-
planners,

Koarger and Malik studied the performance over i period of ten
vears of nineteen planning and nineteen nonplanning firms in the ma-
chinery, electronic, and chemical industries. Their findings, which are
summarized in Table 1.1, also indieate that formal planners signifi-
cantly outperformed nonplanners,

There is also some reported evidence that formal strategic planning
does not always pay, notably studies by Rue and Fulmer (1973a and
by and Sheehan (1975). After surveying the planning practices and
performances of 432 firms in three main industrial groups—durables,
nondurables, and services—Rue and Fulmer concluded that in service
industries the nonplanners outperformed the planners in all instances
but that in durable-goods industries the planners outperformed the
nonplanners in all instances. While these conclusions support the
prior studies for manufacturing firms, they suggest that planning may
not pay in the service sector. However, in the case of the serviece in-
dustries, Rue and Fulmer compared performance over a period of only
three years while about 50 percent of the firms in the service indus-
tries indicated that they had started planning only two years prior to
the study. Consequently, it is quite possible that these companies had
started planning because they were doing less well than their competi-
tors and had not yet reaped the benefits of their planning efforts.

Sheehan’s study of Canadian firms also indicated that nonplanners
outperformed planners in some instances. Specifially, he found that
the thirty-seven nonplanners grew more rapidly than the twenty-three
low planners, that the twenty-three low planners grew faster than the
forty-one medium planners, and that the forty-one medium planners
grew faster than the forty-seven high planners. Unfortunatsely,
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X,) and Nonplanners (Mean X.)

Table 1.1 A Summary of the Differences in Average Performance between Planners (Me

Compare Means t' Test Rank-Sum Test
Index {(¥; =5 Xa (H, %, > Xa) (For Madian)

Annugl Rates of Change X, > x, by __%  signiflicant at a% significant at a%

1. Sales Valume o 127% 5% 1-1%

2. Sales per Share ! 68% 65% 650

3. GCash Flow per Sharo! 151% 3T%

4, Earnings per Share ' 321% 115% 129%

5. Book Value per Share " 186% 45 32%

G, Met Income ™ By = 282, 8, =1 £5% 07%
Moan Annuval Ralos

7. Earnings per Capital 4B%% 1% 1-1%

B. Earnings/Neot Worth BE%: < 05% 07%

9, Oparating Margin 55% 6 5% 8%

10, Dividand/Naet Incoma - ls 13%: > & too high oo high (50%)
Mean Values por Year ©

11. Copltal Spdg/Shars {$) i< Ry —_ ==

12, Siock Prica (%) By o K — 1oe

13, Price/Earnings Ralle 13% 15% 14-75%

s Maan of Simple Annual Rate of Change over period 1963-1973 (calculated by authors lor study).
h Compeunded Annusl Rate of Change over the period (Source: Value Line Survey)

¢ Mean of Annual Rates for the perlod {calculated by authors tor study)

il Gumulalive parcentage changs during the period (calculated by authors),

& Moan of Annual Values for the period (calculated by authors)

All calculations by aulhors from raw daia

SOURCE: D. W. Karger and Z. A, Mallk. "Long-Range Planning and Organizational Performance,”

Long-Aange Planning, December 1975, p. 63,

Sheehan did not examine the effects of planning on efficiency mea-
aures of performance such as profitability ratios, ROE, and ROL! In
addition, he found that the high planners had less variable growth than
the medinm planners, medium planners less variable growth than the
low planners, and low planners less variable growth than the nonplan-
ners. 1t is possible, however, that Sheehan’s Tindings are spurious,
since he also found that the degree of planning done by a company was
inversely correlated with its size, a finding that runs counter 1o ex-

1Sheshan aléo did not consider the period of time that the firms that were
involved in planning had, in fact, been engaged in planning. Thus, if some firms
began planning because of pour performance shortly before the start of his study
period, they probahly would not have been able to both urnaround and then sor-
pass the performanee of the nonplanners in the four-year petind Sheehan studied.

= B = L T TS R T ET TS e e e el —— e
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perience. Sheehan recognized this possibility and performed three ad-
ditional analyses to check it out. Unfortunately, these analyses did not
resolve the issue definitively. What can be said, however, is ﬂ]'].lut
Sheehan’s study indicates that one cannot assume that the ff:rma‘.l_izi
tion of planning will necessnrily lead to superior economic per:
formance, |

In sum, there is growing evidence to suggest that the use of formal
approaches to strategy formulation is associated with superior Organi-
ational performance, especially for manufacturing companies. There
al#o is evidence to suggest that this is not always the case, but so far
this has come mostly from industries or firms in which the planners
had just started to use formal planning techniques. Consequently, we
will not he uble to generalize about the circumstances in which formal
strategic planning is most useful until several follow-up studies are
done, Tiven then, one should not expect formal strategic planning al-
ways to produce superior results, because it is really the quality of the
organization’s strategy that will determine its performance and not the
processes by which that stratery is formulated, And, since no sys-
tem is perfect, there will always be some firms which use formal

- strategie planning systems that develop poor strategies and thus poor

rum_:lts. while others develop good strategies and corresponding su-
perior performance informally or even intuitively.

SUMMARY

The basie concept of strategy was introduced in this chapter., Strat-
egy ig the mateh between an orgunization's resourees and skills and
the cnvironmental opportunities and risks it faces and the purposes
It wishes to accomplish. In this context, we noted that every firm
lis 2 strategy, even though not every strategy is a good one,

'l'llu_r development formal processes for strategy formulation was
a::utwa}ted by several rationale. These were the need: (1) to develop
DI_'g:l_mzaﬁmmI goals and objectives; (2) to help identify major strate-
£1¢ 1=sues, (3) to assist in the allocation of strategic resources, (4)
2 eoordinate and integrate complex business organizations, (5) to
l'dluvr::lup and train future general managers, (6) to help forecast the
J_Lliure performance of the organization, (7) to assist in the evalua-
tion of senior and middle level management, and (8) to help stretch
the thinking of top management.

Fir_ml]y_ research was eiled that indiales that formal planning is
assoclated with superior financial performance. The implication is
that formal approaches to strategy formulation do indeed pay off
and that skilled management will develop and use sueh prncedt:f‘ﬁ-;-
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The Concept
of Strategy

SYNOPSIS

This chapter begins with a review of how the concept .u? st r;:le?;:.- de-
veloped in management practice. Next, diffe rent def initions uf_ hT_I‘;;.T.E-
gy used by leading authors in the field are tl_uah_:,n:1'|.b:_-d, :1m:l issues Ung r:;r:-r
lying and raised by these different definitions are d:st:.usst@. ur
own definitions of goals and objectives, T unctional area policies, and
strategy then are given, after which several dif ferunt. conceptual con-
atructs for describing and identifying strategy at both the cm-pnmtg
and business levels of a firm are presented. The chapter concludes
with several examples of ““good” and “bad” strategy 5tatements‘ gnd
o caveat about the need to emphasize both generality and precision
in developing new strategies.

THE EVOLUTION OF THE CONCEPT OF
STRATEGY

In the last chapter, we broadly defined strategy as the mﬂ:ﬁh

an organization makes between its intf_-rmﬂ resources an‘f:l Ej, 3_

{zometimes collectively called competences) and the np.}]'l:lr’ifu.l.:ll_tl?& a.n_t

risks created by its external environment. From thiz definition, 1
i2
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follows that strategy is the major link between the goals and objec-
tives the organization wants to achieve and the various functional area
policies and operating plans it uses to guide its dayv-to-dav activities.
To see this link more clearly, we need to look at the evolution of
the concept of strategy in more detail.

The development of the concept of strategy as an explicit tool for
managing economic and social organizations is of recent origin in
hoth management theory and practice. To understand why its origin
ia so recent, it is necessary to examine the evolution of such organiza-
tions in our society.! As shown in Table 2.1, most businesses created
in the late 18005 were started as the result of entrepreneurial deci-
sions made by persons who acted as owners, managers, and workers
hecause of their organizations' small sizes,

At this stage, such organizations’ goals, strategies, and policies
typically consisted of a set of intuitive notions about the nature of the
market and how to compete in it. | Assuming these notions were rea-
sonably aceurate, such organizations usually increased their volume
of operations until they had to ereate an administrative office in order
to eoordinate individual subunits.  Alse, such growth usually led to a
formalization of the organizations' objeetives and sometimes even the
process by which these objectives were derived. Once local markets
became salurated, such businesses Tound it necessary to increase the
veopraphic scope of their operations in order to secure further
growth, Thiz led to the ereation of departmental forms of structure
that led, in turn, to the formalization of the organizations’ functional
arey policies. Buch individual poliey statements acted as mechanisms
for puarantesing consistency of action throughout the different units
of these organizations.! Strategy was not yet formalized at this stage
because most firms still produced only one or two products, which
were sold to 4 narrow group of customers., Top management inte-
grated their organizations’ different funetional area policies implicit-
ly in their own minds without the need for special concepts or process-
&3 to do g0,

I The pattern of evolution described in the next few papes i= adapted from that
described by Chandler (18962).

* Because of the number and variety of circumstances to which such policies
mlght apply, the formalization of functional area policies required much more
thought on the part of top management than had the formalization of goals and
objectives, Quite naturally, the term “policy formulation’ was attached to this
thought process, and, for many years, “policy formulation” was regarded as
the mast important and creative aspect of top menagement work. In passing,
we would note also that it is from this stage of the evolution of general manage
ment work and theory that the course title Business Palicy is derived,
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Az firms grew still larger and tecl = :

were added and multi—deﬁartmental Hi?lultﬁ{eid\:z;]:e‘ﬂ’ new funcions
- 69 = - . modate them. These developments also accentuated illq-leat%d K BB
formalized policy making. More important, they led f t:;“d v
nment of {a:c:_plicit functional area strategies deg[g.rie d to IPnt 1? dew?In]:!-
vidual policies developed wilhin each functional area ?;;;’te indi-
across Tunctional areas <01l was not a major pmbleﬁtl.at thiiat;?:

though, because most T. 5, firms still h i
.5, : ad rather
pet /market scopes, SRR e

Eunctional

Area
Policies

Functional
1
|
m
||
Y
U
F
F

IThI.‘S situation changed drastically in the two decades followin
‘l.‘l.. m‘ld_'i!r’ar 11, however, when the vast majority of 7. 8. husines E
1j|~:c-r:a|._ﬁeq into other industries, as welll as ‘expandtinf,:' Dversese‘r;
Hrgu_mzntmnail:-’_ this additional complexity proved too much for 4:;-&
mu!tl_—demt rimental form of structure. 1t ;-.'35 replaced by the multi-
divisional structure in leading T, S. companies in the early 1950s
and by I1.h{.- purly 1970s the muolti-divisional structure had |!J¢.‘{‘{.r:l‘l'|.i.: rthe
predominant form of organization in large companies thruugjhuui the
world.,  When coupled with inereasing rates of environmental change
and competitive pressure, this added complexity also led Tju tlu.: ;E:
w!u;_:rmmt of the concept of “corporate” strategy as a tool for inte:
L:ruftmg an urgunizn}iun'a diverse functional 11§e+1 policies into co-
ir.ll:_ll:t: ”5111;::;:::"’7]5 ﬁ}:tgnml to create competitive advantages in the
o2 : ! arke h u:; h'tl‘..rutugy formulation began to displace policy
l1uu ulbion as the prineipal component of general manapgement work.
Finally, within the last decade, the conglomerate movement and con-
tinued diversification and growth by many of the Forfune Jléﬁi.ilﬂ fifms

have pr o i-1
L produced & number of multi-industry companiea with multiple
avers of general management hierarchy.

N

Strategies
Business

Corporate

F
|- denotes an implicit goal, strategy or poliey
E- denotes a formal, explicit goal, strategy or policy

=

Goals
)
l
\
F
F
F

l

B s B In such firms, it has be-
1: !'::Ldiiif}“ :hd:th}m concept of "eorporale” steatery really consists of
Aot e e ough related, types of strategies. The first, which
we ,.__].'L” call corporate strategy, addresses the question, “What set of
businesses should we compete in?," while the second, 11:'hich we shall

cull business sty : .
husiness strategy addresses the guestion, “Tow

: R : i v should we e

in the XV7Z budinesg? "4 we eompete

Structural Response
the operating systems

managemant hierarchy

creation of
creation of

- Sl
administration pifice

creation of
department struciure

mature of
creation of

# multi-departmental
ereation of

= multi-divisionz|

creation of
# multiple levels of general

siruciure
structure

—
—

L
¥

Trg T :
quq?tbu-mi-‘ﬂ hierarchy of strategy coneepts has emerged over the past
arter of a century as a response to the needs of practitioners to im-

¥
few functlions

added

¥

new products and/or

I} For R R
-‘l"fr‘uc?ur: ;I::!aﬂ;d desu:lrlrr.mn of these chanpes, se¢ Richard Rumelt, Strategy

2 LTI 1 . R
Press, 1974). mic Performance (Cambridge, Mass: Harvard University

Nature of Organizational
Growth

ereation of business
increased volume
increased geographic
SEORE

international expansion
increased volume

Table 2.1 The Evolution of the Concept of Strategy Over Time

tima
_] wiiih herzc:{ﬁ fl:i:lter. I_gor Ansoff (1977) suggests that o fourth level of strategy
address e ques:i:neriﬂ?se strategy,”™ W1'!‘I emerge during the next two decades tl:;
tian? W can we maintein the political lepitimacy of the organiza-
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prove the ways thev match their organizations’ resources and skills
with the changing characteristics and demands of their various en-
vironments.

DEFINITIONS OF STRATEGY:
TWO DIFFERENT VIEWS

While the need for strategy concepts developed from management
practice, much of the elaboration and refinement of these concepts
has occurred in the management literature, and most of this during
the last ten years. Peter Drucker (1954) was among the first
to address the strategy issue, although he did so only implicitly.
To him, an organization's strategy Wwas the answer to the dual
questions: ""What 1s our biisiness? And what should it be?' After
Drucker's initial statement, little attention was given to the concept
of strategy in management literature until Alfred Chandler, a busi-
ness historian, published his seminal work Strategy and Structure:
Chapters in the History of American Industrial Enterprise (1962),
in which he defined strategy as ™ . the determination of the
basic long-term goals and objectives of an enterprise, and the adoption
of courses of action and the allocation of resources necessary for car-
rying out these gouls.” It is clear from this definition that Chandler
did not differentiate between the processes used to formulate strategy
and the concept itself. This was not a major problem for him, how-
ever, since his main interest was in studying the relationship between
the way firms grew (their strateries) and the pattern of organization
(their structures) devised to manage such growth,

The first two authors to focus explicitly and exclusively on the con-
cept of strategy and the processes by which it should be developed
wera Kenneth Andrews (1965, 1971) ° and Igor Ansoff (1985). An-
drews combined both Drucker's and Chandler’s ideas in his definition
of strategy. For him:

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

5 Andrews's idess were presented initlally in the hook Business Policy: Text
and Cases (Homewood, 1L, Richard D. Irwin, Inc, 1965), which he co-authored
with Edmund Learned, C. Roland Christensen, and William Guth.
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Anszoff, by contrast, viewed strate a .

an urrgani zation's activities and prﬂuiif?uiﬂf:tr; ::EIL;];I: fih!'t?ad hIeiiE
sential na_ture of the business that the organization was 'Emed e B
to be in in the future.® Ansoff then went on to iden::il e
ponents that such a “common thread” would possess T]i;Y Joar o
a product/market scope (the products and markets éhe fi:fnwere @
(2y a growth vector (the changez the firm planned to mukwa_s “?}'
prnducl.:x’nmrk‘et scope), (3) competitive advantage (those Da?-ﬁl:ullt's
properties of individual product/markets that gave the firm a strn:;

competitive position}, and (4) synergy joi
: i Ty (a measu :
that iz, the 2+2=5 phenomenon). e of Jomt erfeets

Andrews' and Ansoff's discussions
: ; 5 of strategy and the st
formulation process differed on three major puing;s: e

1. The breadth of the concept of strategy. Here, the question was
whether t_he concepl included both the Enda—gna'ta and objectives—
i m'g‘nnlmlion wishes to achieve and the means that will be used
to achieve them (Andrews' view) or whether it included only the
means (Ansoff's view), (In subsequent discussion we will refer

to the former view as the broad
R concept of atrate
as the narrow concept of strategy.) gy and the latter

’.,rh r'if.'ﬂ"m ponents, if any, of strategy. Here the question is wheth-
L']" sz narrow concept of strategy has components (Ansoff says
ves; Andrews, no), and, if so, what they are.

The ;f-_:wiu:a'i-ue:-ws.-r of the strategy formulation process, Here the
question is whether goal setting is part of the strategy formula-

tion process (Andrews says it is) P
or whethe :
ess (Ansoff's view). r it is a separate proc-

L

| In the twelve years since Andrews and Ansoff presented their con-
t:_lpts: ‘Uf strategy and models of the strategy formulation process
; ”r;'gél}uu: tit_hez: authors have w_ritten an the topie, including Cannur;
e .l.iqulnm Hé %91-’:%9}, Katz (1970), Ackoff (1970), Newman and
ey oA }.,IJ.g{NII:]’Iﬂiﬂ (1972), Uyterhoeven et al, (1973), Paine
Hhe ;sth{_ ?4}, [':lueﬂc {19'?_6], and Steiner and Miner (1977).
i 11_51 La.l.j;entmn, there is still major disagreement on the
e g :ilbf..ubsed above as can be seen from the summary of
se authors' views contained in Table 2.2, However, the table also

indicates that the disa i i i
? . greement iz primarily o
syl b Qicined bisilly G Saes v over whether strategy

&g ci,
urprisingly, Ansoff never formally defined what he meant by the term

strategy. This definition is ab
stracted 3
the concept in his 1965 text. from various comments he makes about
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Th
Table 2.2 A Comparison of Varous Authors' Concepts of Sirategy and the e Concept of Strategy 19
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We adopt the narrow concept of strategy and shall consider goal
setting and strategy formulation to be two distinet, although inter-
related, processes. We have made this choice for three prineipal rea-
soms. First, research on structured problem-solving and decision-
making provesses has indicated that most persons perform far better
when they separate these processes into distinct components, address
each component separately, and then combine the results at the end.
While we are unaware of similar evidence regarding unstructured
problem-solving and decision-making processes, W€ believe the result
would he the same. Second, it is clear that there iz a narrow concept
of strategy and that it does have components. Thus, if we do not call
it strategy, we shall have to invent & new name for it.? Finally, and
most important, it is also clear that for many organizations the goal-
setting and strategy formulation processes are separate and distinet.
To apply the same label to both in such instances would be more
confusing than to acknowledge that the two processes are intimately
intertwined in other organizations.

Refore turning to a discussion of goals, strategies, and policies,
however, we would emphasize that these words are accordionlike
and that the processes used to 1 ormulate them, while distinet, should
be (and usuully are) interrelated, Consequently, if you find it more
useful to think in terms of an organization’s grand design ruther
than its strategy, vou probably should continue doing so.

THE HOFER/SCHENDEL
CONCEPTS OF STRATEGY

GOALS, OBJECTIVES, AND
GOAL STRUCTURES

The terms goul and objective are sometimes differentiated and
somelimes used synonymously in the management literature. We
consider goals to be the ultimate, long-run, open-ended attributes or
ends a person or organization seeks, while we consider ohjectives to
he the intermediate-term targets that are necessary but not suffi-
cient for the satisfaction of goals.

It follows from this definition that goals are not achievable since
they are not bounded. Thus, it is pever possible to maximize profits
43 there abways will be some profitable options that might have been

% In this regard, we will use the military ComCEDL of “grand design” in place of
the broad concept of stratsgy. Thus. =n oreanization’s grand design would have
three components! Eoals, strategies, and policies.
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pursued that were not. Similarly, one can never achieve survival

since bankruptey and death are always possibilities in the future

In combination, though, goals do refl
x : ' ect th .
an organization. € purposes (or missions) of

Objectives can he realized, howev i i .
stones in the never-ending ]J:lrsuit ng r:gﬂii]l‘:e ;hse‘:u:;ie ;]IE:;.I:?::}} n?],le_
have Jf'mn' J:Dml:lrunents: (1) the goal or attribute suug'ht {E}J E::;“'ES
dex for measuring progress toward the poal or attribute rI:P;‘,Il a t.urlrﬂ;
or hurdle to be achieved,* and (4} a time frame wit-h'in "ﬁr'lflil;‘h :;
target or hurdle is to be achieved. (Sometimes, targets and ﬁm::

frames are combined and stated i
. n terms of rates.) See Tabl
for a sample set of objeclives for a husiness. s

Table 2.3 Some Typical Business Objeclives

- Targets and Time Frame |
Paatl
| pasitle Alirlbules | Possible Indicas Year Ono Yoar Two Year Thiee |
rowdh $10 —
a :I.;I!Imhﬂ-I $100 mii 130 mil 140 mil
slun X unlis 110 X unie 1,20 X unite
slticiancy % profils 1 mil 12 mit 1 T
profils/ salos A0 0 151 =
ulilization (2] 14 15
ol resources ROE a5 26 p
. ’ 2T
rEr b i
::nclrl:‘u.laﬁ fa dividendy 21 00 Ehare 1,10/ 8hare 3130 shaie
nps S2.00) abhrd $2.a0/ share 52 B0/ahare
cantiib
uu_‘_mlm:l:m i p”‘; egusl or Beller equal ar Befler aqudl or pelles
L fuadity than compoelitian ihanm g
cmipa il
mlmhim, patidipn than competition
-
Ccmlrlhml'cna to waga rale S350/ haur $1T5/ bour $4.00/h
i A 00 howr
i ployoas amployment sabikly | < 5% (utnover oL &% lurnovis < A% lurnaver
caninbuligns to taues pald 210 mil -Sﬁ ml 16 mil
Bocighy sCholarships awarded g
500,000 $120,000
i A J 5120000

SOURCE: A
dapted from C. W. Hofer, "A Conceptual Scheme for Formulating & Total

Busi 255 St ategy L tBDE-tI:H'I' WMerco &g ate 055& 'E ganng Ilﬂ-usﬂ
L] I I H | i
-9—3]5—525. g;ﬁ}ll P 2. ! l | | 1

T
ui:rje':: tije ua;:[’ul for mangg’_ement purposes, all four components of any
ve should be specified as precisely az possible. Moreover ea::il

B r a
perfn;,:::ﬂ"kr & constraint to be an objective in which some minimum level of
e 15 to be excesded. In some instznces, both tvpes of objectives (that

is, target objectives i i
idaiont o i and hurdle objectives) are established for the same gozi or
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component should be selected as carefully and as thonghtfully as
possible.” Thus, a firm might wish to measure growth in constant
dollars or units, rather than current dollars, to eliminate the impact
of inflation. Similarly, it might wish to measure performance in
terms of its before tax return on assets, rather than its sales, to in-

clude an assessment of asset utilization.

Once a firm has decided on the various individual corporate ob-
jectives it would like to accomplish, five other steps are Necessary
before the objective-setting process is complete. First, it is neces-
sary to check whether the objectives that have been selected can be
achieved simultanecusly as well as individually. 1f not (that is, if
the achievement of one objective will make it impossible to achieve
another objective), some revisions in either or both of the objectives
will have to be made to resclve such conflicts. Second, these revised
ohjectives must be ranked in some way so that priorities for action
are established.' Third, each of the revised objectives must be
hroken down (factored) into subobjectives that are applicable to the
different businesses in which the firm competes. Fourth, this set
of internally consistent objectives and priorities must be checked
against both the corporate and business strategies available to the
firm and the market opportunities and risks it faces in order to see
whether each of the objectives in the set can be achieved. If the ob-
jectives cannot be achieved, either new strategies must be found or
the objectives must be changed. Typically, this verification process
oceurs at the end of the firm's strategy formulation process. Final-
ly, this set of gorporate and business ohjectives must be factored
within each business into the various functional and subfunctional
awes objectives that will be used to guide the organization’s actions
and activities. This Tinal set of hierarchical objectives and subobjee-
tives is called the organization's goal structure. It is the goal struc-
ture that determines the targets that the strategy is intended to
reach.

EFor a fuller discussion of goals, objectives, and the goal formulation and
objective-setling processes in organizations, see Max Richards, Organizational
Gool Structures (St Paul: West Publishing Company, 1978}

10T is much more important Lo check for internal consistency among the
orgapization's various phjectives during the goal formulaton process than 1o
set priorities, since the priorities probably will be changed during the verification
check, During the implementation Drocess however, priorities pead to be set
more carefully and adhersd to more closely if the desired results are to be
achieved.
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MAJOR FUNCTIONAL AREA POLICY
DECISIONS AND QOPERATING POLICIES

In any f_u'ganizatiﬂn, there are a vaviety of major decisions th:
herme::de in each of the functional areas if the nrgaﬁi Dﬁih flt R
sffoctive. Some of these, such as the nrganizatiur?’z nrn =4 bE
scope and its eapital structure, are made onee and then :; T:?gilis:phm
changed for several vears. Others, such as deeisions on e;ug 11::1 ImTi
T-uf undz and inventory write-offs, must be made repeatedly ov;' :i]r];e
1 an{m? conaistent fashion, Tere, we shall refer to the former as
ﬂll‘f{'ll:_ﬂliﬂ_i area policy eecisiong and the latter as operaling {mlicie;
This distinetion is extremely important, since the pattern of fu nt'liﬂr;:
al area policy decisions that an organization makes helps to d.efine
:tl-;; husinesa level strategy implicitly over time and, thus, its effec-
tiveness ; while its operating policies usually only ;ffuutrlhn effici
ency with which it implemenls its strategy. . . o
‘ ':L'R'-':I.HHIE of the lesser importance of operating policies to strategy
lrl:l'nulflutll'ﬂh we will not diseuss the nature of the dulurmimti‘nn i:’
operating policies [urther in this book, except to note tiu:d -:1I. OrERni-
r.:r,1.!nrlﬂ. meast eslablish sueh policies in order Lo guide ;ffeﬂli*vellv
11|uu'_ dav-to-day decision making, Should vou doubt this -lt'-x'ﬂf;l"tim'l
l_'u::HItI:lL'l‘ the internal !:rtzhlcams that would .;u‘ise if tlu.-t:iﬁi:um. Lregarcll-
:'I.':E“':‘l“[}:f::‘:gi_::r iinld tleg of vacations were handled arbitrarily,
i .“_m”d uns-:l etjlg“gth 1:;‘ smn:e‘ |H‘I:EI;'~1.'H'|JEI:LE|'iu'r.| 11::!:1*.3.*, nr the trouble
S e ere were no consistency in the granting of
1||-1;LME .*‘4I1~.1.5 many of the major Tunctional area policy decisions
. nl. ﬂlt._nrg:mlm!:lurt must make, Tor any particular organization,
[-tlll,j.hi, 11.; ]aj_:. 31‘:{' l:i'lm Irr;-lilaLi v importance, depending on the nature of
e deﬂﬁ;;uns bLt}At{:g}n N_mmtheless. all such funectiona! area
i patm.]‘n {:i::.u;[l-“_:a 11;1;:3; ;:;:.h frﬁ;}:] :*.T]re in order to ensure that
rongistonl w 1e organization’
vorporate, busginess, and funetional zm:zi 5:1 mfe;il;i?mﬂtmn Sgannes

CONCEPTS AND
COMPONENTS OF STRATEGY

iz lltldlgated {feu'liur, we view an organization's strategy to be a state-
nt of the fundamental means it will use, subject Lo a zet of en-

(B} = . =
" f:giuuna] Area pnhm:.r decisions differ from functionzl area stralegies in
i s armer _lnmlve a single functional area decision, such as price levels, while
ur._ r pertaing to the pattern or common theme that runs throcgh a number
separate, but related, funcrional area policy decisions.
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vironmental constraints to try to achieve its objectives. Although
this definition seems quite broad, it is circumseribed by two observa-
tions. First, to take any action at all—and the accomplishment of
objectives certainly requires action—an organization must expend
some of its resources. Thus, one aspect of any strategy statement
must be a deseription of the most important patterns of these re-
source deployments. Second, to accomplish any objeetives, an organ-
jzation also will have to interact with an external environment. Thus,
a second aspect of any strategy statement must be a description of the

SASErILEM W SERFELER | PISADNeR 06
e, vl ve el b ipecific FLER]
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most eritical of these environmental interacti
: g ractions. We can
alternately define an organization’s strategy as the: v Haernlors,

fundomental pattern of present and planned resource d
ployments and environmental inferactions that indicates hnﬂ;.
the arganization will achieve its objectives. ¥

1} follows directly {rom this definition and the need for all organi-
sations to be hoth effective and efficient that there are four com-
ponents to any organization’s strategy. Thesze are:

1. .IL\'.«:.'J;}{!. tl:mt is, t_hn:: u{xtem of the organization’s present and planned
131tera::tmns with its environment., This component will some-
times be referred to as the organization's domain,

Rmf:u-r{fﬂ tfepfuyments, that iz, the level and patterns of the or-
ganization’s past m?tl present resource and skill deplovments that
will help it achieve its gouls and ohjectives, Bometimes, this com-

Irmnent will be referred to as the organization's distinetive compe-
LR,

t3

f_.'nmyv!!fti-uu u-;h_m.?:.m,;,wu. thut is, the unigue positions an organiza-
tion develops vis-ii-vis its competitors through its pattern of re-
source deployments and/or scope decisions.

t'-:. j_,l‘?iFl‘;l‘{H. that is, the joint effects that are sought from the organ-
ization’s resource deployments and/or scope decisions,

“; h‘{_"‘-f‘ sl.rutl.egy components differ from those specified by Ansoff
(1965), Newman and Logan (1971) and Uyterhoeven et al. (1973)
in several ways, First, none of these authors included resource de-
ployments (distinctive competences) as a strategy component. We
tl:ﬂ{f." included resource deployments (distinctive competences) as a
4 rategy component, however, because it is clear that no actions or
IJ,RIH.I achievements can take place unless some basic skills are created
'-t:d lrfesluurnes obtained and deployed in ways that cannot be duplicated
‘-.:H:]I 1:1 }_‘q:’ j:uthers. Second, resource deployments and competitive ad-
i Zes are not ﬂ_nly very fundamental aspects of strategy, but they
o mﬁ}' be more important than scope in determining success, This

alm iz eontrary to much of the current literature in the policy field,

;. e :
| ?a‘u. of which assumes that zeope is the predominate and, in some
instances, the only component of strategy.

peg:ﬁ;ﬂf&ftxtﬂn of 1Ehe importance of resource deployments and com-
Pt antages is th:e faet that scope can be limited by weak re-
i Stmtﬂu?r positioning of resources. For example, one of the
b gic _pmblems f:zmed %}y most firms in the aerospace and

industriez 1= that their major resources and distinctive compe-
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tenices are not applicable to other domains. Support for this asser-
{ion can be found in Hofer's (1973) research on strategic challenges
and responses. He found that when confronted with a major stra-
tegic challenge, the most successful firms were: first, those that
changed both thelr scope and their distinclive competences; second,
those that changed only their distinctive competences; and, third,
those that changed only the scope of their operations. The least suc-
cessful were those that changed none of these. Still further support
comes from Rumelt’s (1977) theoretical arguments about the neces-
sity of establishing distinctive competences 10 create and exploit mar-

ket asymmetries.

A third way our strategy components differ from those of other
authors is in the breadth of our concepit of scope {domain). To us,
an orpanization’s scope (domain) defines the range of its interactions
with its environment in the ways most pertinent to that organization.
Thus, for many firms, scope would be defined in terms of product/
market segments.  Some companies, however, might more appropri-
ately define their scope in terms of geagraphy or technology or distri-
bution channels. In every case, however, it is both products (tech-
nologies that give rise to industries) and markets that when matched,
create o business,

We also define competitive advantage differently than both Ans-
of f and Uyterhoeven, Ackerman, and Rosenbloom. To Ansoff, com-
petitive advantages are “properties of individual product/markets
which will give the firm & strong competitive position.” Uyterhoeven
ot al., on the other hand, argue that competitive advantages stem {rom
the ways that firms choose to apply their skills and resources to par-
ticular product/market segments. We helieve competitive advantages
cun stem from either product,market positioning or unigue resource
deployments. In general, however, product /market positioning is
more important to corporate-level strategy, while resource deploy-
ments are more important to business-level strategy.

Synergy refers to the degree to which the various resgurce deploy-
ments and interactions of the organization with its environment rein-
forve or negate one another, Taken together, an organization’s scope,
resource deployments, and competitive advantages determine its effec-
tivenpss. The prime determinants of its efficiency, however, are the
synergies it develops among its various distinctive compelences and
produet/market entries.

These four components—scope, resource deployments, competitive

advantage, and synergy—uean be used to operationalize the comeept of
stratery. These components can be found in every sirategy, good or

The Concept of Siratsgy 27

bad, at any organizational level. Their S
. . W (=¥ k% r'-'—‘!-ﬂt'l‘v"ﬂ im : i )
level, however: portance varies by

HIERARCHIES OF STRATEGY

Just as there are hierarchies of objectives and policies, so there :
hierarchies of strategies. For our purposes, we will dif,feremiate {E::
tweon three major levels of organizational strategy: (1) corporate
strategy, (2) business strategy, and (3) flinctiﬂn:ll area strategy.l?
Fach of these types of stratepy has the four components di-"-c'usst.ad
earlier. although the relative importance and characteristics ohf these
components differ, as indicated in Table 2.5.

CORPORATE STRATEGY

lhe corporate level in today's complex business firm must deal with
||]|r_rr':LLiTlg_dWlaiﬂnﬂ, groups of divisions, and even ﬁelmrut.c le ':11 husi
j'lf‘..“.I'- :-ntilm:s.t Henee, corporate-level strategy is concerned pﬁ"imﬂ r;:
‘.11 it 1. answering the question what set of businesses should we be in.'*
un:!htrf;:lentl‘}'. scope and resource deployments among businesses ar-.;
L;:;ulit:;rc?l:-:i ;::::npmlmnts ﬂ_f corporate strategy. Competitive advan-
e f._ 8 wergy ave also important for related product, multi-indus-
Ty ]_!']’I't.:..,r but much less so for conplomerates, Synergy, to the de-
le.i-lfrﬁ i L ;:;fsé:eni 1;“ “.T' the -:m*p_nmte level, is concerned with how the
il mInt JU-.?HJEHHIES 1-ﬁ_|nfnr::e each other, as they might in
e m|; 'n}:* :1 :fl.‘.ff , i nuncmll resolirees, or top management skills,
Utlj'.'e't'x:;:.;”v : 111 : pes {nf funetionsl area poliey decisions that are
o a%{“—; mpor .ant at the c_m*ppmte level involve financial strue-
nd basie design of organizational strueture and processes,

BUSINESS STRATEGY

f:i ti:ﬂiﬁ:ﬂ!ei&plevrﬁ:!, stratery focuses on how to compete in a particu-
o andrggml ‘;;1 ::Ei%u{'.t,.ﬂ’market segment. Thus, distinctive compe-
e petitive ;J.d:mntage are usually the most important com-

2 of strategy at thiz level, Scope becomes less important than

 Oth s Jav
"Eﬂlemggep:ﬂ?.;t L&\-&!s of strategy would include subfunctional area strategy
gy” (See footnote 4, p, 15 and interorganizational strategy. I
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Table 2.5 Some Basic Characterislics of Corporate, Business, and Functional Sirategies
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al the corporale level and is concerned more with
zagmentation choices and with the stage of product/m
than with the breadth or depth of product/market scope. Synergy,
by contrast, becomes more important. It focuses on the integration
of different functional area activities within a single business. For
most businesses, the major functional area policy decisions inelude
product line, market development, distribution, financial, manpower,

and R and D policies, plus major manufacturing system design
choices.

product/market
arket evolution 14

FUNCTIONAL AREA STRATEGY

At the functional area level, the prineipal focus of strategy is on the
maximization of resource productivity. Synergy and the development
of distinctive competences, therefore, become the key strategy compo-
nents, while scope drops sharply in importance. Here, synergy in-

volves the coordination and integration of activities within a single
(unction,

While each of these types of strategy are distinet, they should all
fit together to form a coherent and consistent whole for any particu-
lur organization if the organization is to be successful over the long
rur.  This requires that each level of the organization be constrained
by each other level, which usually requires functional avea strategy to

be constrained by business stralegy and it, in turn, to be constrained
by corporate stralegy.

CONSTRUCTS FOR
VISUALIZING STRATEGY

In the next three sections, we will present several constructs for visu-
ilizing strategy that we hope will enhance vour understanding of
strategy, These constructs will prove useful both in categorizing

strategy and in later analysis related to formulation and evaluation
of strategy,

13 Philip

Hotler has argued that the traditional product life cycle concept
shauld be

] replaced by a theory involving “stages of market evolution.” In the
bolicy area, It is clear that it is the joint evolution of products and markets
that is important, thus our use of the term, “stages of product/market evolution”
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CONSTRUCTS FOR VISUALIZING
CORPORATE STRATEGY

inei is 5 busi-
grate level strategy, the prmm}:ral 'mugl c?nztmcts are bu

Ez;‘scggl"]tfulin matrices that help to depu_:t the firm 1? 5:::;&1:{ tr;[;auﬁl:
component of corporate strategy. The sunp‘lesi:. sch m {EBCG}_ R
square grid developed by the Eustqn Consulting rnuph e o
typical BCG matrix is depicted in P?lgure 2.1. Hemiieact&i e
'a businesses 18 plotted according to the_ growt rate ; e
E*mf - in which it competes and its relat}?e mmpﬁt}ti} 1;; fhﬂe o
ffr?&fgured through market share) in th_-e.t industry,* Wi bt
of each circle being proportional to the sizé of the business s

Figure 2.1 The BCG Business Porifollo Matrix
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Relative Competitive Position

SOURCE: B. Hedley, “Strategy and the 'Businsss Portiolio’,”
Long-Range Planning, [February 1977, p. 12.  Re-
printed by permission.

i i istent
14 Relative market share is plotted on 2 nga.l'lt]:l.n:Lic‘ scale o hai dcn;:r:;iﬁc o
with experience-curve effects, 2 notion similar to learnu}g CUrves i
the BCG share-growth matrix. Relafive market share ;sa &&ﬁn!deIE? L
of the firm's size to that of its largest a:nmpet}mr. See TQF’?'? , “Strategy
and the ‘Business Portfolia’,” Long-Range Flanning, February .
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Businesses plotted in the upper left quadrant are called “Stars” hy
BCG, because they are growing rapidly while being roughly self-
sustaining in terms of cash flow. As auch, BOG feels they probably
represent the best profit and growth opportunities available to a com-
pany. '

Businesses in the lower left gquadrant are called “Cash Cows™ by
B3, because, with their combination of low growth and high market
share, they should, and usually do, have entrenched, superior market
positions with low costs, low growth rates, and the attendant low de-
mands for investment funds that permit them to generate large cash
surpluses. “Cash cows,” thus, pay the dividends and interest, pro-

vide debt capacity, pay the overhead, and provide the funds to reinvest
elsewhere,

Fusinesses in the lower right quadrant of the matrix are called
“Dogs” by BOG, because they asually are not very profitable because
of their relatively high cost competitive position, Under periods of
high inflation, “Dogs"” may nol even penerate enough cush Lo main-
tain their existing position, weak as il is. Thus, BCG feels companies
should try to liguidate any sueh businesses that they have.

Buginesses in the upper right quadrant are referred to as “Ques-
tion Marks™ or "Wildeats.” They usually have the worst eash flow
pogition of all, since their cash needs arve high beepuse of growth and
their eash generation is low bLecavse of low market share. Conse-
nquently, BCG feels that Lhere are only two viable strategies for a
“uestion Mark™ business—Lo grow it into a “Star” or to divest it.

Once the company's current position is plotted on such a grid, a
projection can be made of its future position, assuming no change in
its strategy.  Viewed together, these two matrices—present and pro-
tected—nol only help describe the scope and competitive advantage
components of the firm's corporate strategy, but they also assist in
the identification of some of the major strategic issues that face the

firm. Suech a grid also isolates some of the basic ¢haracteristics of
cach unit's business strategy.

Several eriticisms have been raizsed about the use of BCG-type busi-
ness portfolios, The most significant of these are:

. The use of a four-cell matrix is too simplistie, since the world

contains not only highs and lows, but middle positions as well.

Growth rate is inadequate as a descriptor of overall industry at-
tractiveness. There are, for example, some industries with high
growth rates in demand that have never been very profitable be-
cauze supply has grown even faster
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Market share is inadequate as a description of overall competitive
position, because it depends so heavily on a definition of the mar-
ket. Mercedes has a small share of the total auto market but a
very high share of the luxury auto market, which may be a more

relevant definition to use.
Figure 2.2 depicts a nine-ce

[+]

11 “business screen,” developed by Gen-
oral Electric, that overcomes most of these difficulties. On it, both
industry attractiveness and competitive position '* are composite meas-
ures determined through an analysis and weighting of a variety of
subfactors, including growth rate and market share.’® On this screen,

Figure 2.2 General Electric’s Business Screen

COMPETITIVE POSITION

STRONG AVERAGE WEAK

C
HIGH g
: A
> >
EE
gy LW E
oo
oo Z| MEDIUM
-
<l
LOW
D E e

15 General Electric uses the term business strengths,

position, to describe the secon
strengths on a scale of high, medium and low.
competitive position for business streng
screens in this text in
portfolio matrices and product,/marks
position to describe their second axis.
16 Later chapters will describe
be considered in making such asSsessments &
used to produce the final composite 2ssesSmMENLS.

rather than competitive
d axis of its business screen. [t measurss business
We have substituted the term
ths whenever we discuss GE-type business
order to simplify our discussion since both BCG business
et evolution matrices use the term ecompetitive

more fully the various subjactors that should
nd the procedures that should be
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the area of the circles iz proportional to the size of the industries i

which the various businesses compete. The pie slices v.-rith.'uS ]I:EE =
cles reflect each business's market share. Consequent] tLﬂ 't =
are also proportional to the sizes of the businesses they r::;'pre:;;tarm

.E.I.m :jgam, }he firm's Ifuture Position ean be forecast, and th
present .:jnd forecast matrices used both to help describe fhe fi_rm’E
seope and competitive position and to i i k :

) k identify some of the more i

] 20T 3 i i : " )
po :'Fan'r_ht} ategic issues facing the firm. In Figure 2.2, for etam]]ﬁ-z
]ll_[:-Ii‘]'!("E-‘n £ hits a far larger market share than normal, given i-ts mm+
petitive position ranking. Assumin ‘ -

. : g both assessments ar
one major strategic issue would be to i i o b
J » to identify the factors responsi

i i - ul ) i \ maible
fn_r husiness C's poor compelitive position and to assess wheth];r these
might be overcome at reasonable cost -

'he ;n'mf:itpal difficulty with the GE business screen is that it
does not depict as effectively as it might the positions of new busi-
:::-::::SHLI;:L are Just starting to grow in new inr]ustrit-é. In =such in-
i.;;s' \ 1 ‘ma:f be pr?farable to use a fifteen-cell matrix in which

messes are plotted in terms of their competitive position and thei
""f”f“" of product/market evolution. (See Pigure 2.3.) As with lh:
(+E business screen, circles represent the sizes of the in:i;istrie-; in-
volved, and t_he pie wedges, the market shares of the Imsi:mqse; in
x-uh_.-v:i. Again, future positions can be plotted and used to I:df.'l!“lt‘if‘:'
major strategie issues. Thug, in Figure 2.3, one should ask why busi-
ness Bohas not been able to secure a higher share of the market, giv
s strong competitive position. e

Overall, each of th i
. e three business ‘tioli i i
. . : portfolio matrices desp
u.::l;; tl;l:; ::treng;ha and weaknesses. In most zituations. we :er::!;br?
! be used in a two-stage process. Fi i g
Tonal : . First, a tentative plot
PG : i
u_:ltge tle[u:_e purtflﬂim should be obtained by uzing the BCG H:Jatri;f T].)l:-‘
o L--m]?;. the s1rnples_:t ur}d requires the least data. This tentativel;}lnl
:-Iltent;(_:n ':{Euu:?Ed to highlight those businesses that may require special
ring stage two, either because of their importance or be-

Callse ; i

Duringlht‘]?-.be S:C :ﬁ:; FElf{rrm as they should based on the initial plot.

the product e - oe; 4 choice should be made between the GE and

company's 1;11\-31:11&31 E}}] S e according to the nature of the

of several product i .kmDSt of the businesses represent aggregations

ever, if most ¢ e ¢l segments, the GE matrix is superior. How-
; ost consist of individual or small groups of related prod-

et market sepments
be uzed, S 5, a product/market evolution matrix shonld
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Figure 2.3 A Product/Market Evolution Portfolio Matrix
COMPETITIVE POSITION

STRONG AVERAGE WEAK
f@
GROWTH @

STAGE OF D

PRODUCT/
MARKET SHAKE OUT

EVOLUTION
MATURITY e
F
SATUHIATIDN /S%/
Y j‘“
I | B

SOURCE: Adapied from C. W. Hofer, “Conceptusl Constructs for Formulating Corpo-
rate and Business Strategies,” (Boston: Intercollegiate Case Clearing
House, T8-37TE-754, 1977}, p. 3.

DEVELOPMENT

m

DECLINE

CONSTRUCTS FOR
VISUALIZING BUSINESS STRATEGY

There are three construets that ean help identify husiness strategy.’

i1 For multiple product line of multi-industry firms, such construcis should
he developed for sach of the major product/markel areas in which the Iﬁrm
competes. In the romainder of this section, the term frm refers to 2 single

product line firm or an independent division of a multiple product line or multi-
industry firm.
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The first is a product-positioning matrix like the one shown in Figure
2.4.

Figura 2.4 A Product-positioning Matrix for Industry X *

Market Seaments
Competitor Products A B c & M ¥
You ¢ 5 5 15 0 20
n o 5 30 40
| 3% 5 5 1] 20
i 2! 5 5 10 35
n' 0 i] ] 10 10
1 10 1] 0 o 10
N 2" 0 5 5 i 10
ntt il 0 0 50 50
£35 40 45 100 $250

* Such matrlees can ba complatad in larms of dollars sales, unit sales, market share,
dallar proflts or any other measure thal seems appropriate for the industry involved,

SOURCE: Adapted from C. W. Hater, "Gonceptual Conatructs for Formulaling Corpo-
rate and Business Siralegies,' (Beston: Intercollegiate Case Clearing
House, ¥0-378=754, 1877), p. 12,

To eonstruct such matrices, the competitive position of each of the
company’s major products and those of its competitors are plotted
for each of the major segments of the market it serves.'® Similar
historical past and projected future matrices also should be con-
structed, assuming no change in business strategy by the firm or its
L'un?petitnrs. Taken together, these past and future matrices help
define the scope components of each competitor's strategy.

% As noted above, a separate matrix should be constructed for each major
product/market srea in which & multiple product line or multi-industry firm
competes. Thus, the term product here refers to specific products or product
lines that zerve the same market.
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The second and probably the most useful single construct for visual-
izing a firm's business strategy is a policy decision tree like the one
shown in Figure 2.5. To construct such irees, the various functional
area policy decisions that the firm might make should be sequenced
according to their relative importance to the firm. Thus, Figure 2.5
the geographic scope decision was the most important
functional area policy decision for the firm in question, followed by
its market choice decision, product line decisions, and so on. Once
{le zequencing of the various decision branches is completed, the actu-
al choice the firm has made for each decision option should be identi-

fied.

Next, similar deci
[irm's compelitors.
pision trees will help
firm's business strategy.
portant functionul area policy

implies that

sion trees should be constructed for each of the
A study of this set of functional area policy de-
describe the other three components of the
Specifically, & comparison of the firm's im-
choices against those of its major com-
petitors should help reveal what its distinctive competences are, and
a4 comparison of those against the firm's prnduct—pu:iitiuning matrix
should help describe the ways it plans to establish a competitive ad-
vanlage in the market. In addition, the degree and nature of the con-
sistency among the firm's various functional area policy choices in-
dicates the magnitude and types of synergy it is trying to establish.
This pattern of consistency is often described as the “common thread”
or “unifying theme' among the firm's activities, Some authors go so
far as to call this the firm’s strategy. 1f no “ecommon thread"” can be
found, it implies, at the least, that the firm has no synergy component
to its business stratepy und possibly even that strategy will not be

suceessful.

The third eonstruct for visualizing business-level strategy is a fune-
tional area resource deployment matrix such as the one shown in Table
5 6. Such matrices help depict the key resources used in each of the
firm’s functional areas. Such resource deployments will vary across
{he firm, but, when these patterns are developed across time and
used in conjumetion with functional area policy decizion trees, they
give important indications about the relative importance of the firm's
various functional area policies and the ways that the firm hopes to
ereate competitive advantages in the market. Such patterns of re-
source deployments also should be developed for key competitors, if
at all possible, since they will help reveal differences in business
strategy among competitors. One of the major advantages of such
resource deployment matrices is the ohjective data check they provide
on the subjective judgments made ahout the relative importance of

Figure 2.5 A Functional Area Policy Decision Tree
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rraphically depict where management iz placing its priorities, as well
us any shifts in these prierities. Sueh shifts help point out the areas
of the firm marked for future growth. Similar information on com-
petitors can be especially valuable in determining where threats are
likely tn arise to the firm's existing markel positions.

As at the corporate level, it often is useful to use a two-stage proc-
ess to deseribe a firm's business strategies. During the first stage,
the product-positioning matrices would compare the total sales of each
firm in each market segment, and the functional area policy decizion
trees and the resource deployment matrices would include only the
hroadest areas of markeling, production, finance, R and D, and geo-
graphie scope.  Such a rough comparizon is relatively easy to do, and

it outlines the broad parameters of each competitor’'s business strate-
E¥

Thia Year 4\
=1

O
Taar AQO

Two
Years Ago

Dhiring the second stage, the important nuances of each firm's busi-
ness stralegy could be determined by refining each of these analyses
to provitde further detail on the strategies in use in the industry.

Three
Years Ago

COMSTRUCTS FOR VISUALIZING

CORPORATE STRATEGY FOR ACTUAL OR POTENTIAL
DOMINANT PRODUCT LINE FIRMS

Faur

Yearn Aga

Two categories of Tirms whose overall strategy is not adequately de-
wribed by the constructs we just discussed are single product line
companies just beginning major diversification programs and domi-
tant produect line firms whose nonprincipal businesses are closely re-
lated to their prineipal business.

ve
Years Ago

Because of the uneven size and importance of the established and
erlerging businesses in such firms, il is difficult to visualize the corpo-
vate strategy of these firms by using either the eorporate-level or the
husiness-level constructs just described. Business portfolio matrices,
lor instance, even those incorporating product/market evolution con-
-:J{-]QI‘E‘!.LIﬂ!]:-i, do not adequately capture the interrelatedness of such
tirms’ different businesses. However, since the principal and second-
ary businesses of such firms usually differ with respect to major re-
source deployments, competitive advantages, and synergies, it usually
15 nol possible to construct a single functional area policy decision tree
Or resource deployment matrix for such firms as a whole.

Emphmsis
Focus of
Eflors
Dollats
Focus ol
Eloris
Dialinrs
Fotut ol
Eforis
Doliars
Facun ol
Effors
[WAIETE
Focus ol
Eloils

Diglinrs
"% Siwaleqic

=% Siralegle
Devaloprenl
% Sirategic
Devalopmen
% Slrategic
Daveloprmant
B Liralegic
Developrmanl
Dheretloprmanl

_Thcre are two other construets, however, that can be used to help
visualize the corporate strategies of such firms. First, the overall
emphasis of the firm's corporate strategy can be depicted in a prod-

Functlonsl Areas
i and D -+ Enginearing
rannufaciiring
Mntknting
Finanoe
M anaga men

Table 2.6 A Funclional Area Resource Deployment Matrix
Resaurce Deployment
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uct/mission matrix like the one shown in Figure 2.6. Such a matrix
indicate sales increases (decreases) the firm has de-

can be used to
veloped and plans to develop through changes In scope. Second, 2
Figure 2.6 A Product/Mission Matrix
Product
Present Mew
Mission
p Market Product
LESIT Penetration Development
Market oI fication
New Development e
McGraw-Hill,

SOURGE: H. |. Ansoff, Corporate Strategy, (New York:
1965,) p. 109, Reprinted by permission.

diversification matrix like the one shown in Figure 2.7 can be
the firm has under-

used to deseribe the type of diversification

Figure 2.7 A Diversification Matrix

Mew Products
Products
Aelated Technology Unrelated Technology
Customers
Firm I1s
Cwn Vertical Integration
w | Customer
=
=]
[47]
L Same R 2 - %
S | Type Horizontal Diversification
3
v i | "
Z | similar Marketmg:a;e;hnn e Marketing Related
: SRR centric Diversification
Type Concentric Diversification Coneeatyt Liversi '
New Technology Related Conglomerate
Type Concentric Diversification | Diversification

SOURCE: H. 1. Ansoft, Corparais Strategy,
Reprinted by permission.

(New Yaork: MeGraw-Hill, 1965), p. 132.
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L-ed-:m:k or p]ap:-: to undertake. Together, these two matrices indi
f_‘at{{ e nonfinaneial relationships that will exist amo i 'I_
businesses. SIS

A pmfhm_l,f markel evolution business portfolio matrix th
;_:.sed1t{} mlchr:ate_ the financial and prowth relationshi sx b tEri g
firm’s bfmc business and its various related blisinESSE‘F; I'E “:iee i 'ﬂw
it often is useful to construct functional area policy dEt;i.‘%i nta* ——
;-esqurce de::!rloz':'ment matrices for the basic business an.du-:ulnvI iislaatgg
wisinesses thai aceo f ‘@ thi ; i
ANttt pml;?t’r;.fm more than 10 percent or so of the firm's

Twao fur ; —
s 5 I“ﬁf;ﬂfh;g:.miﬂ:‘l_ﬂns are warranted at this point. First, the
visualizing the cor “‘Iilllg.a more claborate set of constructs for
aroduct line If'irm-T']~“; e s1.rnt{eg_l1,f of actual or potentisl dominant
ioblihs, T -::Elhqtm.t stich firms have a unique set of st rategy
aticl. therefome : 1':-; ui:~ :am ly _ﬁmmr complex than sin gle-industry l'inﬁ;
for il1nr11il'vhu_-a: hu:in , ﬂlﬂnbiruuts more elaborate than those useful
hot vel s0 t]ix*e1'ﬂ}fi;1?“tlevf] strategy. On the other hand, they are
of strategy at I.h{z.:;'m- or :,“- Say, g use only a portfolio ‘7";1*-"2‘5?1
pesled, 'I,;llr.*h}_ 9 Bﬂmfus: ;pltﬂw'lt. S, an Illl-l'JEtqun approach is sug-
lirms must give sufficieny al,i,éu:,- nl'.l‘.mt{'.rr:tmll dominant product line
that these ventures can be d pan Flwu‘dwerﬂjfiﬂiitiﬂrl ventures so
other hand, the domi : eveloped into viable businesses, On the
large part ulf the Eur;g:::;: ::Eﬁ :}:luiflilte:ss in &:111{.‘]] firms is still such a
Er laree business in t : wes i MRIHOL O treated as just anoth-
the ;,Ei vt ::j;::,i:i:? .'".he. firm 5 portfolio. Rather, it must be viewed as
only haves ;m‘m . Im;l § various current activities, even though it may
Hecessary to a:.*uidolf n m-:"]':"r in the f11~m'g long-range plans., Thus, it is
néw husinesses w hjlen{f?mmg-Exu?’sﬂwmf" preoccupied with the firm's
bprecccupation often e sioldie il the n:lajm- breadwinner, since such
tacks from competi tm“‘-'ﬂlﬁ the buse business vulnerable to mujor at-
tial dominant product ?. P Eihurt' strategy making in actual or poten-
of a very delicate bal; IHEJ;.H ms requires the creation and maintenance
the firm’s hase hu'-:;::l-c.e LEt“"E:Eﬂ the E.f forts and resources devoted to
Consequently, a mml'e 1;:?:;! t:n:l those directed toward diversification.
= needed to erform this tagk well, O AR constructs

Second, ; i i
(1979), Thtal':h;;:::e:ﬂuh :::f Wrigley (1970), Channon (1973), Pavan
Supgests that th ::fl 1’.1?1_’2}. Pooley-Dias (1972). and Rumelt (1971)
nant Drndu::l lini- fli;fnsimﬂn from a single product line firm to a Hemi-
evolutionary paths ;.“” B :=1 multi-industry firm is one of the principal
Western su;:ietiesh '[f[] u:.'. ?d by business organizations in advanced
striets nesd b d. Lhus, 1t suems_uppmpriale that the strategy con.

et by dominant produet line firms should include ideas Fonrr
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Loth the business and corporate levels in order to help the management
of such firms understand the transition they are making.

CHARACTERISTICS OF
GOOD STRATEGY STATEMENTS

However useful the constructs just presented may he in helping to
identify and later formulate strategy, they do not represent strategy
statements in and of themselves. Rather, they are like skeletons to
which the analyst must add connecting muscle and tissue to produce
completed strategy statements. Such completed strategy statements
should possess the following {our characteristics.

1. ‘They should describe each of the maior components of the organi-
zution's strategy (that is, its scope, its resource deployments and
distinctive competences, its competitive advantages and how they
will be produced, and its intended synergy).

2. They should indicate how the strategy will lead to the accomplizgh-
ment of the organization’s obj cetives.

9. The strategy should be deseribed in functional, rather than physi-
cal, terms,

4. The strategy statement ehould be us precise as possible.

The last two points deserve amplification. Levitt ( 19603, in his
now classic article sMarketing Myopig,"” makes the case for f unctional,
rather than physical, stutements of strategyv. Thus, he urgues that a
firm such as Penn-Central Railroad should consider itself to be in the
transportation business and not the railroad business. [evitt's advice
could lead to strategy statements that are too broad to be useful, how-
over. Peter Drucker was the Tirst to point out this shortecoming. In
his article “The Big Power of Little Ideas”, Drucker (1964) convine-
ingly argues that strategies must be both speeific and precise. Thus,
a good strategy statement would fall in the upper right quadrant of
Figure 2.8

To illustrate these points, consider the quality of the following
“gtrategy statements” in terms of these five characteristics.

&,: The ABC Company should follow a growth strategy.

8,: XYZ lne's strategy is to cut costs 15 percent in the next two
Veurs,

S.: CWH Corporation should concentrate on improving its position
in the texthook-publishing business over the next three years.
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F :
igure 2.8 Characleristics of Effeciiye Strategy Stat
alemenis
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e R u] even it is not complete. 8, is not a strategy, for
it ' g iq “DEE ¥ f" expression of a general goal that ABC Rhould
it does nt:d;sug.f[aresi*:]L tsh] ategy either, since it describes an objective, but
something about th ElmEu:ns y Fhmh it will be reached. S, tEIiE us
indicate whether g}: planned business scope of CWH, but it does not
t'm;:.\}, nor d-ums it inré?zafewtltfeﬂlr?:;{}d IJUT'{?HE] i i 6
vither th i FInma gebMyrnents -
aver, it ;E:i:a;;iezutst]:ness 13 pﬁﬁ:&lhle diversification acﬁf.gtig: uSLEI?}rE
ot funoroeribes the strategy in physical (textbook publishing) and
trast, 8, does not deser lon) terms and it is not very precise. By con
T e e escribe the strategy of DES's base busines:s. d :
at proportion of the anticipated growth should E(;;errﬁeg
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the base business and what proportion from diversification efforts. 1t
slzo neglects to describe any noneconomic objectives that DES might
wish to achieve.

. possesses most of the characteristiesof a good strategy statement,
since it describes H & 5's intended scope, its intended distinctive com-
petences, and its anticipated competitive advantages. Still, it could be
improved in many wayvs. For example, it does not define H & 3's geo-
graphic scope, what financial or other resource deployments the cor-
poration will use, what synergies it expects to achieve, or how these
[actors will lead to the accomplishment of its ohjectives.

SOME FINAL CAVEATS ON
STRATEGY AND STRATEGY FORMULATION

Clearly, it is not how completely a strategy iy stated that alone deter-
mines its success. 18 internal consistency, the insight and creativity
displayed, and ils implementation all contribute more to successful
strategies than mere deseription. Nevertheless, unless the strategy is
carefully described, unnecessary rizks of inconsistency and misunder-
standing are incurred. Consequently, top management should en-
courage precision and completeness of thought and description during
the strategy formulation process. However, it is not always wise to
communicate the company’s pluns completely or precisely to middle
and lewer management for various political and social reasons (Wrapp
1967). Also, concern for security usually dictates that the dissemina-
tion of objectives and strategies be on a “need-to-know" basis.

oy

Common mistakes to be aveided in defining strategy are: (1) con-
fusing goals and objectives with strategies, (2) stating only the man-
ner in which strategy will change in the future, (3) making an incom-
plete deseription of the strategy components, (4) failing to see the
gynergies involved at both the corporate and business levels, (5) fail-
ing to distinguish between corporate and business level strategy, and
(6) looking only for explicit siatements and not inferring the correct
strategy {rom actions taken in the past. These errors can mislead and
confuse the analyst.

So, identifving existing strategies is hard work, and communicating
them o others isnota trivial undertaking. And neither iz formulating
wood strategy, as we <hall see in the remainder of the book.
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SUMMARY

This chapter has reviewed ithe noti
3 . :
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rels are interrelated and usually should constrai )
eral different constructs ( i e i s o
: _ - Aportfolio matrices, product-positioni
mairlceyt. funectional areq policy decision {rees, resnurce [?El;lu:?r::;l%
r:zr; I::;ﬂ':,;:uif n:iéasmn malrices, and diversification nnfriceq}
7 aid in the identification of stratepy 3 :
GEVE : ; inan o
:Ein;::rz;:}?. ri1:7'|r;.u.llj,r‘,, the characteristics of good striiemr Etat;gn.gﬂig
were developed, along with illustrations of ¢ i 1
i identifying and deseribing strategy. SO Bk Yo awe
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SYNOPSIS

interconnecting analytical models for formulating strategy will
One deals with formulating corporate
strategry and the other with formulating business strategy. Recall
that corporate strategy addresses the portfolio question facing the
firm, that is, the question of what businesses the firm should be in.
Business strategy, on the other hand, addresses the guestion of how to
compete in a particular husiness. In this chapter, the broad outlines
of the two analytical models will be presented in termns of the major
tasks each must accomplish. Subsequent chapters will provide greater

detail on these tasks and how they are to be achieved.

Twao
be developed in this chapter.

I~ THE STRATEGY FORMULATION
PROCESS: AN OVERVIEW

Stratery formulation processes can he viewed as a special kind
of problem-solving process for defining an orgsnization's strategy.
A review of the major prescriptive strategy formulation models in-
dicates that they all include, either explicitly or implicitly, the follow-

ing seven steps.
46
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1. Strategy identification, that ig, tl
i o LNaL s, The assesam i 101’
current slrategy and strategic componen I:sent RS

=4

}';n 1-1:-:--mr ”"‘*f”,mf whalysis, that is, the nssessment of the organi

3:][‘:“ [ spemf_m competitive and more general envimnmentﬂrt s

tify the major opportunities and threats facing the m-gasnjﬂ ];!E”_
zation.

=]

H-I‘-.nn' L T | J- r-|'_'l_| hq. 5 Tl 1:" pr
ENA avi |.|: h‘] i ]”.SE' } 3’.’- g E ifi i

L. IrTr.-.;.l.rr.lr;:;fj,f.Hf.\‘, that is, a comparison of the organization’s objec-
:;xfﬁh.t S_mj:em'. .'Imd resourees against the opportunities and
ireats in its environments to determine the extenl of change e
¢ |_u_1red in the current strategy. (Note: In many models, this step

i= implicit rather than explicit.) .

oo Strategie alternatives, that i 1 ifi
. bives, ig, the identification of t i
options upon which a new strateiry may be built B RERAe

f.  Strafte £} i at i i
e ;:ll: :;af zﬁrmtmln. that is, an evaluation of the strategic options
: e values and obyjectives of L1 g .
L e shareholders, m:
S i ; B MANILTe-
qml:|1lllz_1r|rl "T'.I:“L relevant power sources and stakeholders: the re-
: 5 avallable; and the environmental opportunities and

threats that exist in order to i :
these demanda, ler to identify those that best satisfy all

h‘ N L e g . 3
za I'n!l!tj{”. e g, that is, Lhe selection of one or more of the strate-
sie options for implementalion. |

L'r-r'l :Jt:_l :::;1;1::11 .tiir-urtiug}r furmn]utiunl I'!'Icrdﬁ'lﬁ in the policy literature dif-
i ;_'r_‘pl rL ‘tl o.de‘gree of explicitness, detail, and complexity with
e ;‘1-[.”:{ ¥ T ;fft;i .meh I:r_f these ateps.  These differences derive in
”IUL; -T}u | Eﬂ; 1| ‘u erees 1|: backgrounds and experiences of the au-
.~3n1[]:lu- : 5": e teiws. {IEI_'E.J, _IE}'?I} developed a rather simple model,
e th:, ::me shown in Figure 3.1, partly because it adequately
oty Iiw&w]. Experm:-}n‘.f'_u of the smull,l single-product-line businesses
i fe]tlthu[ thl.;kE-E'] writers w :-uh,: about in the 19605 and partly becanse
e & po itical and S_f_l{tlH..| aspects of the strategy formulation
i muré elalr_n ii‘tsfe 2}1I];};1:Hft that it would be unproductive to develop
terhinological tjm|'1.'.':]Iﬂli:uil'rr t:::lpi:iﬂ;lsi?rnrk SRR oniti

A . = .
&hﬂ.'-v?liﬁjf: 1?“ ILEI"E::}I. g:; Eol_ﬂ.reLsF, developed the rather elaborate model
: lgure 3.2 for identifying the types of diversification strate-

Zles that 4 fi i
r}er-je; % t‘ifm '?llght fullow, at least partly because his industrial ex-
: s with a very large, dominant-product-line firm—the
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and theary developed in the business policy area.

. i ey i iverzify into
Lockheed Aircraft Corporation—that was trying to div 4
= pther industries.!
= 3
z s
= o' - e
C = —
o @ L
9= Ze 2% THE HOFER/SCHENDEL s
2528 g & STRATEGY FORMULATION MODE
o T g oS
o 0= 0 0 = . A ¥ e = -
el s i coneeptual models for formulaling corporate -lt}ﬁ inmn.eb.-s level
ESQ R, . in Figures 3.3 and 3.4, respectively. Each con-
= sty sare e '
] strategy are depicted in Figures 3.3 and 3.4, : others as well. These
g5 tiuns the seven steps deseribed above and a few others a : ‘ Fablon
= models are more complex than other prescriptive strategy e - 'l
gl E3 sipdels: They-alss-ditterentinte between the types of analysis usefu
3 = = b\ e N et te-level strategy for multi-business firms (see
= uc 5 .5 fur developing corporate-leve Rl W ing business
@ 2o =1 . an o [ lysis usetul for formulating busines:
E E.E = ot ——— E 'g E E JEL e 3:43) and the t.l.ll' pes ol and ’ . wmnies or at the
% g~ B S"é = E. Er strategy al the divisional or 3B17 levels of such pEmpanies. of 4 i
&35 Sl n% x EE corporate level of single or dominant product line companies (:
= > g - e o
- Figure 3.4).
5 == L Lo i g RE Y PT =
1——"\ E The reader should not conclude, however, that it is WY ays it rl.rj
R thle to use complex, two-level models Lo formulate rr.r;;m:l_m.u|u_;2.sl
g5 strategy. I is not!  Simple models like the one 5hmen in F IJ:!HLI\; :iv
2= st ' dora : are just beginning to de-
w = B ten are more helpful to organizations that are just beg
) BE niten are more helpful i ¥ _ o .
=2 "E e velop formal procedures for formulating strategy thuln 'f'“L“(:tqunﬂjf;
@ s & E - models,  This peint is vividly demonstrated by the ‘m‘““t T
8 §E 2 = 3 e y pricncod in the 19605 when it tried to establish 4 com-
o = i °g | 'mivis, Ine,? experienced in 5 ization that had no pre-
E - EE plex strategic planning system in a small organizati : Yous ) midine
g3 s e A A mal planning,  There are, nevertheless, man;
£ [ o 2 viens experience with formal | : 3 ovide the in-
g 3 g other cireumstances in which simple models will e I lels pre-
-g Fe Aphts necessury to formulate effective strategies. The mﬂ-ltl .HL'I:
SIENES necessal ; Ham writ ations,
£ = 2= sented in Figures 3.3 and 3.0 are desipned to deal w ltii: such 3‘:]1;‘;1::1?
= > . n aty r for sma rAn-
w = 8 S E‘ dlthough they also can be nsed lo formulate strategm
§ e 5 £ EE zations.
-— = =+ . ] i -
£ ] 5= 3: & There are five aspects of the Hofer/Schendel mﬂdﬂfhih“l deﬁe{r;;
U B = = - A A c r. They are:
o 2568 Te tomment before each model is e:&all’mm,d separately § - lation proe-
£ -ﬂ § i 7_1:" E ailr m-pm'utiun of the goal i"crr'nl'l.ll-"'it”-'” and strategy formula 1_ th two
= £ . T - i ‘ocess int
E E 3> £32 =szes, (2) our division of the strategy fmlll'-l_lﬂ’flﬂ? F'l‘:_'ﬂ‘i' aid ot
. ‘ o [ o o
3 |E¢ = 5—_ 32 evels, corporate and business, (3) ow Inclusion of soeia 1) our in
r— » o . "B55 7
g |: % = g cal-analyses:as parts of tho stratery formulation prme]:: 1;_[ el
s |5 = = 3% clusion of contingency planning in the strategy formulation p .
& =4 - : ) dels,
z " E 52 __J &G 'We have included flow dizgrams illustrating the Andrews .c'm;! Anxifr::;arch
-E t______ =z g8 & S -_: “ecause these models have significantly influenced much of the su sequ
=i N = £
< o = e
2 o000 a < o
- i

Figure 3.
Mote:

“For a more complete discussion of these problems, see Linivis, Inc. (Boston:
In:emul]r}giﬂte Case Clearing House, & 0-313-132. 1957,
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Figure 3.2 Ansofi’s Strategy Formulation Model
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and (5) our exclusion of budgeting and other implementation plan-
ning from the strategy formulation process.

GOAL FORMULATION
VERSUS STRATEGY FORMULATION

We have depicted the goal formulation process as selmﬂraf:e fr{;l}'ﬂ th?
strategy formulation process, because, In zenerzl, a Eumﬂ&e.rzl _un. E‘ui
ohjectives precedes a consideration of how they might be a 1||31.Hj

There are many organizations in which these processes are separated.
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MeGraw-Hill, 1985), p. 202. Asprinted by permission.

(In such cases, the goal formulation process often includes some par-
ticipants, such as the board of directors and major stockholders, who
are not intimately involved in the strategy formulation process.)
However, there are also many organizations in which goal formulation
and strategy formulation are so tightly interconnected, both in time
and in the participants involved, that they may be considered to be es-
sentially a single process. And there are even some organizations
that decide on their objectives implicitly as they make their choices of
strategy in a “successive, limited comparisons” process similar to that
described by Lindblom (1959) and Newman and Logan (1971).

Fh
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Figure 3.3 The Corporate-level Stralegy Formulation Process
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The existence of such diverse approaches to goal formulation simply
reinforees our separation of the goal and strategy formulation proc-
osses as distinet, even though they also are clearly interrelated. The
objectives initially generated by the goal formulation process should
not be regarded as cast in stone simply because the two processes are
separated, however. Eather, such initial objectives need to be con-
sidered as a set of tentative targets that may be revised should it be-
come cleagr that they are unachievable. Stated differently, one im-
portant function of the strategy formulation process should be to ex-
pose and modify unrealistic desires on the part of an organization’s
major stakeholders, including top management. To do this, the goal
formulation and strategy formulation processes need to be distinct.
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usiness Strategles,” (Baston: Intercollegiate Case Clearing House,

'tht'- Ex'f_‘pEI.I'LLL;II’}[l of these processes ulso helps challenge the organiza-
tion to set higher standards for itself than it otherwise might.®

CORPORATE LEVEL

BUSINESS LEVEL STEE%E%%’

Uulr E{EPﬂ!'}ltiBu of the sirategy formulation process into two levels
primarily reflects both the changes in organization structure and the
tremendous inerease in our knowledge about strategy formulation th:;t
have oceurred over the last decade. Caneeptuall:;r, the question of
what set of businesses to be in is, and always has been, different from

i | -
o inr a comprehensive treatment of goal formulation, see Max Richards,
ganizational Goal Structures (5t. Paul; West Publishing Company, 1978).
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Figure 3.4 The Business-level Strategy Formulation Process
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{hat of how to compete effectively in any given husiness, even though
both are stratery gquestions. Consequently, while hoth can be ad-
dressed by peneral strategy formulation models similar to the one
depicted in Figure 3.1, it is becoming increasingly evident, hoth the-
oretically and practically, that more sophisticated analyses are pos-
sihle if different coneceptual models (and different urganizatinual proc-
psses) are used to address these questions.

The separation of these guestions raises the issue of how the dif-
ferent models for dealing with them shouldbe related and when each
should be used. The Hofer/ Schendel models depiet an interactive
top-down approach for multi-industry firms and an interactdve, bot-
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F:Dm—}ll? approach for single- and dominant-product-line firms. More
:ﬁec:flcall?f. we dssert that multi-industry firms should first establish
nf;?nt;:!:l;e ﬂh_‘!e:;{.we:s flﬂd portfolio profile they would like to have,
ol w e tI:ren* 1ndw1du£_11 stratepic husiness units (SBUs) would
Lmuln_ﬂe business strategies. Then any gaps would be closed in a
strategic decision-making session invelving both corporate- and busi-
ness iSE_U} vaei managers. By contrast, in single- and dominant-
Erﬂduct-l!nc firms, the stralegies of their hase Linsinesses would first
e extablished, after which diversification and other portfolio ques-

tions typifyi 7 : i 1
dres:;Ed:iplf}'mg corporate-level strategy formulation would be ad-
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SOCIAL AND POLITICAL ANALYSIS

Conceptually, our models also include a provision for social and
political inputs to the strategy formulation process, since recent re-
sparch and theory indicate that such concerns do (and should) affect
strategic decision making.t The major guestion is not whether, but
rather how and when, such concerns should be incorporated into the
strategic decision-making process® We helieve, especially for busi-
nesa-level strategy formulation, that social and political processes
should be considered only ufter all the hasic economie, demographie,
and technological analyses are completed, even though it is clear that,
in practice, social and political considerations are sometimes the first,
and on occasion the only, step in the strategy formulation process.

CONTINGENCY PLANNING

We have included the preparation of strategic contingency plans at
lioth the corporate and business (8BU) levels of our strategy formula-
tion models, since increases in both environmental turbulence and
complexity (Ansoff 1976) have made such alternative plans a neces-
sary part of any organization's strategy. At the business (SBU)
level, these plans usually involve either possible changes in specific
market or technological variables, or alterations in broader environ-
mental variables that divectly affect these specific market and tech-
nological variables, Consequently, as we shall discuss more fully later,
the perception of such contingencies usually involves an inside-out
approach to environmental analysis and forecasting.

At the corporate level of multi-industry firms, the contingency
plans usually focus on possible changes in the corporation’s broader
environments that eould affect the company as a whaole, although,
on oceasion, they also might involve a change that literally would
threaten to destroy one or two businesses (SBUs) without signifi-
cantly affecting the rest of the ¢arporation. In spite of such poten-
tinl impact, changes of the latter type are probably the most difficult
to identify in practice, since the businesses (SBUz) that would be af-
fected often are unwilling to acknowledge possible environmental

41 For a more comprehensive (reatment of =och jssues, see Ian MacMillan,
Strategy Formulation: Pelitical Concepts (St Paul: West Publishing Company.
1978).

5The guestion of sequencing is Imporiant anly because of the limited time
and resources of the organization, since differsnt SequENCES would lead ultimately
to the same set of strategic options without such constraints.
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shifts that might put them out of busi U :

he, ami_[ often are, identified at tll;lle :(?:S;.rats; (igvi?ﬁiges SHll eould
many imstanees, however, they are missed hecause; co i
5.;3111}mg of the firm's broader environments usually ilwi']l:? Eate—l&ve]
side-in search procedure that is not designed to cone er;.-;m o
changes that would affect only a few of the firm's husine&szg { '.;EEU:;]

EXCLUSION OF BUDGETING
AND IMPLEMENTATION PROCEDURES

Finally, we have excluded budgeting and other implementation pro-
pedures from our strategy Tormulation models, because they are con-
.-epuu_ﬂi:.- different activities, because this separation is often made in
practice, and because another book in this geries will cover this topic
in more depth, In this regurd, it should be noted that formal plan-
ning systems can be used to connect strategy formulation processes
with strategy implementation.’ ‘

CORPORATE-LEVEL
STRATEGY FORMULATION

t_‘h_nptera -1_und 7 will discuss in detail each of the analytieal and de-
vision r.nnkmp: steps of the corporate strategy formulation process
I.*']]u'l.lh‘n in Fipure 3.3. Here we shall discuss several important organ-
izational and quasi-organizational aspects of the overall process. They
are: (1) the design and establishment of the organizational M‘stm{s
and prfwedures for {ormulating strategy, (2) the id&nt-ificaﬁon of
stl‘:ltog!:: business units (SBUs), (3) the assessment of SBU industry
attractiveness and competitive position, (4) the separation of acquisi‘-
tion and divestiture analysis from the regular SBU strategy formula-

ton process, and (5) the nature of the final strategic decision making
SESSI0ONA,

] i .
pmt?a':’]nu"““ (SBUs) bury such changes either by assigning extremely low
iliies to their occurrence or by ignoring them altogether. See Amold

C. Cooper 2nd Dan E. §
: . Schendel, “Strutegic Response to Technologi "
Rusiness Horizons, February 1976 ' P eetinalogical Threst.

.: t .rE =
the P;lr];te hErfﬂUrmf ﬁnma' . especially those that emphasize the financisl aspects of
of thel B ton process, use the financial projectons for the first vear
r strategic plan as their budget for the coming vear. !
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ORGANIZING FOR
CORPORATE STRATEGY FORMULATION

The Tirst step in any stratery formulation process should be to de-
cide just what type of organizational process should be used io formu-
lute strategy. The choices are many, ranging from the informality
of an individual entrepreneur seratching out his thoughts on the back
of un envelope, or the “adaptive” process of “muddling through,” so
well deseribed by Charles Lindblom (1959), to comprehengive, explicit,
multi-level strategic planning systems developed in this text and nsed
hy such leading firms as 1BM and Texas Instruments.

One of the major factors influencing this choice is the stage of de-
velopment of the organization. Typically, new firms use an entre-
preneurial mode; medium-sized firms in stable environments, an adap-
tive mode; and large firms, a plunning mode. However, these dif-
forent modes also can be, and at times should be, mixed within the
same organization, as Mintzberg (1972) aptly notes. Moreover, such
mixing can oceur in one of two ways. Fipst, the choice of modes can
vary by levels within the organization, as occurs in some large oil
companies which let their new venture divisions plan in an entrepre-
neurial fashion while the rest of the company develops its strategy
using either an adaptive or a planning mode. Alternately, the choice
of modes can vary between the various stages of the strategy T ormula-
tion process, as occurred during the 1960s in many conglomerates
which used u planning mode to formulate strategy in their existing
businesses, while they used an entreprencurial mode for new acquisi-
tion decisions.

Those organizations that want to usc a planning mode to formu-
late strategy also need to consider explicitly the degree of formality
and sophistication they should design into their strategy formulation
process. The most important consideration in making this choice is
the attitude and munagement style of the chief executive officer,
(CEQ), since no system, no matier how sophisticated, can function ef-
feetively without the support and contributions of the CEQ.

Assuming that a formal system is desired, several other factors
should be considered when deciding on the degree of formality and
sophistication as iz indicated in Table 3.1.

Omne also must ask whether the organization has the capability to
utilize effectively a sophistieated system. If not, it probably would be
wiser to establish a simple system initially, perhaps supplemented by
the use of outside consultants, rather than try to build a complex sys-
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tem quickly even if the CEQ wants o
e dire ne and i g T
3.1 indicate that a complex system will h:-l I‘E::fl]li:'l;g f{::r?tl 3 ]1;1 “ahle
ually.

Table 3.1 Factors that Influence How Fo
Planning Sysiem Should Be Al andl Gomplex:an Organization’s

Infarmal F ]
— . ormal
i o] gamzal_lnna! Factors [Simpie} (Sophisticated)
Crganizational size small I
very largs
QOrganizational complexity simple I X
: complex
Magritude of gap between present
position and objeclives small I
very large
tagmitude of change anticipatad ' o
in the organization’s siraleg
: ¥ small W
I- ary large
Environmantal Factors
Aate of change in the organjzation's
ArVIFONmen
‘n 1 . little rapid change I
agrea af competiion in the Industry Iitle rapid ¢l
. ; ange
Length of timea for which rosources ’
must be commilted |
shorl VEr
rery long
Praocess Factors R - ] -
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SBU IDENTIFICATION

Jt;f:elal I::l S!:l;] Lli—_lndus;:.r}r f_n-m has chosen the systems and procedures
S 'L;t {:f}rmul t?te its -::orlmmtg]evei portfolio strategy, it must
i mumhhluu ‘dfnrmulatﬂ business-level strategy. While such
i h‘] : ,E made at the corporate level, they are almost always
zated to lower-level general managers who know the firm's prod-

¥ For a different and more complete treatment of this subject, see Dan Schendel,

"Dosipni E
Har:-s:gmng Strﬁlzegm Planning Systoms,” Institute for Behavioral, Economic, and
Management Science, Purdue University Paper No. B16, July 1977,
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ucts and markets much better than the corporate personnel ever could.
The organizational components to which the formulation of business
strategy iz delegated are called Strategic Business Units, or SBUs.

The problem facing a multi-industry company, then, is to decide
how it will divide itself into SBUs. Sych a choice is not as easy as it
might seem, however, since the firn must consider not only the pro-
duction technologies and markets involved. but the number of SBUs
to be created, the absolute and relative size of each, and the degree
to which they should overlap. In general, 3BUs should include as
few product/market segments as possible and overlap as little as pos-
sible to allow development of focused product/market strategies. On
the other hand, the total number of SBUs created must be small
enough =o that the span of control of the chief executive and the cor-
porate strategie planning staff 1= manageable. For this reason, and
others, some clustering of different product/market segments usually
is required.  As a result, ench SBU typically contains several different
but reluted product/market segments. When doing such clustering,
segments that rely on the same production technology or facilities
nsually are grouped together to reduce the managerial problems that
would develop if they were split. When such factors are not im-
portant, the clustering normally emphasizes similarity of markets and
distribution systems in order to reduce the conceptual complexity re-
quired of the SBEU general manager in both strategy formulation and
implementation. Such clustering also typically follows historical or-
ganizational lines when possible in order to reduce, even if only slight-
ly, the amount of ehange cansed by the introduction of the new strate-
gy formulation system.

During the initial establishment of SBUs, the internal orientation
of the elustering process deseribed above is probably necessary for so0-
cial and political reasons. Over the long run, however, the clustering
of product/market segments into SBUs should also reflect important
external factors, such as differences in market demand and growth,
governmental influences, competitive changes, and s0 on.

One of the more important and yet most overlooked of these ex-
ternal factors is a consideration of how major competitors have de-
fined their SBUs, that is, how they have clustered their product/mar-
ket segments for strategic decision-making purposes, Since their
total corporate scope, TesOUrces, values, and history almost always
differ from the firm’s, their grouping of product/ market segments
into SBUs also will almost always differ in some ways. The point is
that these differences should be studied to see whether they might
cnuse competifors to overlook or gmphasize some product/market
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segments that the firm finds promising, and conversely. If so, con-
sideration then ean be given to whether and how zuch :;ppurtufn ities
might be exploited or such weaknesses defended, a process that ma‘
sugpest changes in the final definition of SBUs. ¥

Such changes in SBU definition usually are made to help the firm
focus its product/market activities more effectively. While such
chanres could be made to mislead competitors, this rarely happens in
practice for three reasons. First, many competitors, especially small-
or ones, do not do such analyses because of time and resource con-
straints.  Thus, they could not be misled by changes of this sort.
Second, the firm's intentions will he revealed over the long-term
through its product/market strategies and resource allocation pat-
terns.  Consequently, even if such a change in SBU definition could
mislead competitors, it would provide at most a short-lived advantage.
Finally, and most important, such changes normally hurt more than
they help, since effective competition generally depends more on the
str:;i.ld_'r ereation and exploitation of differential advantages than on
timing. In short, it is vsually more important to foous the firm's
awn efforts effectively than to mislead competitors,

SBU INDUSTRY ASSESSMENT

(ince the SR1T definition phase of the strategy formulation process is
completed, the next steps are to identify the major characteristics and
1.r-r:~mis in each SB1I's industry and broader envirenments and to iden-
tify prineipal resources and skills for dealing with these characteris-
Lies e‘u_ul trends. From these analyses, ussessments are then made of
each SBU's competitive position and of the attractiveness of the in-
'3_1Ijlﬁtl'}' in which it competes, Two points are important to note here.
hr'.qt.' when assessing hoth industry attractiveness and competitive
position, it s necessary to differentiate between those SBUs that com-
vete across most segments of their industries (as do GM, Chrysler,
and Ford) and those that concentrate only in a particular segment or
ﬁ}uhe of their industry (such as Mercedes and American Motors).
T hie reazon for this differentiation is that there is a greater possibility
ﬂ_f' inaceurately assessing industry attractiveness and competitive posi-
tion fqr 3BUs of the latter type. Our concern here is not with the
analvtieal, but rather with the organizational and behavioral aspects
of such assessments. COmnece an initial set of assessments is made at
the corparate level, they are almost always reviewed and challenged
at the SBU level, especially by those SBUs that are tentatively placed
in the nongrowth categories of the eorporate portfolio. These chal-
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lenges are both healthy and desirable, since they often lead to modi-
fied, and usually more accurate, perceptions on both sides. Agree-
ment is not always possible, though, because of the fundamental dif-
ferences in the perspective and motivation of corporate and divisional
personnel.? The key point, then, iz that, when major differences de
persist, the judgments of the SBU-level personnel are more likely to
be more aceurate than those of corporate level personnel when the SBU
gompetes in a narrow segment of the industry than when it covers
most segments of the industry.

When these assessments are finished, they are combined to show
the firm's current portfolio position. Next, the firm's future port-
folio position and performance are forecast, after which the various
analyses and forecasis are combined to yield a list of major port-
folio opportunities and risks and a preliminary indication of the
gaps, if any, that exist hetween the firm's projected performance
and ite desired objectives. Various gap-closing and issue resolution
options are then identified, including acquisitions, divestitures,
and/or major changes in existing SBU objectives and strategies.
These tasks require great creativity and are not done as easily as
they are aaid.

At this peint, the major strategic options available to the firm are
analyzed and evaluated. Our model implies an assessment of how
well ench of the options meets the firm's desired objectives or how
well each option resolves the various strategic issues facing the firm;
that is, a comparison of projected results versus desired results in a
rational, comprehensive fashion. We feel this approach generally is
the most desirable, especially when the firm has a clearly specified
get of objectives. However, there are some situations in which a
comparison of the variocus options “‘at the margin” may be preferable.
The most important of these are: (1) when the firm is making a major
change in direction or is entering new areas so that it does not have
the experience needed to make an intelligent assessment of objectives,
{2) when the firm has never thought through its objectives earefully,
as often happens in small, owner-managed businesses, and (3) when
there is such a major split in the values of major stakeholders that
agreement on objectives is impossible.

8 For a fuller discussion of such differences, see Norman A Berg, “'Strategic
Planning in Conglomerate Companies,” Harvard Business Review, May/June 1965
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ACQUISITION AND
DIVESTITURE AMALYSIS

The evaluation of acquisition and divestiture alternatives is separated
from the evaluation of other types of BBU strategies for several rea-
soms.  First, acguisition and especially divestiture decizsions are usual-
Iv very difficult to reverse; thus, they deserve special treatment.
Second, acquisition and divestiture decizsions are usually the farthest
from the day-to-day experience of SBU-level management. Conse-
quently, a zeparate analysis developed by corporate-level specialists
normally 1z uzeful. Third, in the case of divestiture decizions, the per-
sonnel in the unit being considered for divestment usually lack the de-
tachment necessary to evaluate the proposals objectively. Finally,
the separate consideration of acquisition and divestiture alternatives
15 what vsually happens in practice. Thus, most firms use their regu-
lur strategy formulation systems to identify the need for acquisitions
or divestitures and then sel up special study projects to generate and
evaluate specific proposals to meet these needs,

THE NATURE OF CORPORATE-
LEVEL STRATEGIC DECISION MAKING

tnee all the above evaluations are complete, a revized projection is
miade of the firm's future portfolio position and performance. Based
on this projection, the desired objectives, the major opportunities and
risks facing the firm, and the various political considerations, top
management must then decide what objectives should be set for the
.f:it}ire and what strategies will be followed to meet these objectives.
Hl!_ﬁ strategic declzion making step is one of the most critical in the
entire strategy formulation process. This is especially true at the
corporate level of multi-industry firms, since top management of such
organizations often are called upon to resolve conflicts between the
corporate und SBU levels. The methods of resolution vary according
to the managerial style of the chief executive officer and the history
and m_:lture of the firm. Normally, though, the process involves
analysis, negotiation, and compromise, rather than the imposition of

one levgl‘s views on the other or the acceptance of the results of
economic analysis alone.



64 Sirategy Formulation: Analytical Concepls

BUSINESS LEVEL STRATEGY FORMULATION

The detailed analytical steps of the business-level strategy formula-
tion process shown in Figure 3.4 will be taken up in chapters 5 and
7. Here, we examine several important features of the process, in-
cluding; (1) the design of the organizational systems and procedures
for formulating business-level strategy, {2) the need to prevent os-
«ification of the SBU strategic planning process, (3) the need to avoid
diversification bias in the SBU strategy formulation process, (4) the
need to emphasize Tesource deployments and distinctive compelences
in the SBU strategy formulation process, and (5) the constraints
placed on SBU strategic decision making by the corporate level.

ORGANIZING FOR BUSINESS-
LEVEL STRATEGY FORMULATION

The first step in the strategy formulation process at the corporate level
of single- and dominant-product-line businesses or at the SBU level of
multi-industry firms should be to decide on the type of organizational
processes that the organization or SBU should use to formulate strate-
gy. For the single- or dominant-product-line firm, the range of
choices and factors influencing the decision are the same as those that
apply to the corporate level of a multi-industry firm. In general,
though, single- and dominant-product-line firms use less complex
strategy Tformulation processes than multi-industry firms for three
reasons: (1) their smaller size, (2) their lower degree of complexity,
and (3) the fact that they usually fuce fewer strategic challenges over
any given period because of the first two factors. For similar reasons,
the strategy formulation processes of SBUs of multi-industry firms
are also somewhat less formal than those used at the corparate levels
of the same firms, They are typically more complex than those found
in independent businesses of com parable size and scope because of the
higher minimum levels of activity required of them by the corporate
system, though. In fact, for some SBUs in stable environments over-
formalization is often a greater problem than lack of formalization.

PREVENTING OSSIFICATION OF
THE SBU STRATEGIC-PLANNING PROCESS

Onece a strategy formulation system is established in a single- or
dominant-product-line business or an SBU, it often is perverted in one
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of two ways by a single cause—the infrequenc ;

gic change in any particular prndul:t,.ﬂ'mr-j:-lket gggieiufdﬁisngi:;im;
may sound shocking, especially in light of increasing rates of envi E

mental change. Ilowever, once a particular industry passes thr:m:r.t d
growth stage of its evolution, it faces very few truly strategic ﬁ;i
lenges over any five-year period, a common long-range planning hori-
zon. Thus, while a multi-industry firm may face more environmental
challenges in total at the corporate level than it did in the past, any
nme of its SBUs probably will face only a few more strategic ehallernges
than it did a decade or two ago. Because of this paucity of strategic
vhnllenges, many business-level strategic planning processes evolve in-
to sophisticated budgeting systems that aszist in the implementation
of strategy. To the extent that this happens, they become increasing-

Iy incapable of distinguishing between tactical and strategic chal-
lenges.’”

AVOIDING DIVERSIFICATION BIAS IN
THE SBU STRATEGIC PLANNING PROCESS

The [Hlttl'.ﬂ'll just deseribed usually oeeurs in firms or SBUs with con-
servative, profit-oriented chief executive officers. In firms with
more agpressive, growth-oriented chief executive officers, the typical
response of the strategic-planning system to a lack of strategic chal-
lenges from the firm's base business is pressure for diversification,
usually by acquisition. Since most such aequisition candidates are in
Li.lif early stages of their evolution, they normally face far more strate-
gle Eha_ﬂ lenges than the Tirm's base business, This usually results in a
diversif i_::atic-n bias in the firm's strategic-planning system and a cor-
FBSJJ_umImg neglect of the base business. The firm cannot yet plan ef-
Iecll}'ely on a portfolio basis, however, since the total sales volume and
priofits of the acquisitions are usually significantly less than those of
the bu:s-e ‘businesa. As noted in chapter 2, the final phase in this
scenario s the emerpence of a major strategic challenge to the base
Ihumnesa. Initially, it is overlooked because of the diversification bias
l_ﬂ. the strategy formulation system. Moreover, because of this lack
i+ ref:ngu%tim\, few positive steps are taken to meet the challenge until
tljle situation becomes moderately serious. The usual result is that the
firm reconcentrates its efforts on its base business, although almost
ilways with a loss in market share. In addition many (and occasional-

10t ie thi

i II:_IS l:-hIE process that accounts for the fact that so many firms that ostensibly
; & sophisticated strategic-planning systems often are overwhelmed by a strategic

challenge that has been ohvious to some for vears. -
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Iy all} of the new businesses are sold, often at a loss, in order to i
the cash needed to rebuild the base business.™

The moral of this story, of course, iz that single- and domi-
nant-product line businesses should concentrate their strategic-plan-
ning efforts first and foremost on their base businesses. This does
not mean that they should not diversify or make acquisitions. It does
mean, however, that cuch firms should mever engage in & series
of small, unrelated acquisitions. Rather, they should either diversify
slowly into areas close 1o their base business or, if more substantial
diversification is desired, make acquisitions that are somewhere be-
tween 20 percent and 50 percent of the size of their base businesses. It
also means that such firms should not set up separate systems and pro-
cedires for acquisition or divestiture analysis. Instead, such ques-
tions should be addressed as a fundamental part of the strategy formu-
lation process for the base business.

THE IMPORTANCE OF
DISTINCTIVE COMPETENCES

Besides concentriting on their base business, the business-level strate-
gy formulation systems of most SBUs and of single- and dominant-
product-line firms should emphasize the identification and creation of
distinetive competences to a far greater degree than they usually do.
Because of the influence of Ansoff (1965), Cannon (1968), and other
early writers on stralegy and because of the natural tendency to give
primacy to the portiolio guestion, most strategy formulation processes
emphasize product /market scope decisions, sometimes almost to the
axclusion of the other components of strategy. However, research by
Rumelt (1974), some preliminary findings by Hofer (1973), and the
theoretical arguments of Rumelt (1977) all suprest that the key build-
ing blocks of stralegy at the product/murket segment level may be
the organization's distinctive competences (that is, its unigue resurces
and resource deployment patterns) and its ability to use these compe-
{ences to create major competitive advantages in its chosen domain of
action. Thus, while the case for the primacy of distinctive compe-
tences as the basie component of product/market strategy i Tar Trom
proved, it does seem clear that single- and dominant-product-line firms
and SEUs need to increase their emphasis on the creation and exploita-
tion of distinetive competences and competitive advantages in their
strategy formulation processes.

11 Mumerous firms have taken this routs over the pest decade. AMONZ the
better known are Cummins Engine and Pacific Southern Alrways.
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CORPORATE-LEVEL
STRATEGY CONSTRAINTS

Fortunately, in many multi-product firm i

SBU scope have prevented Ehe SBUs fr(?;nﬂjfi;f;ﬁgﬁutthmq?d .
mergers, acquisitions, and divestitures or on their own prcnwileuaf;ii':1 Mo
ket scope. IHowever, there are other instances in which Euc!'frmar_
strainta lead to suboptimal strategies because they are unduly res;?iu_
tive or at least are perceived to be so by the SEU personnel ‘invu]vefi,'
Thus, SBU personnel should always question the constraints im use&
on therm ‘r rom the corporate level, whether the constraints are in iirms
oi H_w.-. 1'.}1}:_|E€tl'\-'ﬂ‘8 they should seek, or product/market scope, or resoure
availability, or other strategy components. ' I e

SOME CAVEATS

Defore rhsr:ussing the various steps of our strategy formulation model
W “'”.“m like to post three caveats about our model as a whole. Firs.!:r
there is no Fttor:!nl or concept that will apply to all situations withuu'z
some maodification. Consequently, while we think our model is quite
;_umerul. we also realize that it will have to be modified to fit particular
circumstances, Second, it is also clear that what counts in the end is
the quality of the analysis and the soundness of the final strategy, H-n'.ii
j::-l. the e%up;:mce of the process or system that produces the strategy.
Flus, f1rm‘ should have no compunetion about using a simpler strate-
£y formulation model such as the one illustrated in Figure 3.1 if it
!FI Jmhl lﬂ}u{h a I:IIU(EE] more understundable or substantially easier to use.
: T‘l v, it is important to remember that the formulation of effective
.tj.tttegmsl is only one of several steps involved in producing superior
T.un{.-‘s.nlzsltmnal performance, Tt is also necessary to design the organi-
::au:u;u}'s structure and its measurement, evaluation, and reward and
sanction systems so that they will support the effective implementa-

1 i
lion of the cl}nsen strategy in the day-to-day activities and operations
of the organization.

SUMMARY

l;:; ;hfis f.'hapter, we have introduced two strategy formulation models—
S Dsirf:z;pur?te—level _strateg'y formulation, the other for business-
ﬂruce-qsgddjgy ﬂrm}llatmn—th'at deseribe the underlying analytical
:EE S 5 : scusszed in t‘he remainder of the book. These models are in-

rrelated and are designed to be used together, with the corporate-
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level model providing the constraints and leadership Tor the business-
level model.

Both the strategy formulation models developed earlier by others, as
well as the Hofer/Schendel models, are rooted in 2 general problem-
solving model. Several of the key issues involved in the use of these
strategic problem-solving models are discussed in some detail in this
chapler,

In the next four chapters, we describe the detailed substeps involved
in the use of these two strategy formulation models. In particular,
chapters 4 and 5 deal with the analytical steps that need to be under-
taken at the corporate and business levels to prov ide inputs to the cor-
porate- and business-leve] strategy formulation and strategic decision-
making protesses,

Strategy Analysis at
the Corporate Level

SYNOPSIS

The lust chapter described the Hofer/Schendel corporate- and busi-
ness-level strategy formulation models. We turn now to a detailed
examination of the nature and kinds of analyses necessary for effec-
tive corporate strategy formulation and deeision making. The chapter
heging with a description of the purpose of analysis at the corporate
level, Then, the nature of portfolic analysis and the development of
the firm's eurrent portfolio position is diseussed. Next, the analytical
steps in identifying performance gaps and major portfolio opportuni-
ties and threats are developed. The chapter closes with a discussion of
the various corporate-level gap-closing options, including major ac-
quisition and divestiture alternatives.

STRATEGY ANALYSIS AT THE
CORPORATE LEVEL: ITS PURPOSE

Large multi-industry eompanies are, in essence, portfolios of different

businesses, As such, they have at least four fundamental advantages

over equally large nondiversified companies, First, and most im-

portant, they have a broader range of areas in which they can knowl-
69



70 Sirategy Formulation: Anglytical Cancepls

edgeably invest for growth and profits, Second, because they partici-
pate in many businessez, they should enjoy more stable growth on
average than nondiversified large firms, since they can balance
growth in one business with decline in another. Third, they have the
potential to grow faster with less risk, because they usually have wider
management skills and experience. Finally, they have a greater num-
ber of middle-level general management positions, which they can use
to train top-level general managers.

To exploit any of these advantages, however, such multi-industry
firms must be managed effectively. The heart of this management
work involves the dual tasks of resource generation and resource allo-
cation. Unfortunately, traditional, project-oriented, capital-budget-
ing techniques are of limited use to top-level managers in performing
these tasks, because these managers have neither the time nor
the capacity to understand and usefully compare all the projects that
would rise to the corporate level in large firms.! Nor do such capital-
budgeting techniques by themselves have the capacity to consider the
larger strategic context in which these business portfolio decisions
must be made.

The solution that has evolved among leading firms to overcome
these difficulties is to allocate capital resources in two stages. Dur-
ing the first stage capital is allocated at the corporate level nmong the
firm's different businesses; during the second stage, lower levels of
general management allocate such funds to specific projects within
cach business. The use of this two-step procedure also helps overcome
the problem of assessing joint effects (synergy) among projects by
delegating the responsibility for such assessments to those levels of
the organization that have the detailed knowledge of markets, prod-
ucts, and technology necessary to make such evalnations. Traditional
capital-budgeting methods are of greater value in this business-level
resource allocation task, although they again fail to capture the total
context in which such deeisions are made.

The principal tasks of strategy analysis at the corporate level are:
(1) determining the relative attractiveness of each of the firm's eur-
rent businesses for present and future investment through an analysis

tin firme such ss DuPont, Exxon, and Genersl Electric, it would not be un-
usual to receive more than 200 capital requests excesding $1 million each year.
Thus, if top management spent 80 percent of its time eveluating such requests,
it could spend only one day on each. However, studies of top management
work indicate that such executives sre seldom sble to spend more than one-
fourth of their time on cepital allocation. *This mesns that, even if they waorked
twelve hours every working day of the year, they could not spend more than
four hours on each project if traditional, project-oriented approaches were used,
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of the firm's overall portfolio, (2) determining whether such invest-
ments in total will permit the firm to achieve its overall objectives
(2) identifying the various gap-closing options open to the firm, anr.i
(4) identifying and evaluating new areas in which the firm might in-
vest if it cannot meet its objectives through investments in its existing
businesses.

;.:DFIFCIFIA.TE PORTFOLIO ANALYSIS

The portfolin analysis sections of the corporate-level strategy formu-
lation process depicted in Figure 3.3 should vield a statement of the
fFirm's current portfolio position as well as a forecast of its future port-
folio under its existing strategy, The determination of a multi-indus-
v firm's eurrent portfolio position invelves the following six steps:
(1) the firm must decide which type of portfolio matrix it will use to
plat its position, (2) it is necessary to assess the relative attractive-
ness of the industries in which the firm competes, sinece, in the long
run, no business ean be more attractive than the industry of which
it isu part, (3) the firm's competitive position in each industry must
b ussessed, sinee this will affeet significantly the firm's ability to de-
vive henefits Trom the industries in which it competes, (1) it is neces-
sury to identify unigue opportunities and threats that the firm may
face in each of the industries in which it competes which might en-
hanee or reduce its general abiractiveness® (5) it is necessary
to identify any unique SBU rvesources and skills that might alter the
cotmpetitive position assessments of its SBUs, and (6) a plot should be
mude of the firm’s current portfolio position,

SELECTING THE APPROPRIATE
FORTFOLIO MATRIX

Hefore starting any other analysis, the firm should first decide on the
type of portfolio matrix it will use to represent its various SBUs. If
the SBUs are primarily clusters of a few, closely related prodoet/mar-
ket zsgments, a product/market evolution matrix usually shonld be
uzed to develop the firm's portfolio position, particularly if it's prod-
Ucts tend to be at the early stages of their evolution, However, if the

~ *The primary difference between assessing industry attractiveness and identify-
ing major opportunities and threats is that the former activity reguires a com-
F-’“:ESDH of environmentsl characteristics and trends across all the industries in
which the firm competes, while the latter focuses on unigue opporiunites or
rizsks that might significantly alter these industry assessments.
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SBUs represent aggregations of several product/markel segments
that are only loosely related, then, a GE-type business screen normally
should be used to plot the firm’s portfolio position.

If the firm has difficulty making a decision based on these consid-
erations, it should construct both types of matrices to see which pro-
vides more useful insights during later analysis. Then, 1t can select
the approach that best fits its own situation.?

For the remainder of this chapter, we shall assume that, after con-
sidering all relevant factors, the firm has decided to use a GE-type
business sereen to portray its portfolio of SBUs.

ASSESSING INDUSTRY ATTRACTIVENESS

The fundamental purpose of industry attractiveness analysis is to de-
velop a better method of measuring the potential of each of the indus-
{ries in which the firm competes to contribute to the achievement of
overall corporate objectives than is given by a simple ranking of in-
dustries Ly growth rate alone, as is done in the BCG matrix.

A more detailed analysis is needed for two reasons. First, growth
rate is not always an adequate surrogate for long-run profitability,
sinee profitability is also influenced by other factors such as barriers
to entry and product differentiation. The second, and equally im-
portant, reason for considering factors other than growth rate is that
different companies have different objectives and different trade-
offs among their objectives® Thus, a conservatively oriented firm
might find an industry with moderate growth but high current profit-
ability more attractive thun an industry with more rapid growth but
lower near-term profitability or higher risks. Alternately, a closely
held firm might be willing to trade off both growth and profitability
to aveid environmental and legal entanglements that threaten control
of the firm.

8 Typically, product/market evolution matrices ere used by small muld-
industry firms, while GE business sereens are used by large multi-industry firms,
although both types of matrices are sometimes used by such firms to provide
as many insights as possible into the corporate-level strategy formulation process.
Most very large multi-industry firms also use both types of matrices, but in &
different way. In such firms, the GE business screen iz used to plot the positions
of the firms' various SBUs. Product/market evolution matrices are then uced
to plot the portfolio positions of individuzl product/market segments within
each SBU. Such product/market segments then are managed as I they werg
independent businesses.

4We are amssuming that firms have multiple objectives and are not profit
maowimizers in the sense of classical sconomic theory, 2n assumption that sguares
with real-world experiences.
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The actual aszessment of industry attractiveness involves four st
First, the firm must decide whatl faclors it would desire or ?FI:\;
tn avold in the industries in which it will compete N Second, it
niust attach priovities in the form of weights to each of 'the faetnr:ﬂ :ilt
selects. Next, it must rate euch of the industries in which it currer;ﬂv
competes (or is considering entering) on each of these attractiveness
criteria. One way to aceomplish such a rating is to compute a weigh-i:
ed score for each industry as illustrated in Table 4.1, Finally. this
welghted seore should be checked apainst ratings based on grn“‘i’l‘l rate
and industry profitability to see whether the results seem reasonable.

Selecting Altracliveness Criteria

Typically, industry attractiveness criteria are derived from three
sottrees: (1) the objectives and characteristics of the firm (for exam-

Table 4.1 An Industry Altractiveness Assessment Matrix

WEIGHTED
ATTRACTIVENESS CRITERIA WEIGHT * RATING ** SCORE

Siza 15 4 G0
Growth A2 3 36
Pricing .05 3 15
Market diversily 15 2 .10
Compalitive struciura 05 3 .15
Industry profitability .20 3 B0
Tachnical rale .05 4 .20
Inffatiaon vulnerability 05 2 .14
Cyalicality 05 2 10
Customer linancials 10 5 .50
Enargy Impact .08 4 a2
Social G0 4 -
Enviranmental GO 4 -
Leqgal GO 4 -
Human 08 4 .20

1.00 EET

Some criefa may be of a GO/ND GO type, For example, many Forfune 500
firms prabably would decide nolb to invest in industries that are viewed negatively
by our sociely, such as gambling, cven if il were bath Jegal and very profitable
it da sa,

T 1 wery unattragtive
5. highly attractive
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ple, growih, profitability, and social role), (2) the demands or con-
straints placed upen the firm by outside influences ( for example, ener-
gy impaet and environmental considerations), and (3) the econpmic
and technological characteristics of industries that would directly af-
fect the first two types of factors (for example, pricing, market
diversity and structure, and customer finanecial strength).

rating such lists, but in restricting

The real problems are not in gene
in ensuring that

the number of criteria to manageable proportions,
they are stated in sufficiently generic terms so as to apply to all of
the industries in which the firm gompetes, and 1n making sure that
they adequately reflect the firm's desired vhjectives.

Weighting the Criteria

The weights that are attached to the various eriteria should directly
reflect the importance of each in realizing the objectives of the firm.
Consequently, top management should be directly involved in the
weighting process in order to insure that the desired results are
achieved. Since the final weights need to add up to 1.00, it probably
will be necessary to go through the weighting process several times in
order to construct a consistent list of criteria.

The practical problems of developing a set of weights that accurate-
Iy reflects the {irm's entire goal structure suggest that, in many in-
stances, some criterin should only be measured on & GO/ N0 GO basis,
while the rest are weighted according to a priority system, Practical
considerations also sugpest that no more than seven to ten criteria
ahould be used to assess industry attractiveness.

Rating the Individual Industries

In rating the individual industries in 2 portfolio on each attractiveness
criterion, primary consideration should be given to the performance of
all industries in the economy on that criterion, as well as the range that
exists among industries in the portfolio. For example, if a firm par-
tieipated in five industries with growth rates of —1 percent, —2 per-
cent, —3 percent, —4 percent, and —5 percent, respectively, it should
not score the first as b (very attractive) and the fifth as a1 (very un-
attractive), Rather, after considering the rate of growth of GNP, all
five probably should be scored as 2s (unattractive) or 13 {very unat-
tractive).

Such industry ratings can be done subjectively on the bazis of col-

lective judgments; but, preferably, they should be done more formal-
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Iy, using ohjective data and explic i
: wplicit rat i
teria such as growth rates and industry Lnri:i{.:;?rl?; fspecmll}' .

Checking the Weighted Rankings

Once all the industries in its portfoli :

ings should be checked agai]::mt se;;f-l-i‘: ::En}:i;gk?' ;—2&39 rank-
growth rate and pl:ufitahility to see whether the rr;':a:’.ultgm';I only on
'q.t JIE'. A check against top management’s general npiniuzesmﬂt st
firm's overall performance also would be in order. 1f maj S
encies are tound, the industries that seem to he. uesti Jor hlI]]cnnms!;_
be examined until the source of the difficulty is logatedmna ¢ should

ASSESSING COMPETITIVE POSITION

The second assessment needed
| | assessmel 0 complete the matrix i 7
;t:i:l{nl ::mpﬂ:,ltlwﬂ positiom of the firm for the industry il:: lilﬁe;.}iqfrhﬁe
umental purpose of competitive i is i 1 )
i : position analysis is to dev
;[r:ﬁ:: :;,—i ;?ea.sil :E: uf_ the long-term growth and profit potential E}Etlm;
o rE : erent businesses than is provided by a simple assessment of
nt market share, as the BCG approach suggests. H

n-;frh:: :1;;; f c}c:m.ple:t,e analysis is needed for two reasons. First, cur-
reid p‘rnﬁt 5;;1.3.;? not an adequate indicator of a business's ’Inng-
i pm;i::i .ent i{.],lwen_ though much recent research sugpgests
H..'-heval%;ar ].."]T ;esrrf.l ationship between profitability and market share
Mgt I|;mre,-|.r c nﬂq&lfﬂer e!;_ﬂi, lﬂ'i"df Hatten 1974; Patton 1976 9).
o {Jtl':er i, um-’. tfu‘, profit pntentm! also is influenced by a num-
e .f nfzg ional ulr_aracteristms and competitive weapaons,
s m;& e producl quality, adequacy of distribution, facilities
— [:Dr m 1 x_t:im:}etary *fnd key account advantages. The second
Ve il mrce‘:fl ering "r'a:r'mh]es‘ in addition to market share is that
el e,‘c{;e ftltct?;*s of ‘the Ilrm’ls various businesses usually dif-
oot n‘. _hL]s, if & multi-industry firm wishes to achieve

ynergies at all in its corporate strategy, it should have an ex-

4 Far ti I ;
mamem;{;;:ﬂ%ﬂ;iézslaucrll?- inclined it would be possible to create a multi-variate
Peefatiatie. AeALL T ET-S'“E various attractiveness criteria to different industry
bl f. ares. uch a r_r,ndtlat then could be used to assess the relative
of different industries in & relatively rigorous, objective fashion.

% Patron’ :
among nhjse:fifrg I-IE:;-IE more complex research methods that consider trade-offs
profitability in T.hemh“:amd a negative relationship berween market share and
SSIMGHE corpeticive pusint A FiLhos o eo bt S et s
i ong had higher profitabili
wi 3 - ty, on the
th less-strong competitive positions over the long run, average, than thoss
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plicit and detailed understanding of which of its competences, re-
sources, and competitive advantages have produced dominant market
positions.

The actual assessment of competitive position involves five steps.
First, the firm must identify the key success factors Tor each of the
industries in which it competes or would like t0 compete. Next, for
ench such industry, it must weight the relative importance of each
of the different key success factors of that industry. Then for each
of its businesses, it must rate or assess its competitive position on
each of the key success factors pertaining to that business. Next, a
computed, weighted competitive position ranking for each of its busi-
nesses can be developed as slustrated in Table 1.2. Finally, these
weighted rankings should be checked against rankings based on mar-
ket share to see whether the results seem reasonabile.

Table 4.2 A Compelitive Position Assessmen! Matrix

WEIGHTED
KEY SUCCESS FACTORS WEIGHT RATING ** SCORE

Markel share A0 5 50
SBU growth ralo e a =
Braadih of product ling 05 4 20
Solos distibution gllgctiveness 20 4 a0
Proprietary and Key accounl advantoges % 3 =
Price competilivaness X 4 -
Advertising and promolion ellectivensss a5 4 20
Eacllities location and newnass o5 5 25
Capacily and productivity * 3 -
Experlence curve pfiacts 15 4 &0
Asw malerials cost 05 4 20
Value added X 4 -
Aelative product quality A5 4 60
A and O advantages/ position 05 4 20
Caszh throw-off A0 ] 50
Celiper of personnsl % 4 -
General image 05 5 .25

100 430

* For any particuiar industry, thare will be some factors that, while imparignl in
general, will have little or no eflect on the relative compettive positian ol firms
within 1hat Industry. Il is usuelly better to drop such factors from the anslysis
than to aesign them very low waights.

v - yery weak competitive position
5: wery strong competitive position

I EEEERRRN——.
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Identifying Key Success Faclors

ey success factors are thos iz i
fluence. tlhrnug’n‘ its decisions ih;?rézglﬁf:c?: D}?_nagemant ean in-
competitive positions of the various firms in ang?ldmanﬂf T oyl
?urs usually vary from industry to industry W[ilthliatry' ThEE'E i
.n:d ust}}'. however, they are derived from th.e intenmﬁan}' il
of v_armhles. _namel:.r, the economic and tec]mu]nginalL:h o tWG s
,,Lj:E llndusftr:r mvulved‘ { fnr example, segmentation, !:u.u.rir?;c,lr;.R ni::ftﬁrﬂms =
gree o pnfdu{:t _d.ifterant-iatiml} and the competitive %._ﬂﬂﬂ
which the various firms in the industry have built their 5tr:1:i?::i:fz:

example, sales effectiveness q
| 88, praprieta 3 ;
and relative product quali t:.;]. ry and key account advantages,

N .

Tm:.t?:irsrs:::;. siuch fa_ctorﬂ are known quite well to the various firms

) mmmersg& nhan industry, alt_hnugh they may not always be clear

i Sergias Ltuc . as firms considering entry into the industry. In

sk S stunces, however, they ean be identified through a com-
n of sensitivity and elasticity analyses.” The major practical

problem is not in identifyi y
P fying such factors, though, but in weighting

Weighting the
Key Success Factors

:i}!:;u;::L:*!;?]t:eilﬂt}:“‘[ﬂm attached to the different key success factors
ShowaIeeat _.!_E_ r relative :nlp;iht:t_s: on_overall profitability, market
v s T el s o vsoan o
e ncustry nyeived: is is difficult to do, since ev -ane tends
I\:fj;?n;zb -:;%e}*.u:;tn_n}##_@_tfq underestimate their relative _S_Egngﬂ{iﬂgsg
e Sﬂ R:Eﬁ’a more 'ﬁztlﬂ‘nced perspective, it usually is desir-
st enm:ﬁ rep:rea:enmtwes from each functional area in the
Qi ot En ess. Again, it pm:!mhly will be necessary to go through
o et ¢ process several times in order to ensure consistency
that the final weights add up to 1.00. — ?
g ; sl B

) Si?;‘;':;'i li‘;;"l_?l:cpmmml problems encountered in developing such
- dli’ff .1.5. hat the relative importance of the key success fac-
et b such E‘._ﬁ among market segments in a highly segmented mar-
R E“d‘:“'““mStHI}EES: the determination of the appropriate
e s pen l:-t on the firm's business strategy in that industry. If
sl EIT 18 10 compete across all, or most, product/market seg-
e industry, then a composite assessment should be made

"5
22 chapter 5 for a description of these tools.
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using the weights appropriate to each segment.® Tlowever, when the
firm plans to compete in only one or two segments of & particular in-
dustry, then the weights appropriate for these segments should be
used to aszess relative competitive position.
Two major caveats are in order here. First, in most industries,
there are usually only a few key success factors that have any sul?-
stantial impaet on relative competitive position. i?unsequeut_ir. it
is normally far more useful to limit the list of key success variables
to, say, five factors and to spend more time on getting & proper
weighting among these five and on accurately ranking the firm's com-
petitive position on each of them than it ig to try toget a comprehen-
sive list of ten or fiftecn factors? Second, because of the complexity
of this procedure, sometimes one can get caught up in a “numbers"
game, rather than concentrating on the f undamental market and com-
petitive forces that determine the firm’s relative position in the in-
dustry. If this is a danger, the weighting procedures might be elimi-
nated altogether, with managers asked to spend their time identifying
the five most important kev success factors in their industry and their
relutive position with respect to them, since the purpose of this analy-
sis is to assess accurately the fundamental forces af fecting the firm's
competitive position and not hecome bogged down in numbers.

Rating the Individual Businesses

In assessing the position of & business on each of the key success eri-

teria, it is usually more useful to identify the strongest and weakest

firms in the industry for each criteria first and then compare the
firm's position to those extremes than it is to make the comparison
against the industry agverage”. When making such rankings, the
second best firm should not automatically be ranked a “4” since it may

be far closer to the weakest firm than it is to the strongest. In the

computer industry, for example, 1IBM would be ranked 5 on sales and
service, while the next strongest firm might only receive a ranking of
2 pr less.

B f there is only one major segment in the market, such as is the case with
beer, then the weights for that segment peually can be used in place of & more
composite industry asscssment On the other hand, when there are many almost
equally sized segments, one often can give equal weight to the most jmportant
key success factor for each segment without seriously prejudicing the analysis.

& By way of illustration, if the six factors in Table 42 with the lowest positive
weights, Le., weights of .05, were eliminated alipgether and the weights of the
remaining five factors were normalized te 1.00, the weighted rank of this hypo-
thetical business would drop only from 430 to 42%

Strategy Apalysis at the Corporate Level 79
checking the Weighted Rankings

Once the competitive position of 4 busi " .
cedure just deseribed, this ranking s%i:ﬁ?ifeiiiﬁizﬂ'hy e .
ingr based solely on current market share to see Whethg;mt;t a rank-
seem Teasonable. 1f there are major discrepancies, a com Sk
a reml::mg: of past, current and projected market Eh;lﬂ: shmpj?gl Eu W'ldth
If major 1ncur1$istEIlciES are still found, the assessment of wei hi,I:,zm li{
relative rankings on each success factor should be reexaming d an
the source of the difficulty is located. ' i

IDENTIFYING UNIQUE INDUSTRY
OPPORTUNITIES AND THREATS

The major purpose of anulyvzing each industry separately at the cor-
porate Tevel in a multi-industey firm is to identify unique op .urtun'=
ties or threats in these industries that might alter signifimEtIy 1hle
jl]!]ﬂ'TﬂEI’ltﬁ’f’ﬂHdE earlier about the relutive attractiveness of the in-
lIu.ﬂi:l'}".ul 'hus, this analysis can be regarded as a double check of
the industry altractiveness analysis. ) ’

Table ~I.:'1Ilisl,s some of the variables that should be examined during
+.=zu_-h such industry analysis,. When performing this analysis two
points rIE{Efj. to be kept in mind, First, while Table 4.3 is rel::;tively
rrl}n_lplete, it is not exhaustive, since there are usually some factors
u.\]m:h should Ifu examined that are unigue to the industry invulved.
{_.ljm:-:E:r[u&n[]}*. if other factors seem directly relevant, they should ha:
mtljx:mm}ed to the extent that time permits. Second, and more impor-
1"1“-1' sinee the purpose of the analysis is to identify unique opportuni-

les_und threats that might alter assessments of industry attractive-
;tz-:h. !{y f_m' the greatest attention should be focused on those factors
i examined as part of the industry attractiveness assessment proc-
" fnzm;;;mrnppnrtuniti?s or t.hreata‘ are found, they should be treated
50 it:., T'H“-n ways, If it is highly likely that the event will occur and
L. i m‘fpalct the performance of the entire industry, then the at-
. eluress ]-1[ ating of ‘that particular industry should be modified ac-
ﬁppoﬂi }i.” owever, if t.h_e chances are only moderate that the unique
Segmentll ;3‘3 or tl_'Lreats will eceur, orif they will only impact selected
e s of the industry, then they should be noted as a strategic

: 0 be considered during the business-level strategy formulation

" During the business-level strategy formulation process, each industry will be

2nalyzed in more d ting
i epth to develop speclflc business strategies i
Malor apportunities and risks facing the industry. SR RT T o
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process and strategic decizsion-making stagss of the corporate smmgy
¢ industry’s attractivensas

formulation process. In such instances, th
rating should not be changed.

Table 4.3 Faclors 10 Consider in Identifying Unique Opportunities and
Threals

Supply Faclors

Markel Faclors Industry Factors
raw matarial avaitabillty

size product differentiation

overall growth rate sallar concentration 5upp1y-fdemand balanca

stage of produ ctf markal

avolution barriers to aniry supplier conceniration
segmeniation valie added cosl trends

sogment growih rates yarlical imegration import/export barmers

buyar cancentration capital intensity

price sonaltivity and
slability aconomies ol scale

changes in product of
process technology

digtribution channgls

capacity utitization
industry pr alitablity

demand cyclicality
dampnd season nlity

customer financial
atrangih inflation wulnerability

pxport opporiunities

IDENTIFYING UNIQUE
SBU RESOURCES AND SKILLS

Just as unique environmental opportunities and risks may alter the
industry attractiveness rating assigned to a particular industry, S0

unique SBU resources and skills may alter an SBU's competitive posi- -

tion rating.

Gince the initial determination of competitive position normally
focuses on the key success factors appropriate for the industr¥ in-
volved, this final check should focus on major SBU resources and skills
that are nol in areas typieally considerad eritical for success in that
particular ipdustry. Once such strengths are identified, it is then nec-
essary to assess whether the SBU involved can baild any significant

S — ——

Strategy Analysis at the Corporate Level B1

competitive advantages on them, If s

ol 7 . o, the ' initi e
position rating should be changed. If not Sf iz:ﬁ;mﬂ SUmIpeLIIve
i1 doubt, it is usually wiser not to dkihin re e not be. When

pPLOTTING THE FIRM'S
CURRENT PORTFOLIO POSITION

ﬂf”m, the above analyses are completed, the actual position of all th

f{ rm’s E?ET_TH sh::m!.d be plotted on a matrix like the one i'ilw-:trited in
Figure 2.2; thu_t‘ is, with the areas of the circles ]:rnpﬂrt.iu;m] t tll';ﬁ
size UF the various industries involved, the firm's current m:: k ”
share in each industry depicted as a pie-shaped wedge, and the Eirl;:lsz

centered on the coordinates of the SB1's i
i 3 + " i ] d ; I ;
competitive position scores. b Stiastvest s

CORPORATE-LEVEL
STRATEGIC GAP ANALYSIS

The :]ef;errminution‘uf major strategic issues and performance gaps f
':I'l r:lultm.nduss.tryr firm involves five substeps. First, the f irrm*splazt
}'Irl_hi:IIESS 1Jﬂl'th1IL:| must be asseased and its future p'usitinn pm‘elu:ted
:‘Illitlh tiu assumption that there will be no changes in its stratemr.J Sec-
L:;r;! : ifp#ft" present, and projected portfolios must be analyzed in
o ‘-\[E“ nl'l.l'eml] balance, growth and profit potential, and level
1.'11'1; inéli I:Eextl. these portfolios need to be examined in order to iden-
¥ grf:; idual SBUs that ire expected to face major strategic issues
imp‘f:; : fl'mnnm:* gaps during the firm’s planning period. Then, the
_ Lﬁr r:'s sup.ther. competitor, and broad environmental trends on
st current and future portfolios must be nssessed. Finally
e firm's future performance should he projected and compared wiﬂ‘:

its desired levels of i
; performance in order b i i v
gaps at the corporate level. Py s

ASSESSING PAST AND
FUTURE CORPORATE PORTFOLIOS

The i . 0 AT

g;;sférst Etep, in 1den‘t1f:~r‘mg major strategic issues and performance

i or r:tuln_-mdu?t}'}r firms is to assess their past and project their

gl & po _fuhu positions. This requires the firm to select a plannin
orizon, if it has not already done so. ’
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Typically, a firm’s planning horizon is defiped in terms of years,
with five, ten, and, occasionally, twenty years common. Planning
horizons should be selected on the basis of lead time required to Te-
spond to potential strategic changes or the time needed to implement
major changes in strategy.

For firms starting the strategic planning process for the first time,
the past portfolio should be constructed from historical data in the
same way that the current portfolio was developed in the last section.
Queh historical analyses need to cover time spans sufficiently long to
reveal long term trends in market and competitive behavior, Firms
that have already engaged in strategic planning should use their past
portfolios, although some review of each is usef ul to check the accuras
ey of such past assessments,

After a firm's higtorical portfolio matrix is constructed (or checked
for acouracy ), the future positions of its 3BUs should be 1 orecast, as-
suming neither it nor its competitors will make any changes in their
corporale or business strategies. flowever, such inertial projections
ahould reflect the changes that the firm expects to ocCUt in the various
industries in shich it competes.

Although these projections can he made by using linear extrapola-
tions from past and present portiolio matrices, it is fur more accurate
and wiser Lo project the evolution of each of the industry attractive-
ness and competitive position factors separately and then to combine
them to develop a forecast of the firm's future portfolio position. The
lutter approach is absolutely necessary if there is a reasonable possi=
bility that strategic changes may occur over the planning horizon.

ASSESSING OVERALL
PORTFOLIO BALANCE

To assess the overall porfolio balance of a multi-industry firm, its pres-
ent and projected future portiolios should be compared with an ideal
portfolio like the one shown in Figure 4.1. This portiolio is ideal, be-
cause it has: (1) only winners and (2) enough established winners
to finance the growth of its developing Winners. In practice,
it would be extremely difficult to generate such an ideal portfolio,
however, because most estahlished winners, even though usually self-
supporting, do not produce ¢ash surpluses large enough to support
the growth of the firm's developing winners. Consequently, an ideal
portfolio in practice would include a few profit generiiors that have
the high positive cash flows needed to support the firm's developing
winners., Such 2 practical, ideal portiolio also probably would con-
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tuina few small qu#stiﬂn el busi
2 businesses, since it is almo 1 zible
_ 7 g ce it is g i jiju} 1
to have all the firm's new bunginesses hecc:me winners s el

Figure 4.1 An Ideal Multi-industry Corporate Portfolio *

Competitive Fosition

Strong Average Waak
G
High Question
Mirks
Winners
" L
b
> o
¢ 2
2% Mediurn
= E Average Losers
< ; Businesses
Low
Losers Losers
Frofit
Producers

o [ i

. me:r :Dﬁ:ﬁ‘:‘il:lah;: édﬂnw the urlan_lauun (i, &, growth, profit, or batance} of
scresn, because th ; solely on the information contained in the GE business
Fat Ibiios SEusaE ﬂf;éﬂ;_ does not rellect all the information needed to do so.
thfioliipliop Steamaiiln ot G, and H could be developing winners In very large
| could represent en: :nws in smaller markets. Likewise, SBUs A, D, E, and
i e er developing potential winners in large markets or established

all markets. In ihe majority of instances, howsver, the pattern of

SEU sizes and i
positicns de is fi
idesl partialio. picted in this figure would correspond to a baanced,

Also. |

> it:i,n ]11; should be‘noj:e!i that the ideal portfolio depicted in Figure

g -;:.:tofe of antmfmﬂ,e set of such ideal portfolios. The members

s " 4 ange1f1_nm low-growth, high-profit portfolios (hereafter
profit portfolios) thal have many large established winners com-
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bired with a few developing winners, to high-growth, moderate profit
portfolios (hereafter called growth portfolios) that have just enough
established winners (and high-cash-flow profil producers) 10 support
a large number of developing winners. Tvpically, such low-growth,
high-profit fivms have low debt /equity ratios and high dividend pay-
ments: while the high-growth, moderate profit firms have high debt/
equity ratios and low dividend payments.”

When a firm compares its portfolio with such ideally balanced port-
folios, it will almost always find its pertfolio is not ideal hecause it
will have some businesses with average competitive positions in indus-
tries with medium or low attractiveness and possibly even some busi-
nesses with weak competitive positions. In short, in the real world,
even Tirms that are considered to he well managed will have some
aperage businesses in their portfolios, and usually a few question
marks and losers, 10o.

Moreover, many multi-industry firms have portfolios that are sig-
nificantly unbalanced, even from this practical perspective. In this
regarid, there are four busic types of unbalance, each of which has dif-
forent symptoms a8 indicated in Table 4.4. To determine its overall
portfolio balance, & multi-industry firm should compare its pust, pres-
ent, and future portfolios with the three basic ideal portfolio types
(growth, profil, and balanced) and, at the same time, compare its over-
all corporate performance for the past five to ten years with the sets
of symptoms listed in Table 44. In combination, these comparisons
chould indicate the growth and profit potential of the firm's existing
portfolio, as well us the ways in which it is unbalanced.'® In this re-
gard, it should be noted that both the variability of overall growth and
profitability and {he level of overall corporate risk inerease at least
in proportion to the degree af portfolio imbalance. Stated differently,
halanced portfolios produce steadier, more dependable growth and
profits at lower levels of overall corporate risk than unbalanced port-
folios.

iL While the financial risk asspciated with profit portfalios is gsually less than
thar sssociated with growth portfolios, the market risks associated with the
former are higher than those associated with the latter. Thus, the total corparate
rigk of the two rypes of portfolios would be about the same.

12 |y is possible for the firm's portiolio to have & combination of the four basic
types of unbalance. It should be noted, though, that a firm cannot have simul-
taneously too many profit producers ard too Many developing WIODETS, although
it could have tuo many losers, too many guestion merks, and too many profit
producers (or WInmnEers).
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Table 4.4 The Four Basic Types of Unbalanced Porifolios

E_la sic Proniam Typical Symploms

Too many lasers Insdequate cash flow
inadeguate profils
inadequate growth

Tao many question marks Imadaguale cash low
Inadequate profits

Too many profit producers Imadeguete growth
Excessive cash flow

Too many developing winners Excessive cash demands

Excassive demapnds on managamant
Unslable growth and profits

= _

SOUACE: © W. Holer and M, J. Davoust, Succe
i A s&ful Strateg) -
Rl ey ategic Managemaon!, (Chica

A complicating factor in this analysis is that, when trying to develop
4 balanced eorporiate portfolio using a GE business screen, one cannot
rEmke the direct correspondence between SBU portfolio position and
hf_}ll 5‘}:41:, growth rate, profitability, and cash flow that is possible
with BCG or product/market evolution portfolio matrices, The
Feason for this ie that both industry attractiveness and competitive
position are composite, rather than single, measures of position. This
means that each cell in o GE porifolio matrix will contain a variety of
different types of SBUs. Winners, for example, are usually of htwn
'L_'ir'nurﬂ-xT although other possibilities do exist, Specifically, most winners
ire elth_er small- ta medinm-sized businesses with strong positions in
dem_&iupmg markets (developing winners) or large- to very large-sized
}Jli.I.SinEEEE.S with strong positions in maturing markets {establizshed
winners). TLosers are also normally of two types; that is, large- to
very large-sized businesses with weak positions in saturated markets
ilstai)]f—: losers) or small- to medium-sized businesses with weak posi-
tons in declining markets (declining losers). Average businesses are
just what the name implies; that is, they are usually medium- to
lurge-sized firms with average positions in mature or s:atu.ratad mar-
kets. Question marks, on the other hand, could either be small-
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to medium-sized businesses with weak positions in markets in the de-
velopment or growth stage of their evolution (high-potentizal question
marks) or medium- to large-sized businesses with weak positions in
the shake-out or early maturity stages of their industry evolution (low-
potential question marks). Profit producers. by contrast, arve usually
large- to very large-sized businesses with strong positions in mature
or saturated markets (cash-generating profit producers}, although
they could be medium-sized businesses with strong positions in devel-
oping markets that have very low profitability because of low value
added and high excess capacity.

In some instances, additional knowledge about the stage of evolution
of the market in which an SBU competes is not sufficient to indicate
its cash flow potential. Thus, while most businesses with high shares
in mature or saturated markets generate high cash flows that substan-
tially exceed their reinvestment needs, this is not always the case.
One set of exceptions would be ext remely capital intensive businesses
in highly competitive markets, since such businesses would have high-
or than average capital reinvestment needs and lower than average
margins and cash flows.

IDENTIFYING INDIVIDUAL SBUs
FACING MAJOR STRATEGIC ISSUES

In addition to looking at overull portfolic balance, multi-industry
firms need to identify individual SBUs in their portfolios that will
face major strategic issues in the future, The first SBUs that fit into
this category are all the firm's current gquestion marks and losers,

There are, however, three other types of SBUs that fit into this
category. The first are those SBUs that are forecast to undergo ma-
jor shifts in their competitive position if changes are not made in
their business strategies. The second are SBUs that will face unigue
opportunities and risks in some part of their environment or domain
which have been highlighted during the process of assessing the firm's
current portfolio position. The third are those SBUs whose current
performance is not conszistent with their current competitive position;
that iz, SEUs whose current performance is far stronger or far poorer
than its current position would indicate it should be.™

All such SBUs should receive special attention during the remaining
phases of the corporate strategy formulation process. In addition,

L For an SBU of the stronger type, see SBU C in Figure 22. For an SBU of
a poorer type, see 5BU B in Fipure 2.3,
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tl.w;; should be especially rigorous in formulating business-level strate-
gies to meet the major strategic issues that they face,

ASSESSING THE IMPACT OF
BROAD ENVIRONMENTAL TRENDS
ON THE FIRM'S PORTFOLIO

tecause of the increasing complexity and turbulence of the economie,
lechnical, social, and political environments in which business firms
must exist today, a critical aspect of the strategy formulation process
in multi-industry firms is the assessment of the impact of changes in
rompetitor actions, in the availability and price of major inpﬁt re-
sources, or in broader environmenlal variables may have on the cor-
poration as a whole,

Competitor Analysis
al the Corporate Level

At the eorporate level, competitor analyses should foeus only on those
firms that compete head on with at least 50 percent of the SEUs in
the firm's portfolio. By contrast, competitor analyses for firms that
compete head on against only a few SBUs in the firm's portfolio
should be done at the business level, Thus, for a firm such as Gen-
eral Electrie, corporale level competitive analyses would include as-
sessments of the strategic aclivities and actions of firms such as
Westinghouse, Phillips, and Siemens, while competitor analyses of
firms such as United Aireraft in jet engines and Zenith in appliances
would be done at the SBU level, The reason for such corporate-level
competitor analyses is to focus attention on the likely pattern of port-
folio responses of such full-line multi-industry competitors that might
not be appavent if the analyses were done al the business level,

The major analytical steps in such corporate-level competitor an-
alvses ave to construet past, present, and future portfolios for such
competitors, uging, to the degree that this information is known, their
planning horizons, their SBU definitions, and the type of portfolio
matrices, if any, that they have chosen to use in their strategy formu-
lation processes it

14 Changes in any of these varizbles can lead o the identification of different
strategics thanp the firm would develop using its own horizoms, SBU definitions,
and matrix cheice. 17 there i doubt about the procedures used by compettors,

it may be worthwhile to plat their competitive positions under a variety of possible
Esumptions.
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Once these portfolios are developed for a competitor, they should
be compared with the firm’s past and present portfolios and itz com-
petitor's past actions to deduce the competitive portfolio strategies
that this competitor has been following. Interesting fuestions can be
raised, such as “‘Has competitor A been attacking your profit producers
with his losers to lead you to overinvest in your profit producers and
underinvest in your new winners and high potential question marks?”
(See Figure 4.2 for a visual display of this portfolio strategy.)

After the past competitive portfolio strategies of such full-line
competitors have been identified, the firm's present and future port-
folios can be compared against each such competitor in order to identa-
fy competitive portfolio strategies that might be used against the com-
petitor and to anticipate those that the competitor might try to use.

Since it is always difficult to be detached about the aszsumptions
made and perspectives used during such analyses, it is sometimes use-
ful to assign such competitive analyses to separate arganizational com-
ponents whose job it is to assume the competitor's role and act like
them.!" The key is to identify the competitive strategies that might
be used and, from these, to identify the options that might be Tollowed
{o deal with them.

Weak

Your Firm
Average

Competitive Position

Strong

Assessing the Availability
of Input Resources
at the Corporate Level

Weak
E

Competitive Position
Average
F
B

Because of the increasing constraints on various physical, financial,
and human resources, most large multi-industry firms are now de-
veloping both corporation-wide and SBU assessments of their need
for, and the availability of, such resources. At the corporate level,
such assessments foeus primarily on those resources that are used
intensively across the whole corporation; while, at the SR level, the
forus is on those resources used most intensively by the SBU involved.
Thus, in a firm such as Alcoa, forecasting for resources such as melt-
ing furnaces would be done at the SBU level while forecazting for re-
sources such as energy would be done at the corporate level.'®

Competitor A

Strong

Figure 4.2 lllustration of Competitive Attack on Profit Producers by Competilor's Losers

15 This type of procedure is often yeed by the military in trying 1o anticipate - E
the strategies of opposing forces. In fact, the military often go so far as to pre- = = 3
pare complete dossiers on the background and thinking of the leaders of opposing L & 3
forces in order to help predict what types of strategies they might follow.

1% In some circumstances, the corporste-level stratsgy formulation insructions e
given to all SBlU=z may include requests o develop special jmpact statements
and/or contingency plans related to Input resources considersd to have particular '3;}:::;1:;@'

corporate-wide significance.
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The two most difficult aspects of such {orecasting are: (1) deter-
mining changes in the levels of demand for such resources in the vari-
aus unrelated industries that use the resourtce in question, and (2) de-
termining the amount of new supplies and types of substitute resources
that will be produced as & result of basic changes in price levels. Ex-
cept Tor resources with a few very coneentrated user patierns, changes
in demand must almost always be forecast through the extrapolation
of past trend lines or through input-output 1ypes of analysis that may
overlook new users. Unfortunately, the same types of restrictions
alao apply lo the forecasting of future sources and amounts of supply.
In general, forecasting human resource needs is easier than forecast-
ing financial needs, which is, in tuim, gusier than furecasting physical
resources needs.

Once such forecasting is completed, it often suggests areas in which
the corporation may be able to establish gignificant advantages over
its competitors because of its grealer access to such resources. Gen-
eral Flectri¢, for example, was able to take advantage of the con-
straints on Westi nghouse’s supply of uranium to improve significant-
Iy its competitive position in the puclear power business. Such fore-
casts nlso might reveul potential areas for forward or backward inte-
gration.

The muin purposes of such forecusting, however, are: (1) to alert
the corporation o areas where it may need to develop specific plans
for increasing its supplies of critical resources, and (2) to alert the
corporation to considerations that it should huild into its overal] con-
tingency plans.  An example of the former type is the forecasting of
key general management personnel neeils across the corporation; the
anticipation of major disruptions in energy supply is an example of
the latter type.

Broader Environmental
Forecasting at the Corporate Level

During the past two decades, the impact of changes in the corpora-
tHan's broader economic, demagraphic, technological, social-cultural,
and political-legal environments on itz growth and profitability has
become even greater than it was in the past. Some small firms, for
example, have been put oul of business by erronecus actions taken
by federal regulatory apencies.’” Consequently, many major corpori-

17 In 1973, the Marlin Toy Products Company was arroneously included in 2 list of
firms whoss toys Were perceived to be dangerous: 1o children by the Consumer
Product Safety Commission. This listing caused Matlin Toy Products, Inc to lose
so many orders that it went bankrupt before it was zhle to get its name removed
from this list
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tions have established environmental forecasting systems to assess th
impact that future changes in such variables m.iy have on th .»_-Ee -
tion. At the corporate level of multi-industry firms 1:&1«1-E ;ID?FE-I
focus of such analysis and forecasting is on those ’envirgm;mptzl
changes that would affect the corporation as a whole. To avoid .
looking any such changes, an outside-in forecasting process uaua?lﬂre?_
nzed at this level.t? {(Outside-in forecasting systems first assass} 11?
the changes that are likely to oceur in the firm's broader envin‘.?
ments and then try to assess the impacts of these changes on the bu;:
:r'lt"Sa_"-. lns_ide—crut approaches first identify specific environments that
have had impact upon, or are expected to have impaet upon the busi-
ness and then forecast the changes that are expected in suﬂ; environ-
mer!ts,} One of the principal difficulties encountered in doing such
environmental forecasting is determining the variables that should be
ann_lyzml and forecast, since there are literally hundreds of different
v_:n'mblea that might affect the corporation, (See Table 4.5 for a
tist of some of the more important of these.) .

_ Once the broader environmental variables to be studied have been
identified, there are a variety of tools and techniques that can be used
Lo flnrmmt the future trends and changes in trends for each of these
1_mr1_4-1hles. Same of the more important of these tools are trend pn:-;
jections, leading and lagging indicators, input-output models, Delphi
forecasts, en velope curve analyses, relevance trees, historical analo-
gries, alternate scenarios, and cross-impact matrices. During such
forecusting, the principal focus should be on the broad, long-term
putterns of these trends and changes, although ghort-term variations
wre oceasionally important.

Next, an attempt should be made to forecast the interactive effects
umong different variables of the trends and changes in trends fore-
cast for each individual variable, since it is often these gecond-order
mte-i::a.cr:iw.-e offects that create the greatest opportunities or threats
for individual firms. Probably the most useful technique for fore-
casting such interactions is cross-impact analysis. Because of the
number and complexity of such interactions, it is impozsible to be
sure that the most important effects have been found. Technigues
syuh as relevance trees can be used to indicate which of the interac-
tions that have been identified seem to be most important. However,
such forecssts occasionally turn out to be highly inaceurate because

t_rl' the influence of variables that were not incorporated into the orig-
inal analyses,

18 S it

3 fit Lhe_ $BU level, inside-out forecasting processes are preferred, because they
show the linkage between the SBU's activities and broader environmental changes
more directly than outside-in forecasting processes do.
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Table 4.5 Some Stralegically Significant Broader

Demographic

Economic Conditions Trends

Technological
Changes

GMF trends
Intarast rates
Monay supply

inflation rates

Devaluation!
revaluation

Energy avallability

Wage/price controls

Growth rate of
population

Age distri-
bution of
population

Regtanal

Unemplayment lavals) shifts In

population

fe
pxpetlancies

girth ratas

Totzl tederal
spending for
R angd D

Tolel industry
spending for
A and D

Focus of
technological
elfort

Pater
protection

Environmental Variables

-

| Sogiat-Cultural
| Trends

Palitical-Legal
Faclors

Lifestyle Antitrust

changes

Carger
gxpeciations

Congumer
aclivism

Fate of
family
{ormation

ragulations

Environmental
| protection laws

Tax laws
Spacial incen

Foreign trade
regulations

Attitudes toward
foreign com

An even mare
changes is assessing the potential impact of the
the activities of the firm.
the average age of the U, 5. popu
and 1990s. Far fewer, however,
that most of the personal spending for durable go
will be for replacement; rather than initial purchas
have considered carefully what the latter
design, deliver, sell, and service their products,
fying such impacts at the SR
lenges will affect the SBU's varions functional area
ldom be used at the corporate
for most such decisions, there iz no consistent
e Tirm's various SBUs because of the dif-

This procedure can se
industry firms, because,
pattern of choices among th

Many companies, for exam
lation will increase during the 14808
have realized that this trend implies
wds in those decades
es, and fewer still
fact means for the ways they
One method of identi-
U level is to focus on the way zuch chal-
policy decisions.
level of multi-

forent markets in which they compete.

Consequently, two alternate procedures can
fy auch impacts. The first is to
SBUs by asking them toa
on their activities during

z5ess exp

delegate the responsi

difficult task than forecasting broader environmental
forecast changes on
ple, realize that

be used to try to identi-
bility to the firm’s
licitly the impact of zsuch challenges
their strategy formulation processes. Since
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most SBUs have many other factors that they must also consider it
is normally impractical to ask for more than a few such EISE-E:SS]‘TIE;]T“-
cach vear. Thus, such impact statements usually are required nni;
for the single most important broader environmental ehallenge facing
+he firm that year. A useful procedure for assessing the potential
jmpact of the other broader environmental challenges facing the firm
i« the use of cross-impact matrices adapted to the firm’s activities.

ASSESSING FUTURE PERFORMANCE GAPS

fipee the firm's present and future portfolio positions are projected
and the major strategic issues and challenges that it will face during
its planning period are identified, it i rvelatively straight-forward
to forecast the results it will achieve by continuing with its present
corporate and SBU strategies. These performance forecasts then can
be compared with the tentative corporate ohjectives developed by the
firm's poal formulation process in order to identify the majur per-
formance gaps, if any, that will oceur if changes are not made in the
firm's strategies or tactics, These gaps and strategic issues pose the
major strategic problems to be solved by the firm,

IDENTIFYING AND EVALUATING
MAJOR GAP-CLOSING OPTIONS

Lo #__his. section, we will identily the major corporate-level gap-closing
options available to multi-industry firms and the methods of analysis
that should be used to evaluale them.

CORPORATE LEVEL
GAP CLOSING OPTIONS

At the corporate level, there are six basic types of actions that can be
1é_1ken to reduce or close the gaps between the firm's desired objec-
tives and the levels of performance it is projected to achieve by follow-
Ing ita current corporate and business strategies. These are’

1. To chunge t.’n_? investment strategies of some or all of its SBUs.
These are actions that affect the portfolio (competitive) position
of an SBU by altering the level of resources allocated to it but

without changing the strategies used to apply these resources to
the marketplace.
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2 Ta change the competitive position atrafegies of SORLE OT all of ita
SBUs. These are actions that affect the portfolio (vompetitive)
position of an SBU by altering the ways it applies its existing
level of resources to the market.

To add some new SBUs to the corporate portfolio.

To delete some existing SBUs from the corporate portfolio,

To change the political strategies of some oF all of its SBUs.
These are actions an SBU ean take in conjunction with various
actors in its external environment that are designed to achieve
results that neither party could achieve on its owT.

6. To change the firm's desired ohjectives.

oo e

ALTERING SBU
INVESTMENT STRATEGIES

One of the major ways to change overall corporate performance iz to
change the investment strategies of some or all of the firm's SBUs.
For any particular SBU, only two types of changes are possible in its
investment strategy: (1) increases in its investment level, or (2) de-
creases in its investment level. To increase the investment level for
all of the firm's SBUs would require the firm to make changes in its
overall resource generation strategy, something that large U.S. firms
seldom do. Usually, however, such changes in the firm's resource
generation strategy are not needed, because most SBUs can profitably
use extra resources only at certain stages in the evolution of their
markets. Even when only a few SBUs want to increase their invest-
ment levels, the firm could finance this by changing its resource gen-
eration strategy. More typically, though, it raises the needed funds
by decreasing its investment level in other SBUs. Both types of
options will be discussed more fully in chapters 6 and 7.

ALTERING SBU
COMPETITIVE POSITION STRATEGIES

Conceptually, there are literally hundreds of ways each SBU In &
firm's portfolio could change its competitive position strategy. The
essence of such strategies is to change the competitive position of the
SBU in question by altering the ways it deploys its resources in the
market. Normally, some new competitive position strategies will re-
quire changes in the SB1l's investment strategy, while others will not.
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Usually, however, it is very difficult to make changes of the latter
{vpe after the early stages of product/market evolution, exeept over
periods of five to ten years or more. Chapters 5 and {;': “:ill dizcuss
competitive strategies more fully, as well as the ways they interact
with SBU investment level strategies,

ADDING SBUs TO THE
CORPORATE PORTFOLIO

As indicated previously, most acquisition and divestitore proposals
are considered outside the regular routine of a firm's strategy formu-
lation process because of the special skills and perspectives stich pro-
posals require, Such analyses usually consist of two parts: un assess-
ment of whether an acquisition or divestiture should be made at all
and, if 50, a consideration of how the task will be carried out. lere
we shall anly congider the first part—should it be made? .

I general, there ave five broad factors that a firm should consider
whenever it assesses the merits of an acquisition. They are: (1) how
well the acquired Tirm will fit its corporate strategy, ( é} how it would
operate the company once it was aequired, (3) what synergies exist
!aniwcen it and the aequired company, (4) what types of weaknesses
it can tolerate in the nequired company, and (5) whether timing is
crucial to the suceess of the aequisition.

How Does the Proposal Fit
the Searcher's Corporale Strategy?

This question can be answered through o series of four subguestions;
n‘al.mely: (1) does the acquisition fit the searcher’s corporate objec-
tives and stratepy? (2) if it does not, is it a unigue opportunity that
should still be undertaken? (3) whal opportunity costs does it have?
and (4) is it part of a series of acquisitions? One of the best ways
to answer the acquisition-fit question is to analyze the performance
and strategy of the aequisition candidate by plotting its past, present,
and future position on the firm's corporate portfolio matrix. Using
such a revised portfolio matrix, the searcher then ecan determine

whether the candidate in question would fit its corporate objectives
and strategy.

_ Even if the_ candidate firm does not completely close the per-
1 ormance gap, it may still be a worthwhile aciuisition, especially if it
iz 5 unigue opportunity that would significantly expand the searcher’s
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resource base. Before consumating an acquisition for these reasons,
however, the searcher should specify clearly the types of acquisitions
that would still be needed and the exact ways that the candidate would
add to its resource base,

Finally, even if all these signs are positive, the searcher should
examine the opportunity costs of the propesed acguisition. Would it,
for example, be so costly that other needed strategic moves could not
be made? Alternately, are there other possible acquisitions that could
be even more attractive?

How Would the
Acquired Company Be Run?

Normally, acquisitions are made for one of the following three reasons:
(1) to provide needed growth, (2) to provide cash flow, or (%) to pro-
vide nonfinancial resources needed in an existing business.'"® Compa-
nies that are acquired to provide nonfinancial resources will almost al-
ways be combined with the firm's SBU in the same industry.® The
strategy for acquisitions of the latter type should be analyzed at the
SBU level, using different eriteria than those suggested here.

By contrast, acquisitions designed to provide growth or cash flow are
typieally set up as separate SBEUs if they are of sufficient size. Hence,
it is necessury to understand clearly how they will be run after the ac-
quisition, When the acquired firm is already a winner or a profit
producer, this is no problem, In most instances, however, the acquir-
ed firm will not be the leader in its industry. In such cases, the
searcher has a choice between milking the acquisition for cash flow
or investing in it for growth. In general, the implications of both op-
tions should be analyzed prior to the acquisition in order to see
which would best fit the searcher's objectives and resources. Failure
to do this may result in neither strategy being implemented effectively.
In some instances, in fact, the resulting confusion can lead to outright
losses as happened to Heublein in its acquisition of Hamm’s. In the
latter situation, Heublein wanted growth but was not prepared to

19 Occasionally, acquisitions are made for the purpose of gaining knowledge
about an Industry in which the firm is interested. In such instances, the aequired
company is usually very small. However, there is also the expectation that &
later, much larger acquisition will be made if the uncertainties are resolved posi-
tively,

*0 For acguisitions made to provide non-financial resources, the searcher can
choose to purchase either the ongoing company or just the assete (resources)
of interest. When the objective ic to provide growth or cash flow, however,
the latter choice usually is not practical.
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make the investments needed to achieve it. After ten vears of indirec-
tion, Heublein sold Hamm's with a loss of over 325 million. FEither
growth or cash flow strategies were possible, however, as the recent
auceess stories of Miller's and Olympia clearly show,

what Synergies Exist between
the Firm and the Acquisition Candidate?

Although much of the policy literature talks about the desirability of
sstablishing synergies among a company's diverse activities, we sug-
sested earlier that the concept of synergy applied mostly to business
and Tunctional area strategies. Thus, except for the financial syner-
ries discussed earlier and possible improvements in management, we
would expect few synergies to exist for most conecentrie and conglomer-
ate acquisitions (see Figure 2.7). This point is strongly supported
by the research of Kitching (1967) who found that most of the firms
he surveyed achieved strong synergies in finance, moderate synergies
in marketing, and essentially no synergies in production and R and D.

In practice, these findings are accepted routinely for conglomerate
aeriiisitions,  Most managements are prone to see strong synergies in
concentric acquisitions, though, While such synergies may be possi-
Lle, they should be analyzed very carefully to ensure that they really
o exist. Heublein, for example, found that its strong liquor-distribu-
tion channels were of no help at all in the distribution of beer. Similar-
lv. it found that its exceptional skill in marketing vodka to young, af-
fuent adults through ereative print advertising was of little conse-
quence in the marketing of beer to older, blue-collar males through in-
tensive use of TV spots usually in support of some major sport-
ing events.

What Types of Weaknesses
Can the Searcher
Tolerate in the Acquired Company?

No companies in any industry are perfect in all areas—and, if they
werea, it is unlikely they would be for sale. One must, therefore, be
prepared to accept some weaknesses in any acquisition. The choice of
what types of weakness to accept should be carefully considered, how-
ever, rather than being discovered after the acquisition is consumated.
Moreover, the basic strategy planned for the acquired company should
include explicit consideration of these weaknesses. The areas in which
such weaknesses could occur include the acquired firm’s produect line,
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distribution system, marketing and promotion practices, manufactur-
ing facilities, B and D, and management.

Is Timing Crucial to the
Success of the Acquisition?

Timing can be an important consideration in acquisitions in a number
of ways. In turnaround situations, delaying the acquisition too long
could carry the acquired firm past the point where it vould be saved.
If turnaround acquisitions are made too early, though, the firm may
pay too much for them and also may be blamed for pre-turnaround
problems, By contrast, if growth acquisitions are delaved too long,
their price could become excessive. If such acquisitions are made too
soon, however, the risk of market failure often will still be quite high,
although minimum critical size requirements usually help reduce this
danger. Because of such critical size requirements and because the
competitive position of most compunies acquired for growth is stronger
than that of companies that must be turned around, timing is normally
less important in growth situations than it isin turnaround situations.
In acquisitions made to enhance cash flow, timing is usually not
a major concern, Hence, the importance of timing depends upon the
type of acquisitions being made.

DELETING SBUs FROM
THE CORPORATE PORTFOLIO

Decasionally, it is necessfary o dolete an SBU from a firm’s portfolio.
Most such SBUs fall into one of three categories: (1) SBUsin growth
markets that have such weak current positions that it 1s unlikely that
they can ever obtain reasonable future positions for reasonable levels
of investment, (2) SBUs in saturated or declining markets that have
such weal competitive positions that they are sustaining continued
negative vash flows, and (3) SBUs that are so different from the other
SBUs in {he firm's portfolio that top management cannot manage

them adeguately and effectively.®!

Qince most Tirms have very few SRUs of the third type, weak com-
petitive position is usually the first indicator that an SBU should be
considered a candidate for divestmenl. 1n many such instances, how-

®11n most situstions of the third type, management’s time is really the principal
critarion on which the guestion of divestment will be decided; that is, jr 15 not
{hat top management could mot adequately mARSES the SBU, but rather that
it would reguire far more time o do so then it is worth
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ever, strong market retrenchment, major ¢ . .

tion are preferable options to nutrigﬂrl?:;g;;ttﬂsggr EE}W ]_“!m‘:]f"
SETI has a positive eash flow. To get a check on *zhe Ee{ﬂfaﬂg.l]:f £
divnﬂ_’cment, the profitability of all 8BUs with very wm&ﬁ;& : IET'uf
[ms_itmnu should be examined on a full-cost basis. If such calfr;e 1,iitwE
indicate serious losses, divestment should be strn;ng!y cunsider::da aig

Divestment should not actually be attem i

nf the other available strategic options havé} Eﬁi‘nht?;ivﬁdﬁ?fx}en;:iit
e, On the other hand, divestment should not be postponed so lon ;
’Eh ':ll.'.' the firm can no longer influence the results, since suc}: we-li
E-{E Uls consume cash or other resources that could be used more prud::c-
H'rei:,.- elzewhere. This dichotomy means that great care and thought-
ful judgments will be reguired during the divestment process

Strength of character is also needed, since there will almost always hl.;
some arguments raised against divestment, Among the more t};piml
ure the following: “We owe our people more than that”, or “It's im-
rlln!-;:-;ih]v, we need the product to ill out the line™ or, “That's the divi-
gjon on which this company wasg buill,” These are tacticul points

though, and, in the case of divestments, strategy needs to prevail E‘uenl
when human problems wre very compelling.

ALTERING SBU POLITICAL STRATEGIES

ln some instances, it iz possible for an SBU to join forces either direct-
l» or indirectly with ils customers, suppliers, competitors, or other out-
sitle parties to achicve results that neither party would achieve on its
own. Thus, various companies in an industry might work together
1_.t_lfnugh their industry association to try to get import barriers or tar-
iffs on foreign goods passed, In general, political strategies involving
competitors seek to improve the performance of the SBU involved by
chunging the attractiveness of the industry as a whole, while politieal
strategies involving other parties (but not competitors) attempt to
improve the performance of the SBU invelved by changing its eom-
petitive position within the industry.** .

2 :
For further discussion of political strategies, see lan MacMillan's text in

this series, Strate ; : o )
v gy Formulation: Politica! Concepts . -l
Company, 1978). pts (St Paul: West Publishing
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CHANGING THE FIRM'S
DESIRED OBJECTIVES

Somelimes, the only way for a firm to close its performance gap is for
it to change its objectives. As a practical matter, this option is almost
never chosen until all other feasible strategic slternatives for closing
the gap have been tried. Thus, it usually requires major shifts in per-
eonnel and a very real crisis before a firm’s overall objectives
are changed.

-

SUMMARY

This chapter has deseribed the Lypes of analysis that should be done at.
the corporate level of multi-industry firms in order to assist in strate-
gie decision making at the corporate level. A schematic diagram of
the {low of the analytical steps is shown in Figure 3.3. The chapter
opened with a discussion of the purpose of strategy analysis at the

corporate level and indicated that the formulation of portfolio strate-
gies is more than a problem in eapital budgeting. Then, the nature of
strategic portfolio analysis was deseribed, after which the methods for
identifying the firm's current portfolio position were illustrated.
Next, corporate-level gap analysis was discussed, as were the analytical

steps necessary for the identification of major corporate-level strate-

gic 1ssues. Finally, six corporate-level gap-closing options were iden-
tified, and the general inputs necessary for business-level strategy
analysis and corporate-level strateric decision making were develaped.

Strategy Analysis at
the Business Level

SYNOPSIS

This chapter will deseribe types of analysis that can be used to assist
in the process of making business-level strategie decisions for single-
and multi-industry firms. The chapter starts with a brief discussion
of the purpose of strategy analysis at the business level, after which
an overview of the steps in the process is presented. Then, each of
these unalytical steps is deseribed in detail. Finally, they are com-
bined in a gap analysis process which establishes the background for

strategy formulation and strategic decision making at the business
level,

STRATEGY ANALYSIS AT
THE BUSINESS LEVEL: ITS PURPOSE

At all organizational levels, strategy attempts to define the overall ap-

proach the organizational unit involved will take in meeting its objec-

tives while recognizing the environmental constraints it faces. Hence,

the principal purposes of strategy analysis at the business level are 10

identify the major opportunities and threats a business or SBU will
101
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face in the future and to identify the key resources and skills around
which it can develop a strategy that will exploit these opportunities
and meet these threats in a way which will satisfy its goal structure.

There are some indications that the nature of these opportunities
and threats can differ in different situations, however. Thus, various
research using the PIMS data base indicates that the overall level of
performance of a particular business is strongly constrained by its
competitive position within its industry, and especially by its relative
product quality and market share. (Buzzell et al. 1975; and Schoef-
fler et al. 1974.) In addition, Hofer (1975) suggests that changes in
basic competitive position are much easier to accomplish at certain
stages in the evolution of an industry than at others. At the same
ti'me. work by Polli and Cook {1969}, VWasson (1971), Fox (1973), and’
others indicates that the relative importance of different functional
area strategies and policies differs at different stages of product,/mar-
ket evolution.

In sum, recent research and theory development suggest that both
the magnitude and the type of opportunities and threats that a busi-
ness faces vary according to the stage of evolution of the industry in
which it competes and its competitive position within that industry.
Consequently, the strategy analysis process at the business level should
consist of four broad steps; (1) the assessment of the current strate-
gic position of the business, (2) the identif ication of the major strate-
gic opportunities and threats that the business will face, given its eur-
rent strategic position, (8) the identification of the principal re-
sourees and skills on which the business can build & competitive strate-
gy, and (4) the identification of the major strategic izsues and per-
formanee gaps that derive from the business's current strategic posi-
tion and the specific opportunities and threats it will face in the future.

STRATEGIC POSITION
ANALYSIS AT THE BUSINESS LEVEL

Strategic position analysis at the business level is related to the de-
termination of an SBU's portfolio position at the corporate level (dis-
cussed in chapter 4). Here, however, much more attention is given
to the stage of product/market evolution than to industry attractive-
ness, since the stage of product/market evolution provides an indica-
tion of the investment potential of the business and also of the relative
emphasis that needs to be given to the business's various functional
area strategies. In addition, competitive position analysis is extended
here to include various financial tests of possible bankruptey.
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The purpose of strategic position analysis at the business level is
to indicate the type of strategy that should be followed by a particular
tusiness or SBU. These strategies can be classified according to
the nature and level of the investment they require into the following
categories: (1) share-increasing strategies, (2) growth strategies, (3)
profit strategies, (1) market concentration and asset reduction strate-
gies, (5) turnaround strategies, and (6) liguidation or divestiture
strategies.

The fundamental purpose of share-inereasing strategies is to signifi-
cantly and permanently increase the market share of the business in-
volved.  Such ‘strategies imply a level of investment substantially
greater than the norm for the industry. Growth strutegies, by con-
trast. are designed to maintain position in rapidly expanding markets,
Thus, while they often require moderately high investments in abso-
lute terms, they do not require levels of investment above the industry
wverage. The basie goal of profit strafegies is to maximize a busi-
ness"s utilization of its existing resources and skills. Investment un-
der such stralegies is usually at maintenance levels, so that the cash
throw-off from such businesses is usually both positive and high. The
purpose of market concentration and asset reduction strategies is Lo
realign the resources and skills of the business to make them corres-
pond to the (new) markel segments that the business intends to serve,
Fven though these strategies usually require the sale or shutdown of
some of the business's existing asset base, moderate additional cash
investments often are needed to refocus the remaining assets. By
comparison, the goal of turnuround strategies is to reverse the declin-
ing fortunes of the business involved as rapidly as possible. Some-
times, these strategies are self-financing, and sometimes they require
infusions of eapital and other resources. The goal of liquidation and
idiveatiture atrategies is to wenerate as much positive cash flow as pos-
sible while consciously withdrawing from the business.

Figure 5.1 indicates the conditions under which each of these strate-
gies normally should be followed. There are, of course, exceptions to
the ussociations between strategic position and business-level invest-
ment strategies depicted in Figure 5.1, Some firms successfully pur-
sue growth strategies during the shake-out phase of product/market
evolution, for example, while others have successfully followed share-
incressing strategies during the maturity stage of product/market
evolution. In genmeral, however, Figure 5.1 depicts the strategy as-
zociations that current research and theory sugpest usupally lead to
superior overall, long-term performance.
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Figure 5.1 Recommended Invesiment Strategies at the Business Level
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The determination of basic strategic position (and thus investment
strategy) at the business level involves four steps. First, the short-
term financial condition and health of the business must be assessed
to determine whether the business is likely to go bankrupt in the near
future. 1f a business is headed for financial failure, it has only two
viable strategic choices—turnaround or liguidation. Next, it iz neces-
sary to ascertain the relative competitive position of the business, be-
cause, even if bankruptey is not imminent, liguidation might still be the
preferred strategic choice. Then, it is necessary to determine the
stage of evolution of the product/market segments in which the firm
competes in order to help decide whether share-increasing, growth, or
profit strategies should be preferred. Finally, a plot must be made
of the business’s hasic strategic position.
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ASSESSING THE SHORT-TERM
FINANCIAL CONDITION OF A BUSINESS

There are numerous tools useful in assessing the short-term health
of a buginess. Rafio analysis is relatively simple to use, but much can —
be learned from examiming ‘the liquidity frends (for example, cash
ratio, acid-test ratio, and current ratio), the profitability trends (for
example, gross and-net profit margins, net profit to total assets, and—
net profit to net worth), and the turnover trends (for example, aver- —
age collection period, average receivable turnover, inventory turnover, —
and fixed assets turnover) of the business. Beyond ratio analysis, the ™
analysis of short- and long-term cash flows can tell much about both
the short- and long-term financial health and viability of a busi-
ness. In fact, for purposes of strategy analysis and later strategic
decision making, it is vitally important to understand the cash flows
af the business, Thus, an analysis of past cash flows and pro forma
projections of future cash llows over the business' planning horizon
can reveal a great deal about the types of strategy that will be finan-
cinlly feasible.  Where available, corporate and business financial
models alse can be very helpful in making financial forecasts and
analyzing the sensitivity of the business to various strategies and
market assumptlions, When making any financial projections, how-
ever, it is extremely important to check the realism of the forecasts,
especially if the firm is operating with finaneial difficulty, since it is
quite easy to be overly optimistic in those matters.

Because of the dangers of such optimism and because the principal
purpose of assessing the short-term financial health of a business for
strategice decision-making purposes is to determine whether it is about
to go bankrupt, we suggest that two further checks of the business's
financial condition be made,

First, the five-year levels and trends of two ratios—cash flow to
total debit and net income to tota] assets—should be caleulated and com-
pared to the cutoff levels and trends found by Beaver (1966, 1968)
to be aceurate and reliable indicators of technical bankruptey. (Note:
Technical bankruptey oceurs when a business cannot meet its cash
flow needs in the short term, but can over the long term.)

Second, five-year trends of Wilcox's probability of ultimate failure
(1871, 1973) and linear gambler's ruin scores (1976) should be eal-
culated and compared with the cutoff points Wilcox found to be effec-




106 Sirateqy Formulafion: Arnalylical Concepis

tive predictors of actual bankruptey. Wilcox's probability of uitimate

{ailure and linear gambler's ruin functions Were:
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Wilcox's research indicated that a linear gambler's ruin score of S2.0
was @ strong indication of failure one vear before the event, while'a
seore of <6.5 provided a strong indication of failure four year before
the event. Moreover, among the firms lie studied, none with a score
=R ever went bankrupl within a wvear, while none with a score of
< — 7.0 ever survived longer than a year.

When considered together with ihe other financial caleulations al.'-:-
veady suggested, these measures can Serve as strong indieators of the
need to adopt either turnaround or liquidation strategies. If bank-
ruptey is not imminent, however, the business should complete the re-
mainder of its strategic poesition audit in order to help identify
the type of competitive position and investment sirategies it should
follow,

ASSESSING RELATIVE

COMPETITIVE POSITION
At the corporate level, the purpose of competitive position analysis is
to help provide an assessment of the growth and profit {and thus th:&
investment) potential of the firm’s various businesses. At the busi-
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ness level, competitive position analysis is used not only to assess the
iypes of investment strategy a business should follow, but also to indi-
cnte the types of competitive position strategies it rnigr'ht pursue at dif-
ferent stages of product/market evolution. The specific relationshi
helween competitive position and business strategy will be ﬂjscussg
iater. The procedures for assessing relative competitive position at
the business level are the same as those described in chapter 4.

DETERMINING THE STAGE
OF PRODUCT/MARKET EVOLUTION

Tifferent opporiunities and threats face a business as the prod-
net /market segments in which it competes evolve over time.  As a con-
sequence, businesses should understand the generic patterns of oppor-
tunities and threats associated with different stages of product/mar-
Icnl,_:e!.rqz-lntinn as they formulate their investment and competitive
position strategies.

_ For strategic purposes, one can identify and distinguish at least
five to seven distinct stages of product/market evolution. They
are: (1) market development, (2) growth, (8) shake-out, (4) maturi-
tv, (5) saturation, and, sometimes, (6) decline, which might be fol-
lowed by (7) o second saturation siage, also called petrification. These
stages and some of the factors that can be used as indicators of the
current stage of evolution are in Figare 5.2,

Major changes in basie competitive position are accomplished most
casily duving the development, shake-out, and decline stages of prod-
uet/market evolution, because it is during these three periods that the
basic nature of competition within an industry changes, Thus, unless
they have done an excellent job of strategic anticipation and planning,
the leading firms in an industry have no special advantages over fol-
|L‘I'Il'fers and new entrants in the new areas on which future competition
W:lll be based. Consequently, followers and new entrants often can
filisplaue the industry leaders during these periods if they develop more
effective strategies for addressing the new market needs.

'I;h_is does not mean that firms cannot make major changes in com-
petitive position during the growth, maturation, and saturation stages
ﬂt: product /market evolution. They can, as witnessed by the success
of Miller's in the beer industry in the mid-1970s. However, it is typi-
cally much more difficult to do so during these stages, since the bases
:For cmnpeﬁ‘tiun are usually already well established. As a conse-
quence, major market share shifts during these periods normally
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Figure 5.2 The Fundamental Stages of Product/Market Evolution
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oceur in only one of four ways: (1) through a major blunder by the
industry leader, (2) through a major investment program by a well-
positioned follower,! (3} through the acquisition and effective in-
tegration of another firm (or firms) in the industry, or (4) through
o sustained effort to produce small, but consistent, incremental ad-
vantages over a long period of time,

PLOTTING THE BUSINESS'S
CURRENT STRATEGIC POSITION

Once the above analyses are completed, the current position of the
husiness or SBU should be depicted on an investment strategy matrix
( Figure 5.1}, as well as a slage of evolution business portfolio matrix
such as that depicted in Figure 2.5,

For single industry businesses, these plots should be used to help
decide on the basie growth and profit objectives and the competitive
position and investment strategies of the business. These need not
correspond to those suggested by Figure 5.1, but eareful thought should

bie given to any planned deviations to ensure that they are indeed pos-
sible*

For the SBUs of multi-industry firms, these plots first should be
compared with the assessments made at the corporate level. If there
are differences, these should be resolved before proceeding with the
ilevelopment of competitive position and investment strategies. I
there are no differences, it is time to turn to an examination of the
major market, industry, supplier, competitor, and broader environ-
mental trends and changes in trends that will affect the SBU’s com-
petitive position and investment strategies.

! Usually, such investment programs require more funds than a nonleading
business could generate on its own. Therefore, most such changes are made by
SBUS of multi-industry firms that are being funded by the firm's profit producers.
This was the strategy used by Miller's. 1t received its funding from its parent,
Philip Morris.

¢ While we feel the associations depicted in Figure 5.1 are velid, we should

point out that little research has been done to date to corroborate these ass0cii-
tons,
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When the product/market evolution concept is used to help identify
specific business level opportunities and threats, three caveals should
be kept in mind. First, neither Fox's model nor ours (see Table 5.1
and Figure 5.2, respectively) includes every variable that can in-
fluence business level strategy. Thus, one must guard against looking
only at the variables that these models suggest are important, since
critical evenls may be unfolding elsewhere too. Second, both Fox's
model and ours apply mostly to manufacturing industries that produce
products of intermediate technological sophistication. One should,
therefore, always question whether the ideas they contain pertain to
the industry being analvzed. Third, it should be remembered that not
all industries go through all the stages of evolution included in these

models. Consequently, one cannot always tell where a particular in-
dustry should be located on the product /market evolution cycle and,
therefore, which key variables should be examined. In such circume-
stances, however, sensitivity and variability analyses still ean be used

to help highlight the important variables to examine.

Sensitivity Analysis

As noted above, sensitivity analysis can help identify areas and vari-

ables that should receive priority attention during the strategy an-
alysis process. For instance, the example in Table 5.2 suggests that

price trends, material cost trends, and volume trends are three areas
of great importance in terms of their impact on operating results for
the business involved, since a 10 percent change in any of these vari-
ables would produce changes in profits of 100 percent, 35 percent, and
30 percent respectively. Thus, these variables should receive specific
attention in any market or industry analysis invelving that business.
Further insights usually can be gained by breaking each of these
hroad variables into finer detail; for example, by ecalculating a sensi-
tivity impact for each major type of raw material that is uzed.?

Additional insights also can be gained by examining the relation-

ships between each of the key variables in the income statement of &

business and the specific management actions that could be taken to
change the values of these variables. In addition, the major market,
industry, supplier, competitor, and environmental trends that might
affect these key income statement variables need to be examined. For
instance, since material costs ean be affected by product design (which

3 For more information on sensitivity analysis, ses lan MacMillan, “Coping with
Uncertain Budgets by Sensitivity Analysis,” Evansion, Ilinois Northwestern Uni-
versity Graduste School of Management, Techniczl Note 1976

I
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Table 5.2 An Example of Sensitivity Analysis
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SOUACE. G W, Helar, "Conceptunl Construgéts for Formulating Corparate and
Business Slrategies," (Boston:  Intercollegiate  Case

Heari
=8-378-754, 1977) p. 24, BAriog I Haaty,

determines how much of any material is used), by material cost
trends, and by governmental regulations concerning import guotas
and tariffs, each of these areas should be examined for trends or
changes in trends that could influence significantly the overall aver-
age cost of materials.

Two further observations are pertinent here, First, sensitivity
analysis ean be condueted in terms of other financial or performance
eyuations (such as the bulance sheet, sources and uses of funds state-
ments, or ROT, sales revenue, and market share equations) in order
to isolate other variables with potential strategic significance?

Second, the results of a zensitivity analysis cannot be used when it
15 not feasible to alter the variables that are the most sensitive, For
example, the basie form of the net profit equation dictates that price
111“’3}.’5 will he the most sensitive variable for any firm that is making
it positive profit, regardless of the firm's strategyv or the industry in

*For those who have had caleulus, we would note that 5 sensitivity analysis
ls TE:E-]l}' nothing more than: (1) the calculation of all the partial derivatives of a
particular equation, (2) the construction of difference equations for the dependent
'..-anah]e. in guestion using these partial derivatives, and (3) the comparison of
r_he-.n_::e d1f1_’arence equations to determine their relative impact on the dependent
'uan:f.hle In question. In order to wse sensitivity analysis, however, it must be
PDS_S!ble to develop accurate mathematical equations relating the performance
‘-rar_mbie of interest (for example, sales, net profits, and ROD to various other
varizbles that can be influenced by management actions,
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which it competes. However, while there aIe many indusfries in
which it would be guite appropriate to look &t price trends and the
factors that might influence price, it would not always be wise to con-
sider possible changes in pricing strategy. Thus, in commeodity mar-
kets with extremely large numbers of buyers and sellers, price is often
so close to being infinitely elastic that it would be economically in-
feasible to consider price increases as a strategic option for improv-
ing profit performance. Normally, therefore, it is necessary to couple
sensitivity analysis with some sort of elasticity or variability analysis
in order to decide what performance variables are important in any
particular situation.

Elasticity and Variablility Analyses

Although elasticity and variability analyses are quite different con-
ceptually, both cun be combined with sensitivity analysis to identify
major opportunities for improving organizational performance in &
particular situation, Flasticity analysis measures the degree to which
the total revenues of the firm will be increased or decreased by chang-
es in various marketing activities of the firm, For instance, price
elasticity is a meusure of the degree to which total revenues will be
inereased or decreased by a change in price, while advertising elas-
ticity is a measure of a degree to which total revenues will be increased
or decreased hy a change in advertising. Elusticities can also be com-
puted for level of sales effort, relative product quality, credit terms,
und g0 on.

Variability analysis, by contrast, measures the degree to which dif-
ferent operating characteristics of & business vary about their mean
levels during the day-to-day operations of the business. Thus, direct
labor cast variability would indicate the degree to which direct labor
costs per hour would vary over time for the production of a particular
product.

From these deseriptions, it is clear that both elasticity and varia-
bility analysis require the gathering of substantial amounts of em-
pirical data regarding various external and internal characteristics
of a business and its relationship to its market. Qince most costs are
generated by internal activities of the firm and are, therefore, at least
partially eontroflable by the firm, it usually is easier to get variability
data (such as that shown in Figure 5.3) than elasticity data {such as
that presented in Table 5.3}. Nonetheless, it is sometimes necessary
to use weekly or even daily data to get enough data points to construct
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2 useful distribution of the variations that have oceurred in the costs
nr productivity of different items.

Figure 5.3 A Variability Analysis of Material and Direct Labor Costs Per Unit
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SOURCE: Adapted fram C. W. Holar and M, J, Davoust, Successiul Sirategic Manago-
ment, (Chicago: A. T. Kearnoy, Inc,, 1977), p. 139,

Assuming Figure 5.3 reflected the cost variability experiences of
the firm whose sensitivity analysis was calculated in Table 5.3, one
should note two things. First, divect labor costs per unit are far more
“variable” thun materials costs per unit. Thus, other things being
equel, one should be more concerned about possible changes in labor
rites or labor productivity than in possible material cost changes.
Second, one really should combine the results of such variability analy-
Bes :arith those of the sensitivity analysis in Table 5.2 to get the most
usefyl strategic insights. When this is done, one can see that, on
T;aiance. variations in labor costs per unit will have a greater expected
impact on the profitability of the firm than variations in material
costs per unit”

Lf sufficient sales data exists, a firm may also be able to calculate
the el_asticities that would apply if it made various changes in demand-
creating variubles, such as pricing, sales effort, promotional activity,
and zervice activity. Even if such data does not exist in the form of

EIf s:u.fﬂc[ent datz exlsts to estimate the mathematical functions, thesze ex-
pected impacts can be caleulated mathemarically.
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actual field experiments however, “Bayesian” elasticities could be cal-
culated if top management were sufficiently confident in the ability of
its marketing and sales personnel to forecast the probable impaet of
different types of changes in the marketing mix. One such forecast
iz shown in Table 5.3.

Table 5.3 An Elasticity Analysis for Changes in Price and Level of Sales
Activity

Unit Sales — 1000 Units
P A

Price/Unit = & 1.00 il &g = 5010 then & US = 150
Sales Expense £100.00 il 5 £15.00 then & US = 50
Prica Elnsticity # Unit Sales/LUnit Sates = 150/ 1000 1.5

2 (Pres/Unmit)/ (Priced Umt) £0.10/51.00
Sales Elastigity = O UnI!Ea|95JLJ_:ﬂ_E_SaIu5 3 =  50/1000 033

Oy Sales Expense/Sales Expense 15/100

SOURGE: G W, Hofer and M. J. Davous!, Successiul Strategic Managemenl, (Chicago:
A, T. Kearnay, bng., 19771, p. 138,

Note from Table 5.3 that changes in price are forecast to produce

far greater changes in volume for this business than are changes in

lovel of sales activity (for example, inereased promotion) in the opin-
ion of the firm’'s marketing and sales personnel. When such data are:

combined with the sensitivity analysis data in Table 5.2, one can see
that potential changes in price would have a far greater expected im-
pact on the firm in question than changes in level of sales activity.

When caleulating elasticities, whether from market or Bayesian
data, one must be careful to differentiate between total market elas-
ticities and market share elasticities, since these often differ. For
example, for many industrial goods market share elasticity is very
high, while total market elasticity is very low. In such circumsatances,
one could get a large volume inerease by reductions in price, but only
if one’s competitors did net cut their prices. Should the latter oceur,
the overall increase in market demand would be small.

Before turning to a discussion of the ways businesses should analyze
their markets, industries, suppliers, competitors, and broader environ-
ment to identify potential strategic opportunities and threats, we
should repeat an earlier caveat. Guard against looking only at the
variables that sensitivity, variability, and elasticity analyses suggest
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could have 1 major impact on the firm's eurrent performance, since
there may be significant changes occurring in other areas that would
not be identified by these analyses. Rather, these analyses should
he used to identify the areas in which extra, but not exelusive, at-
tention will be paid during subsequent analyzes.

MARKET ANALYSIS
AT THE BUSINESS LEVEL

Neurly twenty-five years ago, Drucker (1954) asserted that the pri-
maty purpose of business was not to profduce a product or to make a
profit, but to satisfy unmet customer needs, although it was clear
that the former tasks would be achieved if the latter were done well.
Taday, his observation is accepted without question by academics and
husiness lenders throughout the world, and is often referred to as
the “marketing concept.”

Tt is at the business level that the interface between a firm and its
customers oceurs.  As i consequence, the prineipal source of strategic
opportunities and threats and the first avea that must he examined in
formulating strategies at the business level is the market in which the
firm competes. As noted earlier, the primary way that 2 market pro-
duees such opportunities and threats is through changes in its basic
characteristies, such as size and growth rate, segmentation, buyer
needs and tastes, market structure, and so on, In the remainder
of this section, we will diseuss some of the ways these basic market
characteristics produce strategic opportunities and threats and some
of the tools that can be used to identify these opportunities. Table
5.4 contains a check list of questions that might be used to stimulate
<trategic thinking during this market analysis process.

Table 5.4 A Checklist of Guestions for Market Analysis at the Business Level

Market A

Market A'
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1. THow is the market defined? (As A7 AsA’?) How bigisit?
2. At what stage of evolution is the market?

—development, growth, shake-out, maturity, saturation, decline,
petrification

3. How can the market be segmented?
— socioeconomic variables (age, income, Tace, sducation, ete.)
—geographic variables (region, climate, area density, etc.)
—personality variables (compulsiveness, gregariousness, etc.)
—buyer behavior variables (motive, loyvalty, zensitivity, ete.)

4, What is the size and the growth of each market segment?
. What are the needs and characteristics of each market serment?

Needs Characteristics of
—information — buyer concentration
—physical satisfaction —buyer motive
—economic satisfaction —usage rate
—pmotional satisfaction —brand loyalty

—channel loyalty
—price sensitivity

—zocial satisfaction

6. How are each of these factors changing over time?

—method of definition —method of segmentation
—stage of evolution __needs and characteristics of
each segment

7 What segments are not adequately served now? What segments
will not be adequately served in the future?

SOURCE: ©. W. Hofer, A Conceptual Framework for Formulating a Total Business
Strategy,” (Boston: Intercolleglste Case Clearing House, #9-378-T26,
1676), p. 7.

Size and Growth Rate

Size and growth rate clearly influence the magnitude of the oppor-
tunities that will exist in any market. The most important aspect of
size, however, is not the current size of the market, which is what
many firms focus on, but rather its eventual size and the rate at
which it will grow to that size since these two characteristics will pro-
foundly affect both the number and the types of competitors who will
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remain in the markel in the long term. Within the transportation
sector of the 1. 8. economy, for example, there are vast differences in
the ultimate market potential for products such as automobiles, light
aireraft, and golf carts that stem from differences in the universality
of the consumer needs that they fill.

During the carly stages of product/market evelution, it is difficult
to predict exactly what the ultimate level of consumer demand for
any product will be because of the myriad ways thal technology can
extend products so that they can fill new needs® Two generalizations
are possible, though. First, end-use products, such as ears, radios,
and books, usually can not be extended as much as intermediate prod-
urts, such as solid-state eireuits and industrial machinery. Second,
<ome rough feeling for the ultimate level of demand can be derived
from analvses of the universality of the basic customer needs, the way
that customers use a product to fill these needs, and the long-term
cost of the product compared to other functional substitutes. By doing
<uch analyses of aerosols as a package form, for example, one could
have concluded very early in thal industry’s avplution that its fore-
casts for penetrating the food market were vastly overrated.

Segmentalion

One of the greatest sources of new strategic opportunities is the de-
velopment of new market segments, Market segmentation refers to
the fact that, at any peint in time, different consumers may poOsSsess
different economic, physical, und psychological needs that cause them
to buy and use particular products differently. In terms of economic
theory, different demand functions characterize each segment. Such
segments can be based on differences in goography or in the demo-
graphic or psyehographic characteristics of the consumer.

During the early stages of product/market evelution, segments
evolye naturally as new types of consumers enter the market. Al-
though it is clear that many such segments are identified by the crea-
tive insights of entrepreneurs, effective market research is the only
way for an established business to try to anticipate the development
of such new market segments. Sinee a market segment is a group of
customers that iz large enough to serve economically in a differenti-
ated fashion, it is possible to identify the formation of such segments
by tracking the dissatisfactions that current customers have to exist-

# For an interesting model of first-purchase rales usefu] for consumer durebles
such ss relovisions and refrigerators, see Frank Bass, "A New Product Growth
Model for Consumer Durables,” Management Science, January 1869,
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ing products. Customers will, of course, always indicate dissatisfac-
tion with a variety of aspects of a product or the producer’s mix of
marketing tools. When an increasing number of customers express
aissatisfaction with the same factor, however, it usually means that
a new segment is forming, unless, of course, the factor in question is
truly defective in some way.

Two well-known examples of such segmentation were Proctor and
Gamble and Colgate Palmolive's development of the Crest and Ultra-
Brite brands of tooth paste to fill the needs of those consumers who
were particularly concerned about tooth decay and whiteness respec-
tively, and Ford's development of the Mustang to fill the economic
and psychological needs of the burgeoning sepment of yvoung car
buyers during the early 1960s. While Ford designed the Mustang for

the “youth market” in a demographic sense, the car actually appealed

to buyers of all ages who were "young at heart.” It was this psycho-
graphic market segmentation that helped make the Mustang example
ao well known,

During the shake-out, maturity, and saturation stages of product/
market evolution, new segments often can be identified through a
combination of Lorentz curve analysis and symptoms analysis. Spe-
cifically, Lorentz curves can be developed for the firm's customers
and for those of major competitors as well, as is indicated in Figure
5.4, It is then possible to study carefully the ways in which the

Figure 5.4 Some Typical Lorentz Curves for Cuslomer Concentration *

10 1000%] 100
W / b 4 7 = . y
H, U
sales &% sales 50% sl =
0% 0% o=
e 5% T00% i 3 20= 100% o% 5 100%
"W cusLOMmErs W CLATGMErS % customars
You COMPETITOR A COMPETITOREB

- A Lorentz curve for custamer conceniration is consiructed by calculaling the
percentage of sales contributed by the firm's top len customers (or the iop 10
percent of its customers) then the percenizge of sales contributed by the second
ten customers {or second 10 percent of cusiomersl.

SOURGE: Adapted from C. W. Hoter-and M. J. Davoust, Succassful Strategic Man-
agement, (Chicago: A. T. Kearney, Inc., 1877). p. 1300
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firm’s best customers differ from those of major competitors’ by
using symptoms analysis as shown in Table 5.5.7

Table 5.5 A Symploms Analysis of Our Best Cuslomers versus Those of
competitors A and B

REASONS FOR

RE | ARE
A MOT [ DIFFEREMCES SUCCESS (FAILURE)

Qur Beslt Customers

A's Bast Cuzstomers

B's Bast Customers

Elc. l

SOURCE: Adaplad from C, W, Holer and M. J. Davaust, Successiul Strategic Manage-
mant, (Chicago: A, T. Kearnay, Inc,, 1877}, p. 129,

Sometimes, such comparisons produce no new information. At
other times, however, they reveal that, because of different compe-
tences, the firm is naturally securing different market segments than
its major competitors. When this is the case, it is often possible either
to inerease sales or to increase the profitability of sales by focusing
more carefully on the different needs of each market segment.

New market segments also can be identified by a variety of other
analytical tools, ineluding multi-dimensional scaling, cluster analysis,
and product usage analysis® In addition product usage analysis can
be used during the decline stage of product/market evolution to deter-
mine whether any segments of the market are likely to survive and,
if so, which they are likely to be.

7 Symptoms analysis is @ modification of the problem analysis technigues de-
veloped by Charles Kepner and Bepjamin Tregoe in their book The Rational
Monager (Mew York: McGraw-Hill, 1965).

% For a fuller description of product usage analysis, see Harper W. Boyd and
Sidney I. Levy, "A New Dimension in Consumer Analysis,™ Harvard Busginess Re-
view, Movember/December 1963,
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Changing Buyer Needs,
Tastes, and Usage Characleristics

Fven in markets in which there are no segments, that is, in which at
any point in time there are no differences among cuslomers with re-
spect to their economie, physical, and psychological buying needs,
tastes, and usage patterns, the basic nature of these needs, tastes, and
usage patterns still changes over time. Such changes create strategie
opportunities and threats, just as differences in buyver needs, tastes
and usage patterns at any specific point in time do.

One particularly well known example of the exploitation of such
changes in consumer needs and tastes was Control Data’s development
of high capacity computer hardware that was sold with little service
in the late 1960s to 1BM customers who had developed their own soft-
ware expertise sufficiently that they no longer needed or wanted IBM's
extensive hut non-specialized software packages. A second such ex=

ample wis Heublein's marketing of Smirnoff vodka to the post-World
War 11 generations of drinkers who preferred lighter aleoholic bever-

ages than pre-war drinkers.

Changes in buying needs, tastes, and usage patterns derive from

three sources: (1) changes in the customer's environment, (2) chang-
s in the customer’s ubilities or resources, and (3) changes in the cus-

tomer's business or personal strategies. The major U.S, automobile

producers, for example, are beginning to make far greater use of plas-

tics and lightweight steels in new cars than ever before because of the

recent Tederal legislation preseribing minimum mileage targets for

new ears. Similarly, a major cash flow squeeze on U.S. airlines dur-

ing the mid-1970s caused most of these firms to change their buying
practices for just about all products, ranging from new T747s to the
brands of bottled cocktails they sold.

Although such changes are difficult to forecast, it is clearly neces-
sary to try to do so at least for the business’s major customers.

Other Market Factors

Major strategic opportunities and threats can be caused by changes in
other market related factors such as the structure of the market, the
degree of buver loyalty, price and promotion elasticity of demand, and
demand eyclicality. While most of these factors are of & lower order
of priority than those previously discussed above—at least partiaily
because they are influenced by the above factors—careful attention
still should be given to the ways in which they might change and the
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implications that such changes weould have on the firm'zs competitive
buziness strategy.

INDUSTRY ANALYSIS
AT THE BUSINESS LEVEL

Industry analysis at the business level is the complement of market
analysis at the business level in that it focuses on the strategic oppor-
tunities and threats ereated by changes in the total competitive busi-
ness system (usually called an industry) that produces the products
or services demanded by the market. Among the more important
characteristics of an industry that we shall examine are degree of ri-
valry, seller concentration and relative competitor zize, barriers to en-
try and exit, capital intensity, vertical integration, value added, eco-
nomies of seale and experience curve effects, product differentiation,
and rate of technological change. Table 5.6 contains guestions that
can be used to stimulate strategic thinking during the industry analy-
sis process,

| What are the economic characteristics of the business gystem sery-
ing the market?

s at what stage of evolution is the industry?

o what is the degree of seller concentration?

e what are the barriers to entry?

o what is the nature of product differentiation?

e what is the price/cost structure?

o what are the price/cost trends in the industry !

e what is the elasticity of demand? are industry profits price
sensitive? volume sensitive?

e what economies of scale exist in manufacturing? in market-
ing? in distribution? in purchasing? in research and develop-
ment?

e what is the present utilization of capacity ?

¢ what are the capacity trends?

e how do you make money in this business?
net profit = [unit gales] [(price/unit) — {material costs/unit)

_ (direct labor/unit) — (indirect labor/ unit) ]
— [advertising and promotion] — [inventory cozts]
— [finance eosts] — [administrative costs]
— [depreciation] — [and so on]
s what competitive activities influence each of these factors?
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1

What iz the nature of the distribution system?

e what functions does it perform?

e how many steps are there?

o are there multiple channels?

® what is the size of each?

e what is the growth rate of each?

. What is the nature of the communications system?
® what functions does it perform?

¢ what media are used?

ultimate
cristomer

]

-

) L ® what is the relative effectiveness of each?

e § § o 2 5 1. What is the nature of the manufacturing system"

= 5B :; z |23 » what iz the degree of backward integration?
. B E § - E||3 e what is the degree of automation?
% 2 - o what are the economies of inl.l.-lgrul.iun and avtomation? _
; f f f f e what iz 1.h_e rate of techpnlugwu] change in the manufacturing
% process?  in product design?
£ o what types of lobor skills are required?
a o o e how available are these?
o = &2 ® how strong ave the unions?
= .§ g S 5. What is the nature of the financiul system?
= £ ow ¢ what is the capital structure of the industry?
7 e what are the seasonal and cyclical cash needs of the industry?
g’ =t 12 e whal are the expansion needs?
£ = % s what portion of these needs can be financed internally? must
z £ E be financed externally?
e 2 e what capital markets does the industry usually utilize?
.g.. i_ 1 ; . What is the relative distribution of economie (market) power
5 @ < @ among the different stages and segments of the industry?
S | 2L g 8 : z L e which stages and segments are most concentrated?
g & E',:: 2 ol Rk 3 § i o which stages and segments have the greatest 'r.-'alye added?
E E £ £ £ c o which stages and segments exert the greatest influence over
a o g 3 / ultimale consumer demand?
= [ L / i 3 7. How will each of the above factors change over time?
- »| |5
E o . = SOUACE: ©. W. Holer, “A Conceptual Framework for Formulating & Total Business
e B + Strategy,”’ (Boston: Intercollegiate Case Clearing Houso, =28-378-726,
o 2 1876), pp. B, 9.
S o -
< — E g i =
o 5 2 = % — g2 Degree of Rivalry
@ E E 2 = :
E il i The overall level of prefitability in an industry is influenced signifi-

cantly by the nature and degree of vivalry that exist among the firms
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in the industry. Thus, profitability tends to be higher in industries
with little competition than in industries with intense compefition.
Similarly, profitability tends to be higher in industries in which com-
petition is based on innovations than in industries in which it is based
on price, One can go on and ask what factors influence the degree of
rivalry in an industry. Porter (1975a) suggests that the factors that
most strongly influence the nature and degree of rivalry within an in-
dustry include seller concentration, industry growth rate, the ratio of
fixed to variable costs, the degree of product differentiation, the
diversity of firms competing in the industry, the degree of forward or
backward integration, the relative power of producer versus buyers,
and the ease of entry and exit. Identifying the factors that deter-
mine or influence each of the variables Porter identifies as influene-
ing rivalry is an even more difficult question, which policy research-
ers have just begun to explore.

For many vears, however, economists working in the field of indus-
trial organization have been concerned with publie policy aspects of
market structure and economic performance, and there is a long and
detailed literature available on these topics, much of it based on empir-
ical research.' A major difficulty with most of this empirical work,
though, is that it ignores changes in basic technology and differences
among the strategies of different firms—two factors that may be
among the most important determinants of Tirm profitability.

Seller Concentration and
Relative Competitor Size

The degree of seller concentration seems to have less impact on rival-
ry within an industry than the relative size of the various competitors.
When the major competitors are of nearly equal size—whether this be
{wo firms each with about 50 percent of the market or a hundred firms
each with 1 percent of the market—rivalry is greater and profitability
is less than when there are major differences in the sizes of the prin-
cipal competitors, Moreover, when one competitor totally dominates
a market (creating, in essence, a practical monopoly), the degree of
competition decreases, because the remaining firms lack the resources
necessary to launch or sustain effective challenges. While this eon-
tention about the importance of relative competitor size is primarily
an empirical observation, theoretical support for the idea has been
forthecoming recently from a number of different sources. Porter
(1975a), for example, has argued that firms try harder in the first
situation both because they wish to become the industry leader and be-

#Fpr reviews and a more detailed critigue of this literature and resesrch,
see Vernon (1972), Winn (1875), and Schendel and Patton (1377}
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cause they feel Jess secure than when there is an establizhed or-
der. BCG (1978) puts forward similar arguments and coneludes that
the optimal ratio of firm sizes in industries where experience curve
effects significantly influence the industry cost structure is in the ra-
tioof 4to 2 to 1.

These ideas are also consistent with our earlier contention that major
changes in competitive position tend to oceur primarily in the develop-
ment. shake-out, and decline stapes of product/market evolution. The
correspondence is that both firm and industry profitability are the
lowesl (perhaps because of increased rivalry and more egual compe-
titor size) during those periods when competitive shifts usually occur,
while they are the highest (perhaps because of decreased rivalry and
greater differences in competitor size) during thoze periods of relative
industry stability,

The PIMS program offers further empirical support of this idea by
showing that, as relutive market share increases (indicating disparate
sige), pretax ROL increases (see Fipure 5.5),

Figure 5.5 Relationship of Market Share and Profitability

30.2%

Pretax 17.9%

RO 12.0% 13.8%
9.6%

7% 7-14% 14-22% 22-36%  36%
MARKET SHARE

SOUACE: Sidney Schoelfler, Robert O. Buzzell, and Donald F. Hsany, “im-
pact of Strategle Planning on Profil Perlarmance,” Harvard Busi-
nass Aeview, March-Apil 1974, page 741, copyright T 1974 by
the Presldent and Fellows of Harvard Collegs; all rights reserved.

_Fru_m a competitive stratepy viewpoint, there are several major im-
plIr:uhnns_ﬂf these ideas and findings, First, it appears that industry
profitability is highest when rivalry is low, that is, when there iz one
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dominant firm in the industry. Second, it elearly pays to be the domi-
nant firm in an industry, as the PIMS data illustrates. Third, the
profitability of nonleading firms appears to be more closely correlated
with their size relative to the leading firm than by their absolute size,
Thus, one should try to aveid being an *‘also-ran.”

Barriers to Entry

In general, the higher the barriers to entry to a particular industry,
the greater its profitability, other things being equal.!® There are sev-
eral types of barriers to entry, including these: (1) absolute cost bar-
riers, such as those afforded by patents, availability of capital at lower
cost, access to less expensive raw materials, and experience curve ef-

fects, (2) limited supply barriers, such as control over key raw ma--

terials supplies and limited access to distribution channels, (3) mar-

keting barriers,!* such as those possessed by the holders of strong con--

sumer franchises (for example, Colgate, Hershey, Wrigley), and (4)
legal and/or politieal barriers, such as import quotas. From a com-

petitive strategy point of view, the two key points about barriers to en-

try are first that they can be created by the actions of an individual
firm and second that they frequently vary by market segment. Be-
cause of these facts, pricing and product-positioning choices are some-
times far more critical than one would assume initially. Penetration
pricing, for example, can ereate absolute cost and marketing barriers
that will keep many eompetitors out of an industry, Similarly, prod-
uet positioning is an important determinant of profitability in the
light aireraft industry. Thus, at the lower end, the industry is a
duopoly between Cessna and Piper. In the medium twin segment, how-
ever, it is an oligopoly invelving Cessna, Piper, and Beech, while in
the jet segment, there are over ten competitors.

Barriers to Euxit

Porter's (1975b) research indicates that, in some industries, there are
significant barriers to exit. More specifically, he has shown that it
is almost impossible to withdraw from some industries on a prof jtable
basis because of various structural impediments, such as high capital
intensity. This point is particularly appropriate to remember when
evaluating proposals to enter such indusiries.

16 The fact that some industries, such as commercial aviation, have both high
barriers to entry and low profitability indicates that other things are not always
equal.

11 Marketing barriets typically arice from strong product of brand differendation.
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Capital Intensity

Besides being a barrier to exit, high capital intensity can depress over-
all industry profitability, according to recent PIMS findings, especial-
ly when market share is low (Schoeffler et al. 1974). One of the prin-
vipal reasons for the low ROI observed in businesses with high capital
intensity is the intense efforts placed on achieving high-volume and
thus high-capacity utilization in such industries; that is, the problem
appears to be more one of high break-even points than of the level of
capital intensity per se. Where cyclical business conditions accompa-
nyv high capital intensity, as in the paper-making industry, the intensi-
ty of the competition for business varies over the business cycle, pro-
ducing substantial eyelical swings in profit performance.

Vartical Integration

While the PIMS findings suggest that excessive capital intensity de-
presses ROL in most situations, their findings on vertical integration
also suggest that the timing and the nature of the capital investments
undertaken by a business may have as important an effect on profit-
ability as the level of the investments undertaken, More specifically,
the PIMS data suggest thut high vertical integration depresses profit-
ability in the early stages of product/market evolution, but increases
it in the later stages of product/market evolution. Schoeffler has sug-
gested that the reasons for this may be that early investments in ver-
tical integration may he made at the expense of more profitable in-
vestments in marketing related activities but that later investments in
vertical integration may help accelerate experience curve effects.
Porter's (19754) analysis suggests a different, but an equally inter-
esting explanation; namely, that early investments in vertical inte-
gration may be made at the expense of alternate production invest-
ments that would produce superior experience curve effects, but that
liter investments in vertical integration help the integrating firm gain
relative power in the raw-material-to-parts-to-components-to-assem-
hly-to-distribution-to-consumer production chain and thus help main-
tain better margins. Both answers eventually may turn out to be cor-
vect. What is clear at this time, however, is that, in most instances,
firms should not attempt to integrate forward or backward in the
early stages of product/market evolution. Rumelt's (1974) finding
that the long-term profitability of highly integrated, capital intensive
firms is below the average of U.S. industries also raises a strong cai-
tion in thiz regard.



130 Strategy Formulation: Analytical Concepis
Value Added

Analyses by Bower (1972) suggest that the proportion of value added
at different steps in the chain from raw material to final consumer
differs for different industries (see Figure 5.6). Bower goes on to
point out that, at those stages at which value added is low, it is very
hard to make a profit. He also notes, however, that return on invest-
ment may be high even where value added is low because of the low
levels of investment required.

Figure 5.6 The Value Added to a Product at Differsnt Stages in the Raw-
Material-lo-Consumer Production Chain
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Preliminary analysig by Ilofer (197%) sugpests that return on value
added (ROVA) tends to stabilize in the range 12 to 18 percent for most
industries that are in the maturity or saturation stages of market evo-
lution. Although very tentative, this result, if true, would suggest that
market forces work to reward firms relatively equally for the econo-
mic contributions they make to society,

Various eorporate-planning-staff analvsts at major manufacturing
firms such as DuPont and General Electric have suggested that the
véturn on value added for mature businesses may vary within this
range according to the unigueness or quality of the value that is added ;
that is, the return on value added is at the high end of the range for
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husinesses with high engincering content or unique produetz or which
nze highly skilled labor, while it is at the low end of the range for busi-
nesses which have low engineering content, nondifferentiated prod-
ucts, and which use unskilled labor.

Porler's (1975a) analysis suggesls that one of the market forces
that would tend to equalize return on value added would be the rela-
tive bargaining power of the adjacent slages in the raw-material-to-
consumer production chain, Specifically, he notes that:

“Tf an industry has low value added, the effects of bargaining
power in adjacent stages are magnified, especially in the
case of suppliers, since inputs are a major part of total cost.
Low value added means that relatively small percentage
changes in selling price or input costs will have a major im-
pact on the profits of the seller. 1t also means that there are
relutively few opportunities to engage in cost cutting or tech-
nical progress to absorb the effects of changes in zelling price
or input costs. Finally, low value added is an indieation that
vertical integration into the industry may he relatively easy.”

Although the evidenee is only anecdotal, the experiences of Bowmar in
hand ealeulutors and Aerosol Techniques, Ine. in aerosol packaging
support Porter's reasoning,

Another factor that would produce similar results is the nature of
the vivalry that would typically be associated with different degrees
of value added, Where value added is low, there would normally be
« large number of relatively small firms that have low ecapital invest-
ment. Competition in such industries would tend to be on the basis of
price and service and would approximate what economists call
“atomistic competition.”  Where value added was high, the number
of firms would usually depend on the ratio of capital to labor costs;
that is, there would he a small number of large firms where capital
costs were high compared to labor costs and conversely. In both in-
stances, however, the degree of rivalry wonld be less than that where
value added is low, although the basis of competition would differ
substantially in the two instanees,

From a competitive strategy viewpoint, it is clear that firms should
compute explicitly their return on value added (ROVA) to see wheth-
er it is likely that they will be pressured into price reductions or be
unable to pass along cost increases in the future. Also, firms should
analyze the value that is added to a product at the different stages in
the raw-material-to-consumer production chain to determine where
economic power is likely to lie in the chain and the segments in the
chain that might be vulnerable to forward or backward integration
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moves, Firms that are in such segments should then consider explicit-
ly the strategies that they might employ to counter such moves, prod-
uet differentiation and market segmentation being two important op-
tions.

Economies of Scale and
Experience Curve Effecis

One of the major factors influencing competitive business strategy in
many industries is what the Boston Consulting Group (BCG, 1968)
has termed “experience curve effects.”” This concept stales that the
total constant-dollar-per-unit cost of producing, distributing, and sell-
ing a particular product will deciine by a constant percentage {usually
between 15 and 30 percent) every time total indusiry unit volume
doubles. This implies a logarithmic decline when the data are plotted
on a linear scale and a linear decline when they are plotted as a
logarithmic scale (see Figure 5.7).

BOG developed the experience curve idea as a generalization of the
learning curve offects that had been observed to occur in industries
that used assembly-line manufacturing technologies Tor small-volume
rins, such us aireraft sssembly. Unfortunately, BCG never specified
explicitly the mechanisms by which experience curve effects oceurred
or the types of circumstances to which they applied.

The cost decreases predicted by an experience curve analysis of
business do not came about automatically, however. They miust é

made to happen. In most instances, there i_l.['.E..'-E_ﬂ-TEI_‘H] ways in which
they can neenry{/One of the most important of these is through the at-
tainment of economies of scale in the various f unctional areas of the
business, ineluding manufacturing, engineering, sales, distribution,
promotion, accounting, and finance. In all of these functional areas,
the effects of the economies of scale are derived from one or more of
the following five types of activities: (1) from the development of spe-
cialized knowledge or skills in the area, (2) from the ability to take
advantage of indivisibilities in existing technology,™ (3) from the
ability to take advantage of stochastic or mass reserves,” (4) from

12 An éxample would be the substitution by a large sirline of one 747 for two
7075 on o particular route. Both options would have the same toial seating
capacity, but the 747 could do the job for less cost than the two T, Ha

competitor did not have sufficient demand, however, it would have 1o use a 707
with its higher per-unit costs, a= it could not order half & 747,

Y% An example would be the maintenance of adequate safety stocks, Since
the optimal level varies with the sguare root of annual demand (0 = f(D¥*),
a doubling of =ales would require only a 41-percent increase in safety st
investments.
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Figure 5.7 Typical Experience Curves
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the ability to spread fixed costs over larger volumes, and (5) from
learning curve effects, (Learning curve effects differ £ rom the de-
velopment of specialized knowledge in that the former come from im-
proved skill in doing a task without any changes in the task design or
Sequencs, whils thie latier involves a change in task design or sequenc-

ing fo obtain higher productivity.) o
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=~Two other major sources of experience curve effects are the “value
engineering” of existing product, process, distribution, or sales-tech-=
nologies in order to reduce costs and the application of innovations in
product, process, distribution, or sales technologies that reduce costs,
An example of value engineering is the substitution of plastic grills
for. metal grills on automabiles to reduce the cost of the grill without
affecting its appearance or its performance. An example of the use
of innovations to reduce costs would be the purchase of a new com-

puter, when it first becomes uvailable, in order to reduce paperwork
costs, =

/_jh:ﬂ_m\u competitive strategy viewpoint, there are three major im-
(plications of experience curve effects. ~First, experience curves depict
‘the rate at which a business should be reducing the total constant-dol-
lar-per-unit cost of its products. The adequacy of existing cost-eutting
proposals can be judged against this norm. Thus, if a business does.
not decrease its total per-umit-constant-dollar costs sufficiently over
the long run, it stands a good chance of being priced out of the indus-
try by its competitors,
if]Semnd._ experience curves can be used to help a business develop
long-run pricing policies, as demonstrated in Figure 5.7. More spe-
cifically, & business could use experience curves to predict its short-
and-long-term-eash flows from “skim-the-cream” pricing versus pric-
in; for growth versus pricing for marging.  To do this, it would need
to project both the growth of the market and its relative market share
under each pricing pelicy. Thus, while initial losses would be less un-
der a “skim-the-cream" pricing policy, the initial market growth rate
would be lower, and there could be a loss of long-term relative market
share. By contrast, pricing for growth would Sucl‘ffitﬂ_:ﬂh.éﬁ:ﬁﬁ_
profits and medium-term cash flow for more rapid market growth and
higher long-term cash flow. Pricing for margins would produce high-
er short- and meditim-term eash flows, but at the cost of smaller long-
term market share and slightly slower market growth than with a
pricing for growth policy, FEach of these cash flows then could be
compared with the firm's growth and profit ohjectives and with its
assesements for technological change in the industry to determine
which policy seems best. Thus, if technological change in product or
process design is particularly rapid in an industry, a pricing for
margin approach might not produce a loss in market share or even a
reduction in the rate of market growth if the cash flow from the high-
er margins were reinvested in the development of these new technolo-
gies/Z Finally, experience curves can be used to predict how fast sup-
pliers’ prices should be goifig down, with obvious implications for a
husiness’s purchasing policies. In this regard, Cheney (1977) shows h
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that governmental precurernent poficies-based on experience curve
Lhnru}v_r_ﬂlg result in lower g&mlﬁuﬂs..tu_tm%m —
In spite of their usefulness in strategy analysis, there are threemain
problems_in_trying to vonstruct experience curves for a particular
praduet. gRirst, it iz sometimes necessary to develop different experi-
onee curves foreach of the components that make up a product.™ For
inatance, the experience vurve for the integrated cireuits used in hand
caleutators probably would be guite different from that for the plastic
casing of such caleulators/=Second, for industries in which different
products use the same busic components or the same production proe-
peses, it may be necessary to account for the effects of Eljg_rr:d experi-
ener in order to predict possible cost declines properly.=Fhird, it is
aften very difficult to get 1hc_e_]_1i§tn_rir;e;_l_n:gaL;l,akp.a__u_c_a_l;_de_rl__tg develon €x-

perience curves, because most accounting systems are not sel up to do
<0, For this veason, most empirieal evidence on experience curves has
been gained from research on price behuvior,

Marcover, even when experience eurves can be const ructed relative-
Iy easily, careful thought must be given to the use of experience curve
analyvsis in strategic decision making. Abernathy and Wayne (1874},
for example, argue that excessive coneern with experience curve ef-
fects can reduce u fivm's eapaeity for innovation as work specializa-
tion and investment in specialized equipment increase—a development
that might leave the Tirm vulnerable to attack by competitors who
have bulﬁ_m_-e_f.] more carefully experience curve and inmgvation needs.

Technological Change

Technological change ean exert a major influence on the nature of cf-
fective competitive strategies in particular industries. Two aspects of
technological change ave particularly important: (1) the m-eralll level
or rate of technologieal change in the industry and (2) the variations
thal occur in the rate and type of technological change at different
stages of product, market evolution.

Although rvapid technological change is a relatively recent phenome-
ti, most management theorists have recognized for some time that

14 One of the reasons for this is that different stages in the raw-materigl-Lo-
consumer production chsin are often ot different stages of product/markel
evolution, In the chain for aerosel products; for example, cap =nd valve manu-
facturers (intermediate purts manufacturers) and aserosol fillers (final product as-
semblors) wers in the late arowth stage of evnlution at the same time that most of
the other industries in the chain were in the maturity of saturalion stagts of evo-
lution.
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high levels of technological change could affect competitive strategies
in different industries. TIn this regard, Ansoff and Stewart (1967)
discussed some of the implications of high rates of technological

change in product design for business strategd. They concluded that

there are four types of strategies a business could adopt with respect
to product design. They are: (1) first-to-market, (2) follow the lead-
er, (3) application engineering, and (4) “me too." They also con-
cluded that the choice of a particular R and D strategy wou Id strongly
influence the other types of functional area strategies that a firm
should choose and that a first-to-market strategy might be most effec-
tive in the early stages of product/market evolution.

After Ansoff and Stewart’s work, most of the academic work on
tochnological change focused on the procedures that might be used to
forecast such technological changes. In 19756, however, Titterback and
Abernathy found that the rate and type of technological change in an
industry usually varies among the different stages of market evolu-
tion. Specifically, their research shows that technological changes in
product design are usually much more frequent in the development
and growth stages of market evolution than at later stages, while tech-
nologieal changes in process design are the greatest during the shake-
out and early maturity stages of evolution (see Figure 5.2). Maoreover,
independent research hy Cooper and Schendel ( 1976), indicates that
the threat of major technological breakthroughs that produce different

kinds of products to perform a particular function (for example, the

development of jet engines as power plants for mircraft) is greatest
during the late maturity, saturation, and petrification stages of prod-
net /market evolution.

Combining these findings with our own observations on the types
of technological challenges faced by many businesses, we hypothesize
that the major tvpes of technological issues that particular busineszes
face will vary according to the overall level of technological change

in their industry (us indicated in Table 5.7) and with the type of

strategy they have adopted. Specifically, in industries with high
rates of techmicological change, the major challenges will involve the
types of product design changes they should consider and the time at
whieh they should freeze a design in order to mass produce it. How-
ever, it is not likely that major breakthroughs in product form will
oceur that have not been considered by the firms’ researchers, when
the overall level of techmological change is high. Major break-
throughs in product form will be the prineipal tvpe of technological
threat to firms in industries with Jow overall rates of technological
change, though.
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Table 5.7 Hypothesized Variations in the Major Types of Technological Chal-
lenges Particular Businesses WIll Face

Type of Technaological Change

Praduct Design | Process Dasign Breakthrough
oarall High hajer Intermadiate Moderate
Ralg o Medium Moderale Maj

Tashneigica jar Intermediate
Change
Low None Moderate Major

By contrast, the major challenge facing firms, especially single-
industry firms, in industries with intermediate rates of technological
change is the problem of switching from a product focus to a process
forus in their engineering and R and D activities. The reason that
this type of switch in focus is especially problematic for single-indus-
try husinesses is that such firms often do not have the resources neces-
sary to employ eritical masses of both product and process engineers.
Sinee the initial technological challenges they face are usually in the
area of product design, they normally hire reasonable numbers of
product design engineers to develop their products. However, as the
industry continues to mature, such firms often are unable to meet the
newly emerging process engineering needs, since they have commit-
ted most of their B and D dollars and facilities to product design tech-
nology,

The appropriate strategic responses to technological challenges will
also vary according to the overall rate of technological change in the
industry and the business's technological strategy. For businesses
in industries with low rates of technological change that suddenly
face breakthrongh developments in product form, there may be only
throe viable strategic options; namely, (1) to acquire a firm that has
itimate knowledge of the new technologies, (2) to become a distrib-
utor of the hreakthrough products manufactured by foreign firms,
or (3) to liquidate the business in an orderly fashion before being
forced to do so by overwhelming market developments.

. In general, however, we still know very little about technological
innovation and its effects on competitive business strategy, except

that it can have a profound impact on a business’s chances for long-
run survival,
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Product Differentiation

Product differentiation attempts to c¢reate niches in the market that
are protected from direct competition. More specifically, the ohijec-
tive of differentiation is to create preferences and loyalties among
buyers that reduce their sensitivity to price differentials among exist-
ing products or brands in the market. Two points are especially sig-
nificant in these comments. First, product differentiation is aimed
primarily at existing competitors, not at unknown potential entrants;
and second, product differentiation primarily affects the revenue side,
not the cost side, of the net-profit equation, In fact, product differ-
entiation can be viewed as an attempt to create a quasi-monopoly in
whieh pricing need not be done on the hasis of costs alone, These
points are amplified by the product differentiation/buying process
matrix shown in Talle 5.8,

Table 5.8 A Product Differentiation/Buying Process Matrix

Degree of Product Ditterentiation
High Medium Low
primarily heavy-duty pohca brulk
eConamic Iraciorns cars chamicals
Matura al |
riranil luxur men 2 regular
Buyer P Y i
lunctional automobiles suils beer
Maeds
primarily nigh-fashian wOman's tancy, boxed
peychological Aresses cosmetlics chocolates

SOURCE: Adapted from ©. W. Holer, “Cenceptual Constructs for Formulating Gor-
porate and Business Sirategies,” (Boston: Imtercellegiste Case Clearing
House, £0-378-754, 1977). p. 20.

Most policy and marketing research indicates that consumers of
the types of products shown in the upper right cells of this mat-
rix (that is, those with medium to low product differentiation and
priniarily economic or balanced buving needs) are usually unwilling
to pay price premiums for these products. Therefore, the pricing of
such products is normally done on the basis of costs, and profit dif-
ferentials among companies are almost completely attributable to dif-
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ferences in their cost structures, Asa consequence, experience curve
effects are extremely important for such industries, By contrast,
consumers of the types of products shown in the lower left cells
are uzually willing to pay price premiums. Consequently, the pricing
of such products is normally done on the basis of perceived value to
the customer or what the market will bear, and profit differentials
among companies are atlributable more to differences in their overall
prices and relative volumes than to differences in costs. Moreover
volume differences among such products almost alwavs stem ﬁun;
pereeived differences in the guality or value, rather than from differ-
ences in price,®

From a competitive strategy viewpoint, however, the principal mes-
sage is not that firms should try to differentiate their products, since
the ability to do this is usually strongly constrained by the nature of
the product invelved, Ruther, it is that firms should choose the types
of weapons they will use to try to establish relative competitive ad-
vantage only after considering all the basic characteristics of the
markets and industries in which they compete.

Industry Analysis at the
Business Level: A Summary

Lt this section, we have discussed a number of factors that can influ-
ence significantly the types and levels of opportunities and threats
that will be present at any given time in a particular industry.
Changes in any of these factors ean influence profoundly the effective-
ness of a firm's competitive strategy, In many instances, however, it
I the interaction of two or move of these factors that produces the
most significant strategic challenges for a firm. Effective strategists
look explicitly for interactive effects among these variables.

SUPPLIER ANALYSIS
AT THE BUSINESS LEVEL

There are two primary purposes of supplier analysis at the business
level. The first is to identify any input resource eonstraints that the

5 [\{Dte that wesr-to-year changes in markel share are typically much larger
for highly differentiated products that are sold on the basiz of psychological
and other noneconomic appeals than for products with the opposite characteristics.
One of the main reasons for this ls that such differonces in product perception
ususlly can be created more quickly than can chanpes in the relative cost structure
hetween estzhlished competitors.
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business may face over its planming horizon. The second is to iden-
tify any threats that may be created for the firm by suppliers’ inte-
grating forward or opportunities that may exist for the firm to inte-
grate backward.

Assessing Inpul Resource
Constrainls at the Business Level

At the business level, the assessment of input Tesource needs and
availability should be done for the primary physical, financial, and
human resources that the business uses. In multi-industry firms,
SBUs occasionally might be asked to perform similar analyses for
some resourees that are of intermediate or even minor importance to
the SBU involved but which are of substantial import for the corpora-
tion as a whaole.

A variety of tools and techniques ranging from simple trend analy-

sis to sophisticated input-output models can be used to do such input
resource analysis. Table 5.9 presents a check list of questions useful

in this regard. As at the corporate level, the most difficult aspects
of such analyses are: (1) forecasting the amount of new supplies and

substitute resources that will be generated as a result of changes in
price levels and (2) forecasting the demand for such resources in the
various unrelated industries that use the resources. In many in-
stances, however, it is not necessary to attempt to forecast fundamental

changes in the structure of supplier markets. Rather, simple trend

projections will often suffice, since the principal purpose of such
analysis is to alert the business to areas where it may need to develop
specific action or contingency plans in order to inerease its supplies
of, or reduce its dependence on, critical input resources.

Orceasionally, however, unique access 10 particular input resources
cun be used as a competitive weapon. In these instances, detailed an-
alyses usually are needed of the structure of input markets and of
the strengths and wealknesses of the firm’s suppliers versus those of
its competitors,

Assessing the Opportunities and
Threats of Vertical Integration

In the section on industry analysis at the business level, we discussed
how the stage of product/market evolution and the degree of value

added at different stages in the raw material-to-consumer production
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Table 5.9 A Check List far Supplier Analysis at the Business Level

1  For which raw matarials, purchased parls, capilal equipmenl, and personnel
{zco present or potential critical supply sharlages? Fascnccl Sops i i

Amount Available Critical
Neaded Supply Reszoures List
Type of Supplies ER | MR | LH SH | MR | LR SR | MR | m

Aew Materials
Purchased Faris

Capital Equipman)
Persannel

2 Far gach gritical lem, what ara thy major charactarisiios of and vends in lhe induairies or
markais supplying the (tem?

Far ltem N Characlarislics of Trends in
Number ol Suppliers

[ Gize of Suppliars

Capacity al Suppliers

Yertical Inlogration al Suppliers

Location ol Supplarg
Financisl Condition of Supplies
Dwnarship of Suppligrs

4 Far each oricdl lom, whe ore lha curronl suppliers?  \What are thair sirengths and
woenknesses? Thelr prosent and projocied sirategiog? What s thelr capacity to meal tho
litm's. needs?

Sirmegios Capacily ta Meat Needs
Far Heam A Syrengths | Weaknossas | Prosent Projacied Presen Fulum
Suppliar #1
Suppiier FN

4 For each critcal em, whal source al allgrmatives arg availabla?

Supply from Mew Integrate Use of Redesign Product! Process
Item Currant Yendars | Suppliers | Backward Gubatitutes | for Use of (hear AEs0OUICES
A
B

5 How will gach of the above faclars change as changés pocur in product design and fach-
nology?  In process-design and technology?  In other aspecls ol oporations?

SOURCE: Adapted from C. W, Hofar, "“A Conceptual Scheme for Formulating & Total
E_Iltusmess Strategy,” (Boston: Intercollegiate Case Clearing House,
#9-378-726, 1876}, p. 10, '
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chain influence the relative attractiveness of vertical integration at
the different stages of the chain. Two other factors that significant-
ly influence the relative attractiveness of vertical integration a=s a
strategic option are the degree of concentration at different stages in
the production chain and the business and corporate strategies of
major firms at different stages in the chain.

Thus, whenever the stage of evolution, degree of value added or
other factors indicate thatl vertical integration may be an attractive
option either for a firm or for its suppliers or distributors, the firm
should examine the degree of concentration, barriers to entry and exit,
experience curve effects, and so on, for each stage of the chain in or=
der to determine whether entry is really feasible and attractive, ik
is, then an analysis should be made of the strategies and strengths
and weaknesses of the possible acquisition candidates and/or the sup-
pliers or distributors that might integrate forward or backward into
the firm's production segment. This analysis should indicate more
accurately the magnitude of the potential vertical integration oppor-

tunity or threat,

COMPETITOR ANALYSIS
AT THE BUSINESS LEVEL

The purpose of competitor analysis at the business level is twofold:
(1) to identify those areas where the firm has advantages over com-
petitors that may be exploited and (2) to identify those areas where
competitors have advantages which they may be able to exploit, If
these analvses are done well, the firm may be able to develop economic
or political strategies that will discourage major competitors from in-
vesting in market segments where it wanis to obtain high relative
market share for itself.

Competitor analysis requires identification of major competitors
and their past and present objectives, strateries, key resources, and
major strengths and weaknesses, so that reasonable assessments CAD
be made about their potential Tuture business objectives and strate-
gies. In addition, potential competitors, both direct and indireet,
should be identified and their objectives, strategies, and resources
assessed. A check list for organizing such information is presented in
Table 5.10.

Gathering information about the firm's existing and potential com-
petitors is difficult to do for several reasons. First, and most import-
ant, the information often does not exist in the public domain, or, if it

Stratagy Analysiz at the Business lLavel 143

Table 5.10 A Check List of Questions for Competitor H
L opellstle Analysis at the Busi-

i Wha are lhe presant compalilors in each market or market segmant?

[ present Competiiors | Local | Regional | Mational | Forelgn | Mullinational | Waorldwide
Singlz Industry A B

Multi-Industry:
Daminant Businesses c,o E

Bulti-Indisairy:
Aelaiad Businessas F G H

Conglomerates | J

What ara thelr past and proseént key rescurces, strongths, and weaknesses? Their past
gnd prasant corporate and businoss stralegies? Thelr past and prasent corporsle and
tusiness ohjactives?

[ For Competitar N

Distant Past Aecent Pagi Prosent

Carpornle Objactives

Husiness Objeclives Sotitlico Maximize Grawih Maximize Profita

Carpormta Stralogies

Buniness Strategies Foll Gir Trend Sebler ‘Ghare Loodor

Koy Aasources

Stranglhs

YWoaknaason

4 What see thoir luture besiness abjectves and stratogles [lkely 1o ba?

4 Wno are the potantlal competitars?  What are 1hals strengtha? woaknesses? and po-
jentiol stratagios?

Polannial Potential
Campalllors Suenglhs Wanknesies Sirategias
Othar Aegions u
| Raelated Industrles VoW
Customars
Suppliers T
Diversitiers
Canglameraies Z

EE '-'u'ar:lat 1?;995 of indirect compelilon doss the firm face? functional substitution? inno-
willons

SOURCE: Adapted from C. W, Hofer, “A Conceptual Scheme for Formulating & Taotal
Business Strateqgy, (Bosten: Intercollegiate Cese Clearing Housa,
=0-378-726, 1574), p. 1.

does, it is usually so scattered that it would be far too costly to try to

gather it. Second, even when such information does exist, most busi-

nesses fail to gather it when it is most readily available, thatis in the

present, There are many reasons for this failing, but the mest im-
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portant seems to be that most managers give little more than passing
thought to their competitors and the ways their competitors’ strate
gies affect their own businesses. Finally, many businesses fail to
gather the most relevant data on their competitors’ strategies and
resources, because they fail to consider explicitly what their competi-
tors zhould do in given circumstances.

One of the more important aspects of assuming a competitor's posi-
tion is the identification of the competitor's corporate strategy and
where the particular business in question fits into that strategy. For
example, if the competitor has only a single business and has no plans
for diversification, then it is quite likely to be very aggressive in the
market. The degree of rivalry exhibited by an SBU of a multi-industry
firm, by contrast, varies according to the position of that SBU in the
firm's portfolio. If it is a profit producer, for example, it is likely to
be far more aggressive than if it is in a losing position.

For dominant-product-line firms, the degree of competitiveness
varies according to the length of time since the firm’s first diversifi-
cation efforts and whether or not the business involved is the com-
pany’s base business or one of its new businesses, During the first
few years after the diversification, for example, such firms are typi-
cally much less competitive in their base business than they were be-
fore they started diversifying. During this same period, however,
such firms are usually quite competitive in their new businesses. 1f
such firms encounter severe problems in their base business, how-
ever, these priorities are reversed rather sharply, a behavior pat-
tern which presents an aggressive competitor with the opportunity
of launching a moderately effective attack against the abandoned
diversification efforts.

RESOURCE ANALYSIS
AT THE BUSINESS LEVEL

RESOURCE ANALYSIS: AN OVERVIEW

The purpose of resource analysis at the business level is to assess
the ability of a business to exploit the opportunities and parry the
threats that it faces in its external environments. This ability stems
from the wayvs the business’s various resources and skills interact with
the key success factors of the market in which it competes and with
the resources and skills of its competitors in order to provide it with
economically productive differential advantages. The resource analy-

Sirategy Analysis gt the Business Level 145

sis process should, therefore, include three broad steps. First, the
business should develop a profile of its prineipal resources and =skills.
Next, it should compare this resource profile to the key success re-
gquirements of the produet/market segments in which it competes in
arder to identify the major strengths on which it can build a viable
peonomic stratery and the eritical weaknesses which it must overcome
ta avoid failure, (This pattern of strengths and weaknesses is calied
its pompetence profile.)  Finally, it should compare its strengths and
woeaknesses with those of ils major competitors in order to identify
those areas in which it has sufficiently superior resources and skills
ty create economically meaningful competitive advantages in the mar-
ketplace.

In addition, this resource analysis process can serve as a basis for
identifying the unique patterns of resources and skills of the business
{sometimes called distinctive competences) that may be of value in
entirely different product/markets. Such distinetive competences
often serve as the basis for diversification moves by the business.

TYPES OF ORGANIZATIONAL RESOURCES

All organizations possess five types of resources and skills that they
can use to try to achieve their objectives. These are: (1) finaneial
resatrees, such as cash flow, debt capaeity, and new equity availabil-
ity, (2) physical resources, such as office buildings, manufacturing
plants and equipment, warehouses, inventories, and service and dis-
tribution facilities, (3) human resources, such as scientists, en-
sineers, production supervisors, sales personnel, and financial ana-
lysts, (4) erganizationel resources, such as quality control systems,
short-term cash management systems, and corporate financial models,
and (5) technological eapabilities, such ag high-quality products, low-
cost plants, and high brand loyalty. To assess a business's resource

profile, it is necessary to identify the major resources and skills it has
in each of these areas,

ASSESSING A BUSINESS'S RESOURCE PROFILE

ik Ihe five types of resources and skills of an organization can be di-
vided into three groups based on their position in the strategic re-
source conversion eycle (see Figure 5.8). As the figure indicates,

18 Iny this context, the term technology is used in the broad sence; that is as a

description of the way that each of & business's various functional ares activities
are carried oue
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Figure 5.8 The Strategic Resource Conversion Cycle
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finaneial resources are the most basic and the most flexible of an or-
ganization’s resources, because they are the only ones generated by
the activities of the entire firm in the marketplace and because they
are the only type of resource that is directly convertible into the other
four types of resources, Physical, human, and organizational re-
sources are the next most flexible resources because they can be con-
verted into two other types of resources, cash and technological capa-
bilities. Technological capabilities are the leust flexible, although
often the most important, of an organization’s resources, since they
¢an be converted only intoocash.

Because of these differences in the characteristics of strategic re-
sources, we recommend a two-step procedure for assessing them.
First, a determination should be made of the business's strategic
financial resources, and then a competence profile should be developed
for its various nonfinancial resources ™

Assessing Financial Resources

Many financial tools can be used to assess a business’s intermediate-
and long-term strategic financial resources, including ratio analysis,
funds flow analysis, and computer-based business financial models.
This analysis differs from that which is done when assessing the
stratepic position of the business, however, even though many of the

1" Fow other resource analysis models contain all of these S1Eps. Most, for
example, fail to distinguish explicitly berween resources, strengths a.ud Wea'll
nesses, and competitive advantages, while many others measure the organizabton s
financial and technological strengths and weaknesses and competitive advantages,
but not the physickl, human, =ad organizatignal resources on which these are
based.
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zame tools are nsed in both processes. The principal differences stem
from the different purposes of the analyses., Ilere, the focus iz on as-
sessing intermediate- and long-term financial strengths, rather than
short-term financial weaknesses. Thus, more attention is given here
to long-term (five-to-ten-yeur) trends of net income and total (cur-
rent and fixed) asset utilization, while earlier the focus was on short-
term (one-to-twelve-month) variations in cash flow and working
papital,

In addition to the above analyses, it is useful to caleulate the amount
of resources that will have to be reinvested in the business over its
planning horizon in order to maintain its current growth rate. The
amount of cash flow that will be generated by the business during the
same period should then be compared to the reinvestment require-
ment in order to determine whether the business would be abile to sup-
port its growth from internal means alone. This same calculation
would, of course, indicate the level of additional resources that could
be needed if the business were unable to support its growth internally,
or the amount of exceas cash it would throw off to support other
businesses if it were able to finance itself internally. A simple but
useful way to do this iz to ealeulate the business's cash flow reinvest-
ment ratio using the following formula.

HCF 2o altar tax cash flow
naw investment needed o support additional sales

alter tax cash tlow

~ B )" [ (e pacial) (igdyaes)

* Five-yaar averages are usually used far these ligures.

Moreover, when computing the amount of discretionary strategic
resources that the business can generate above its reinvestment needs,
one should include not only the business's net cash flow (and for single-
product-line firms inereases in debt or equity), but also the reductions
that it can make in its present level of managed expenses without
significantly hurting its current competitive position, since such re-
ductions ean be a major source of eash flow,!® The principal reason

% In many large firms today, the total level of managed expenses is about
the same as the firm's totzl capltal budget. Thus, if the business were allocating
only @ tenth of these expenses in areas that were no longer productive, it could
Increase its effective capltal budget by 10 percent by redeploying these expendi-
1ures.
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such reductions are possible is that large numbers of firms invest in
areas such as B and D and advertising at levels subztantially bevond
those needed to maintain their current market position.

Assessing Nonfinancial Resources

While financial resources are important, over the long term a busi-

ness cannot be successful unless it develops physical, human, organ-

izational, and technological resources and skills in each of its fune-
tional areas. The next step in the resource analyses Process, there-
fore, is to develop an inventory of the husiness's resources in each of
these areas, so that it has a better understanding of the competences

on which it may build a strategy. An ef fective way to do this is to
develop a functional area resource profile for the company, like the:
one depicted in Table 5.11. The principal advantage of using such a

resource profile is that it is comprehensive,  Like every procedure,
though, it is not exhaustive. The greatest danger in developing such

resouree profiles is not thut one would overlook a major competence,

Rather, it is that one might develop such a lengthy list that it would

be difficult to separate the wheat from the chaff,

One way to overcome this problem is to compute the financial de-
ployments the business has made to each of its various functional
areas at the start of the process, as is indicated in Table 5.11. When
plotted over time, as in Table 2.6, these deployments indicate, in &
graphie and dramatic fashion, the areas in which the business has
tried to develop major skills, Using these deployments as a guide,
the business then should identify the principal physical, human, or-
ganizational, and technological competences it has developed in each
of its funetional areas. In doing so, it should be remembered that
many firms subcontract some of the basic activities involved in the
creation, design, development, manufacture, distribution, and sales
of a product or service. In these instances, whenever possible the
business should try to assess the resources and skills that its subeon-
tractors have developed in performing these activities.

ASSESSING ORGANIZATIONAL
STRENGTHS AND WEAKNESSES

One reason that many strategy formulation models skip the resource
profile step in the resource analysis process is the fact that resources
have no volue in and of themselves. They gain value only when one
specifies the ways in which they are to be used. Thus, one cannot tell

Strategy Analysis at the Business Level

Table 511 A Typical Functional Area Resource Profile
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whether it is a strength or a weakmness to be seven feet tall until one
specifies what that tall individual is suppesed to do. If, the answer
is to play basketball, being seven feet tall is a great strength, other
things being equal. If it is to ride a race horse, however, it would be
a great weakness, other things being equal.

To assess its ability to exploit opportunities and to parry threats
in a particular product/market segment, a business must compare L
resource profile with the critical success factors of the segments in
which it competes in order to identify its major strengths and, its
eritical weaknesses. Such analysis should, of course, be gl
the firm's major subcontractors in those situations in which the firm
has chosen not to perform all the basic functional activibies itself.

Once an assessment of the major strengths and eritical weaknesses
of the business has been made, this information needs to be incorpo-
rated into the strategy formulation process. To do this well, it is
necessary to recall the purpose of this analysis; that is, identify the
strengths on which the business may build a viable economic strategy
and the eritical weaknesses it must overcome to avoid failure. For
new firms or firms new to an industry, it usually is more important to
determine whether the firm's resources are sufficient to permit it to
succeed, that is, to determine whether its strengths are sufficient to
produce success, For established businesses, however, it is often more
important to determine whether its weaknesses are so critical that
they may lead to failure. Such assessments are particularly impor-
tant during the shake-out and decline stages of product /market evolu-
tion, since it i¢ during these periods that the bases for competition
(that is, the key success factors) of the industiry change, Thus, dur-
ing these periods, firms need to assess their strengths and weakness-
ez by using the new key success factors o determine whether they
need to turn areas of former weakness into new areas of strength in
order to survive or whether formerly unproductive resources suddenly
have become strengths that they might use to vie for industry leader-
ship.

ASSESSING COMPETITIVE ADVANTAGES

The purpose of competitive advantage analysis is to identify these
areas of strength that a business can use to develop major economical-
ly productive advantages over competitors and those areas of weak-
ness where its competitors may be able to sstablish similar ad-
vantages.

S i T e BT e e g —
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Such areas of advantage can be identified in two ways. The most
direct iz to comparo the business's strengths and weaknesses against
those of its major competitors. The second is to compare the busi-
ness's different performance oufcomes with those of its competitors
using the Lorentz curve and symptoms analysis techniques described
sarlier in thiz chapter.

Once a business has identified the major advantages it has over its
compelitors, and vice versa, it then must decide whether these are or
¢can be made sufficiently great and sufficiently enduring to make it
worthwhile to build competitive strategies around them,

ASSESSING DISTINCTIVE COMPETENCES

One of the major reasons for separating the assessment of an or-
sanization's respurces and skills from ils strengths and weaknesses
in serving a particular markel is that firms ean change both the prod-
uets they produce and the markets they service. To diversify success-
fully, the organization must assess its ability to make such switches,
It also needs some mechunism for selecting a new industry to enter, a
problem that is not trivial considering the number of industries that
comprise the U. 8. economy.

When one considers both the number of industries into which entry
might be made and the difficulty of entering new industries, it be-
comes apparent that it would be ineffective to use some measure of
industry attractiveness as the initial diseriminating function in the
search process. A more appropriate initial eriterion would be some
measure of the organization’s ability to make good in the new indus-
try. One such measure would be to assess its unigue resource deploy-
ments (or distinetive competences), so that this criterion could he
used to screen prospective industries.

One of the more interesting examples of such a process invalved
the American Automatic Typewriter Company (AAT). Originally,
AAT manufactured pianos that were played by paper tapes. When
that murket began to die, AAT asked itself what its major distinctive
eompetence was, ln its opinion, its key strength was its akill in using
preumatically actuated paper tape technology and not its distribution
svatem for musical instruments. Therefore, AAT, developed a new
product based on this technology—typewriters driven by such tapes.
This totally new produet was accepted by a new group of eustomers,
and for nearly forty years provided the firm with substantial profits.
When IBM began developing lypewriters based on clectronics teeh-
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nology in the early 1970s, however, AAT was unable to find still an-
other area where it might employ this technology. Unfortunately, it
did not consider using its extensive sales and distribution svstem at
this time to sell the office products of small foreign firms with more
modern technologies who wanted to enter the U. 8. market,
Perhaps the major point to be made when attempting to identify
distinctive competences, and not all organizations have resource de-
ployments so unique that they could be called distinctive competences,

18 that such competences should be defined in functional terms, and

as precisely as possible,

RESOURCE ANALYSIS: A SUMMARY

Resource analysis is a eritical aspect in the strategy formulation proe-
ess for several reasons, First, a careful assessment of resources,

strengths and weaknesses, and competitive advantages usually tells

u business what types of strategic oplions it could undertake. Of
equal, if nol greater importance, is the fact that such analyses often in-
dicate what the business cannot do. Thus, if J. 1. Case had carefully
assessed its overall resources and its competitive advantages in both
the farm equipment and light industrial equipment markets, it would
have realized that it probably could not become i dominant competi-
tor in farm equipment but that it could in light industrial equipment,
Had it made such analysges and then followed the logic of theze assess-
ments, it would have been far more suecessful than it was.

In fact, there are times when strategy formulation consists primar-
ily of identifving the types of resources and skills that a husiness
should develop for the future. It is interesting to note that, during
periods of high environmental uncertainty, many firms attempt to
broaden their resource base and strengthen their major weaknesses,
so that they will be protected no matter which way the uncertainties
are resolved. A few firms, sueh as Sears and Deere, however, have
used such periods to stake out bold new strategies and to develop the
resources needed to implement them. When firms are willing to take
such clear-cut actions during periods of uncertainty, they can often
significantly improve their eompetitive positions if they are correct
in their assessments. Such bold actions can lead to disaster if the
assessments on which they are based are invalid, however,

In practice, the resource analysis process is usually both dynamic
and interactive. Thus, most Tirms jump back and forth between re-
source analvsis, strencths and weakmness analysis. and competitive ad-
vantage analvgis, rather than proceeding through them in the linear
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process we have described. There iz nothing wrong with such pro-
cedures. In fact, they often can lead to inzights that might be over-
looked by a linear analysis, Care should be taken, though, to make
sure that the comprehensiveness of the process is preserved during
such procedures, otherwise important considerations might be over-
toolked.

BROADER ENVIRONMENTAL
ANALYSIS AT THE BUSINESS LEVEL

The primary purpose of broader environmental analysis at the busi-
ness level is to identify the ways that changes in a business's broader
seonomie, demegraphic, technological, social/cultural and political/
lesral environments can influence either the opportunities and threats
posed for the business by changes in its market, industry, supplier,
and competitor environments, or the key resources and skills upon
which it could build an effective competitive strategy to meet these
opportunities and threats (see Figure 3.4). This approach rests on
the assumption thal, at the business level, broader environmental
forees ereate opportunities and threats for the firm primarily through
indirect, rather than direet, means. That is, they create more oppor-
tunities and threats for a business through their impact on a bl!ﬁi-
ness's key resources and proximate environments than by creating
new opportunities or threats directly,

‘T'o assess the potential impact of such broader environmental trends
in a particular business, inaide-out approaches to environmental nn_ulu
vsis should be used at the business level.® The most comprehensive
of these inside-out approaches to environmental forecasting inveolves
the following five steps, First, the major market, industry, and sup-
plier trends, the key organizational resources, and competitor actions,
and the major functional area policy decisions for the business in
question are summarized. Next, the major broader environmental
factors that might affect each of these variables are identified. Then,
theze data are organized in matrix form as indicated in Table 5.12,
after which all the relationships known or thought to exist between
the broader environmental variables and the business's proximate
environmental and organizational characteristics and trends are iden-

19 A5 was noted In chapter 4, outside-in approaches to environmental a.ualy:si.'i
are typically used at the corporate level in order to avoid overlooking any major
broader envirommental changes that might affect the corporation Ease,:d on
such analyses, SBUs quite often are asked to evaluate the impact on their ac-

tivities of one or two major broader environmental trends identified by the corpo-
rate-level environmental forecasting department
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tified and, when possible, verified. In many instances, such relation-
ships are guite simple and involve only one or two broader environs
mental Tactors and one or two of the business's proximate environ-
mental or organizational characteristics and trends. Where complex
seta of interactive relationships exist, flow diagrams which depict the
relevant environmental interactions are constructed (see Figure 5.9
for an example of such a diagram.) Finally, an assessment of the
impact of the principal broader environmental trends on the business
is made using the various key relationships and flow diagrams iden-
tified in earlier steps.
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There are three major problems in using such im_a.ide-uut approaches
tn environmental forecasting. First, the analysis may become eX-
tremely complex. Conseguently, it iz almest always necessary to
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simplify the analysis substantially by concentrating on what appear
to be the most important of the environmental interaction effects.®
Qecond, and probably more serious, there are as yet no effective mech-
anisms for quickly identifying which interactive effects will be most.
important. Thus, it is quite likely that some zecond and third level
interactions of great significance will be overlooked, because most
simplification procedures are hased on first level interactions only.
Third, it is also likely that some major broader environmental
changes, especially those arising from the interactions of two or more
individual broader environmental trends, will be overlogked because of -
the inside-out approach to forecasting used at the business level. The
SBUs of multi-industry firms are protected against this danger to
some degree hy the outside-in forecasting procedures typically used
at the corporate level of such firms, Single product-line firms have
no similar protective mechanism, however, Consequently they should
probably switeh to an outside-in forecasting procedure once every
four or five vears in order to gain the same type of comprehensive
overview provided by the corporate-level environmental forecasting
procedures of multi-industry firms. L

IDENTIFYING MAJOR STRATEGIC
OPPORTUNITIES AND THREATS AT
THE BUSINESS LEVEL: A CAVEAT

In the previous sections, various environmental variables und or-
ganizational resources have been described that can influence signifi--
cantly major strategic opportunities and threats at the business level.
Each of these variables and resources was discussed individually in.
order to indicate us clearly as possible its general significance for, and
impact upon, sirategy at the business level. In practice, however,
{here are usually numerous imporiant interactive effects among these
variables, as the research of Hatten (1974) and Patton (1976) shows,
As a consequence, while the individual analysis techniques deseribed
in this text are quite useful in strategy analysis and strategic decision
making, they should be supplemented by various multiple regression
and other interactive analvses in order to take proper account of these
interactive effects.

40 Baeause of resource limitations, it is necessary o focus most of top manage
ment’s time on those aspects of the strategy formulation process with the highest
expected payoff. This means that some aress that have extremely high poten-
tial impact, but very low probability of discovering significant oppartunites such
as broader environmental forecasting, must get less attention then one might
really wish.

T e e .

Strateqy Analysis at the Business Lsvel i57

GAP ANALYSIS
AT THE BUSINESS LEVEL

Onee a business's current strategic position is determined and the
major strategic opportunities and threats that it will face during its
planning period are identified, it is relatively straightforward to fore-
cpst the rosults it will achieve by continuing with its present business
strategy. This performance forecast then can be compared with the
tentative business ohjeclives established by corporate-level manage-
ment or by the business's goal formulation process to identify the
major performance gaps, if any, that will oceur if the business does
not change its strategy or objectives,

These gaps and the various major strategic issues identified during
the business-level strategy analysis process pose the major strategic
problems to be solved by the business. In chapter 6, we will identifly
the major business-level gap-closing oplions available to a firm and
the decision-making processes thatl should be used for developing a re-
vised business strategy.

SUMMARY

This chapter has described the types of analysis that should be done
ut the business level of single- and multi-industry firms in order to as-
sist in the business-level strategy formulation and strategic decision-
making processes, A schemalic representation of the flow of analy-
tical steps is shown in Figure 3.4,

This chapter opened with a discussion of the purpose of strategic
analysig at the business level, after which an overview of the business-
level strategy analysis process was presented. Then the nature of
strategie business position analysis was described and methods for as-
sessing a husiness's current strategic position were discussed. Methods
of identifying major atrategic opportunities and threats at the busi-
ness level were presented next.  Then, procedures for assessing a busi-
ness's key strategic resources and skills were presented, as was an ap-
proach {or assessing the impact of broader envirenmental trends on
these resources and the business's major opportunities and threats.
The chapter coneluded with a discussion of gap analysis at the busi-
neszs level.
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Strategic Decision Making
at the Business Level

SYNOPSIS

This chapter will examine the nature of strategy at the husiness level
of single- and multi-industry firms and the processes that should be
used to formulate such strategies. The chapter starts by dizcussing
the three types of substrategies that comprise & firm's business strate-
grv, after which a taxonomy of generic business strategies is develop-
ed. Then, each of these generie business strategies is examined in de-
tail. The analytical and organizational processes that should be used
to evaluate and choose business-level strategies are presented next
The chapter concludes with & description of contingency planning at
the business level,

THE NATURE OF STRATEGIC
DECISION MAKING AT THE BUSINESS LEVEL

THE NATURE OF STRATEGIC
DECISIONS AT THE BUSINESS LEVEL

The purpose of strategic decision making at the business level iz the
formulation and selection of strategies that best mest the ohjectives
158
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desired by the business or SBU. Such strategies possess the four gen-
eral components discussed in chapter 2, that is scope, resource deploy-
ments, competitive advantage, and synergy. In formulating business
strategies, however, it is often useful to think about three different,
but related, kinds of substrategies: (1) competilive position strategies,
(2) investment strategies, and (3} political strategies.

The relative importance of these three kinds of business-level strate-
wins varies according to the type of organization involved. In almost
all single- and dominant-product-line firms and in many multi-indus-
try firms, competitive position strategies are the most important.
However, in some multi-industry firms, especially these that develop
their portfolios on a top-down hasis, the investment strategies speci-
fied by the corporate level may determine the types of competitive po-
sition strategies that are possible at the business level.

The purpose of competitive position sirategies is to specify how the
business will relate to the market in which it competes, to the vitrious
cuppliers from which it secures resources, and to its various competi-
lors.  As a conscquence, competitive position strategies involve all
four general strategy components, that is scope, type or focus (but not
level) of resource deployments, competitive advantages, and synergy.
Typieally, these components are chosen in a two-step, interactive
process.  IPivst, the business defines its scope of operations, which
might be done in terms of product /market characteristies (for exam-
ple, a full-line producer or a apecianlty producer), or geographic charae-
teristics (for example, a national producer or local producer), or the
number of stages included in the value added chain (for example, a ful-
ly integrated producer versus an assembler). Second, it specifies the
types of resource deployments (such as marketing or production or
b and D) it wishes to make and the types of competitive advantage or
synergy it wants to establish. Over time, these choices interact with
ane another as the firm tries to define itself in ways that optimize its
atrategic position.

Normally business's investment strategy is designed to support its
competitive position strategy, although, as noted above, it may at
times constrain the types of competitive position strategies that can
be followed. Investment stralegies incorporate only one of the four
eneral strategy components—level of resource deployments—and, in
thiz regard, there are only three types of investment strategies possi-
ble: (1) invest, (2) maintain, and (3) harvest

Combining these investment strategy options with the three types
of changes that a business can make in its competitive nosition objec-
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tives yields the six generic types of business strategies identified in
chapter 5, each of which involves a different pattern of competitive
position objeetives, investment strategies, and competitive advantages,
(See Table 6.1.). These are: (1) share-increasing strufegies, which
usually require very heavy investments and strong competitive advan-
tages, (2) growth strategies, which usually require heavy investment
Bl}d the development of new competitive advantages, (3) profit strate-
gies, which usually require maintaining existing investment levels and
sharpening existing competitive advantages, (4) market concentra-
tion amid asset reduction strategies, which usually require substantial
reductions or redeployments of assets and corresponding modifica-
tions in competitive advantages, (5) turnaround strafegies, which use
existing competitive advantages, if any, and which may be self-finane-
ing or may require some moderate levels of investment and (6) liguida-
tion and divesture strategies, which involve a more or less orderly
withdrawal from the business.

Table 6.1 Characteristics of the Six Generic Business Strategies

Typa of Genoric slrainq_-_.- Competitive Position Objective  Investmant Sirategy

Share-increasing siralegies

Devalopment stage increase position Modarale investiment
Shake-out slage Increasns position High Investmeant
Othar stages Increase pasition Vary high invesiment
Growth stralegies Maintaln position High Investment
Profit stralegies Maintain positicn Moderate invesimant
Markat concentration and Reduce {shift) posilion 1o Moderate lo negative
assel reduction strategies smaller delensible lave! invastmant *
{niche)
Liguidation or divastiture Decrease position to zero HNegative Investment
strategies
Turnaround stralegies Improve positions Little 1o moderals
invesimant *

* Ueually, some new assels are required, while others sre sold off. The nat lewel
af investmen! depends upon the relztive proportion of these two aclivities in zach
specific case.

The specific focus of s business's resource deployments and the
types of competitive advantages and synergy it attempts to establish
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with each of these six generic business strategies should vary with
the stage of product/market evolution, the structure of the market in-
volved, the business's relative competitive position within its industry,
and the type of generic strategy it wants to pursue, as is discussed
more fully later in the chapter.

Business-level political strategies may involve only one or all four
types of strategy components, that is, scope, resource deployment, com-
petitive advantage, and synergy. The unique aspect of these strate-
wries is not the components they include, but rather their nature and
purpose, which are to induce other actors in the firm's external en-
vironment to work together with the firm in certain ways, so that to-
rether they may achieve results that would not be possible for either
to achieve working alone. Because of the number of strategic com-
ponents involved and the number of actors to which such strategies
might relate, there are usually & large number of political strategies
that a business might adopt. Normally, very few are adopted, how-
ever, because of the value structure of U.S. managers and the limited
resources available to invest in such strategies once the firm's eco-
nomic needs are met,

THE STRATEGIC DECISION-MAKING
PROCESS AT THE BUSINESS LEVEL

The aetual formulation of strategy at the business level is acmmplis:h-
ed by an organizational system that has twe components: (1) an in-
tellectual-analytical process that incorporates the ideas and concepts
discussed in chapter 5 and (2) a social-political process that incor-
porates the organization’s culture and key participants’ values.

The organizational system for formulating strategy is referred to
in the policy literature as the organization’s strategic-planning sys-
tem. Ag noted in chapter 3, it can range from the informal back-of-
the-envelope thinking of the president to very sophisticated formal
planning systems. In many organizations, formal planning systelzns
are used for the implementation of strategy, rather than for its
formulation. In still other firms, the formal planning system is used
to both formulate and implement strategy.

Chapters 3 and 5 described the analytical concepts and processes use-
ful for strategy formulation at the business level. The creative and
risk-taking aspeets of these processes were not discuszsed, however. 1In
2 very profound sense, it iz not possible to describe them, since they
are the unstructured, insight-generating aspects of the strategy for-
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mulation process that make strategic decision making more of an art
than a science.

One of the complicating factors in strategic decision making in prac-

Lice is the fact that the intellectual-analytical aspects of the process

are often intertwined with ongoing social-political processes, Thus,
some economically desirable strategic options are never adopted be-
cause of the value structures of the firm's key actors. While m+ost
would acknowledge this fact, many would suggest that such social-
political considerations should be minimized or eliminated whenever
possible, Realistically, however, as long as humans are intimately in-
volved, such social and political factors will play an important role in
the strategic decision-making process. Moreover, since the effective-
ness of strategy implementation depends upon the rommitment of the
organization’s participants, their values should be incorporated into
the strategy to be used by the business, On the other hand, a business
firm's economic success should be established at some satisfactory level
hefore social and political factors are considered in its strategic deci-
sion-making process,

To assure both economic success and effective implementation, all
recommended strategy alternatives should be evaluated thoroughly be-
fore a final choice is made. At least four types of evaluations are use-
ful. First, a cheek should be made of the systems and processes used
to analyze and formulate the proposed strategy alternatives in order
Lo identify weak or blind spots thut may exist. Second, the strategy
alternatives should be checked as to their political feasibility within
the firm. Third, the preferred strategy should be checked against the
various hypotheses that are evolving from business practice and policy
research regarding the content of effective business-level strategies.
Finally, a strategic control system should he estahlished both to pro-
vide early Teedback concerning the effectiveness of the chosen strategy
and to assure that it is implemented well.

GENERIC TYPES OF BUSINESS STRATEGIES

As discussed in chapter 5, there are six generic types of strategy that
a firm can follow at the business level. The appropriateness of each
of these strategies is related to the stage of product/market evolution
of the industry in which the firm competes and its competitive position
within that industry, as indicated in Figure 51. Each of these six
strategies can be described in terms of the competitive position objec-
tives and the investment strategies associated with it as discussed
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earlier and shown in Table 6.1. The specifie types of competitive
weapons that a business should utilize with each strategy will be dis-
cussed next.

SHARE-INCREASING STRATEGIES

The purpose of share-inereasing strategies is to sig:ﬁi_'icanﬂy and per-
manently increase the market share of the husiness involved. Thus,
<hare-increasing strategies are usually designed to alter the funda-
mental competitive position of the business involved (for example, to
transform a weak business into an average cump-atitu‘r Or a4n average
competitor into a market leader). While the exact size l:f—f the shn:re
change needed varies according to the structure of the industry in-
volved, it is almost never less than 50 percent of the business's current
market share and is normally about 100 to 150 percent of current mar-
ket shared Share changes of this magnitude usually also requi::e il
jevel of investment substantially above the norm for firms of equiva-
lent size in the industry involved, Consequently, businesses attempt-
ing to increase share must be able to attract gapital in Ladditmn to that
generated by the business itself. It is equally evident, hu':.vwer.
that unless such changes in share are accomplished via horizontal
mergers, the businesses involved will need some major gdv_nntagea over
pxisting competitors to accomplish them. Moreover, it is because of
this need for a major competitive advantage that such changes usually
occur during the development or shake-out stage of product/market
evolution, since it is during these stages of evolution that the bases
for eompetition within an industry normally change®

The stage of product/market evolution also often dictat‘.es the types
of competitive advantages that it may he possible to esta‘r::hlah. { During
the development stage, for instance, the bases of uumpeu_n‘nn in many
industries revolve around product design, product positioning, and
product quality, Likewise, during the shake-out phase, the bases _fnr
competition usually shift to product features, market SEg'ﬂ:EEntatlﬂﬂ.
pricing, and distribution and service effectiveness. Thus, if & firm

! Note that these numbers correspond very closely to the m:_agxﬂtu_de_nf share
increases that would be needed to shift basic Dompeurive_posﬂ?uu m_mdustneﬂ
in which the Baston Consulting Group’s 4 to 2 to 1 competitor size ratios hold.

* Share-increasing strategies are also pessible during the decline mgz;;
product/market evolution, During such periods, however, suhstan}ial Tﬁﬂuiﬁl
in both ahsplute sales volume and level of assets usually are required TEER mﬁ:
of the magnitude of share incresses because of the d&c]tine in overall marde
size. We have chosen, therefore, to classify such sirategies a3 market c?ﬂcﬁﬂ*
tration and asset reduction strategies, rather than share-increasing strategies.
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is creative in its strategic decision making, it often can establish ef-
fective advantages over its competitors during these stages of evolu-
tion based on its own actions, rather than on the mistakes of its com-
petitors.

Even with these guidelines, however, the formulation of effective
share-increasing strategies is still a highly creative process for sev-
eral reasons, First, even when they are accurate, such guidelines do
not tell what types of product design, or product positioning, or product
features will be desired by the market. Thus, Sylvania’s “halo-light”
was an effective product feature on early black and white television
models when the picture brightness and contrast were so weak that
room lights had to be dimmed 1o watch television. However, Zenith's
black-matrix screen was considered a more desirable feature than halo-
light on later models of color television for which picture brightness
was much greater. Thus, even when one knows what the new bases of
competition may be, creativity is needed to identify the most effective
ways of competing in these new areas. Second, the general guidelines
deseribed above clearly do not apply te all industries. For instance,
for some types of fud products, price, production capacity, and access
to distribution channels are more important than produet design and
guality in the early stages of product/market evolution, since the mar-
ket will grow and then decline so rapidly that there will be no shake-
out, maturity, or saturation stages of evelution in the sense we have
described them earlier. Finally, it should be noted again that it is pos-
sible to effect major changes in market share and possibly even overall
compelitive position at other stages of product /'market evolution if the
leader stumbles or a sudden breakthrough in produet form technology
oceurs or the business is willing to make major investments or sustain-
ed efforts to develop incremental advantages over long periods of time.

However, our general propositions endure—that is, that share-in-
creasing strategies are not possible without some major advantage
over existing competitors, and that such advantages are easier to
achieve in certain stages of product/market evolution than in others,

GROWTH STRATEGIES

(Growth strategies are designed to maintain the firm’s existing com-
petitive position in very rapidly expanding markets. Since major mar-
ket growth usually occurs during the early stages of product/market
evolution, such strategies normally display two equally important fea-
tures: (1) the acguisition of the resources needed to grow with the
market, so that the business can maintain its current position, and
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(2) the development of the new types of eompetitive weapons that the
husiness will need 1o compete effectively as growth slows and shake-
out begins,

Many companies, unfortunalely, focus on only the first of these two
strategic tasks. Thus, their efforts to maintain position during the
growth stage often are lost, because they are unprepared for the dif-
ferent types of competition that veceur during the shake-out period.
For instance, Aerosol Techniques, Tne., the leading contract aerosol
producer during the growth stage of the aerozol market,‘cuntiﬂued io
ket on ereative new product development activities during the early
vears of the shake-out stage of that industry. The maturation of
aernsol product technology, however, led to an inereasing emphasis on
price competition that required improvements in process technology,
vulue engineering, and general cost effectiveness. Because it had fail-
od to develop talents in any of these arveas, Aerosol Techniques almost
perished. It was saved only because of its low-cost distribution net-
work, although it was displaced as the leading competitor in the con-
tract aerosol business, falling to second position in sales volume and,
for several years, break-oven levels of profitability.

The lack of focus on developing new strategie skills is understand-
able, however. It occeurs primarily because the 156- to .-'m-percfznt
wrowlh rates that are typical of the growth stage of market ew;!};lﬂ_.un
require that the firm spend most of its strategic ef forts just ﬂht;ll.n{nﬁ
new resources. Thus, much management time must be spent acquiring
major new debt and equity financing, since very few firm}:_:xre ulllc_ to
senerate internally eash flows sufficient to finance their working
capital and fixed asset requirements during such periods, Moreover,
additional management time must be spent on building new plants,
expanding warehouse fucilities, adding sales persun_nf:i. und s0 on.
lonsequently, very little management time and financial resources are
available for considering and developing the different types of organi-
zational resources and skills that the business needs to survive the
shake-out period. In addition, it is quite natural to try to I:.L‘ulr_] on the
strengths that have created success in the past. In faet,_ it is ufte_n
difficult to do anything else because the individuals who build the busi-
ness often lack the perspective to perceive their own weaknesses or
new conditions,

Still, it is necessary to create new skills if the business is to i::e suec-
cessful in the future. This task is accomplished most ?aslly in 1:hE
SBUs of multi-industry firms that have had experience in managing
new businesses through the early stages of pruductfmarlﬁtet evolution,
since the financial resources and the broader managerlal_:md f_um:-
tional area skills required by such SBUs usually are provided either
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by the corporate level or by personnel drawn from the firm’s more ma-
ture SBUs=.

While such resources are not available to single-product-line busi-
nesses, some substitutes are available. The firm’s general manage
ment skills can be broadened, for example, by the wise selection of its
brm_ard of directors, Similarly, some of the needed functional area
skills can be secured by hiring functional area personnel who have had
experience with firms that have recently passed through the shake-out
stage or are in the early maturity stage of product/market evolution,
Such skills also can be obtained through herizontal acquisitions, al-

though care should be taken in such instances to ensure that the skills

and resources of the acquired firm complement, rather than duplicate,
those of the acquiring firm.*

One final caveat on growth strategies. While it is necessary

to prepare for the future shake-out during the growth stage of evolu-

tion, one should not spend too much time on such activities, or current
needs are likely to be so neglected that the firm will suffer major loss-
es in competitive position before the shake-out ever occurs,

PROFIT STRATEGIES

Businesses always seek profit, so why should we consider a separate
type of strategy whose aim is improving profitability? The answer
lies in the effect of produet /market evolution on the bases of competi-
tion within an industry. As noted earlier, during the early years of
any industry, the bases for competition change substantially as major
changes oecur in both the market and the product, process, and dis-
tribution technelogies serving it. Eventnally, however, these changes
slow and the bases for competition within the industry become relative-
Iy stable. Shortly thereafter, market growth usually starts to slow, a
development which substantially reduces the investment needs of the
businesses in such industries. When this oceurs, many such firms re-
focus their investment dollars on marketing programs designed to
take share from other competitors, Sometimes, such programs are
successful. Usually they are not, however, because the remaining
competitors respond strongly in kind and because there are no new
areas in which significant competitive advantages ean be established.

T Anpther viahle strategic option thst many single-product-line firms adopt
toward the end of their growth phsse is to sell out to dominant-product-line ar
multi-industry firms that are looking for businesses in which they can invesL
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As competition begins to stabilize, the businesses involved should
shift their forus from growth to profitability, that is, from market de-
velopment and asset acquizition to market segmentation and asset
ntilization, sinee the return on increased investments in most function-
al areas is usually poor.' We define this shift to maximizing the re-
turn on the business's existing resources and skills asa profit stratesy.
Such strategies reguire that three things be done well. The first and
most important is to recognize that the businezs should he following 4
profit strategy, rather than a growth or share-increasing strategy.
The second is to alter the business's existing resource deployments in
order to belter fit the current needs of its market and to capitalize on
possible synergies that have been unexploited until now because of a
lack of time and resources. The third is to monitor the business's prox-
imate und broader environments for slowly evolving trends that will
require the future alteration of existing competitive strengths.

Determination of the stage of market evolution is difficult, especial-
Iy at points of transition. While no precise mechanisms exist for mak-
ing such forecasts, an examination of the factors listed in Figure 5.1
often helps in assessing where a particular industry is in its evolution.
When using these indicators, we would note that sales growth should
normally be measured in units or deflated dollars, not current dollars,
since the latter index often disguises position because of the effects
of inflation,

For example, many would place an industry that has increased its
dollar sales by an average of 14 percent per yvear over the past five
vears in the growth or shake-out stage of evolution. However, if the
period were similar to the early and middle 1970s when inflation aver-
aped nearly & percent per year, then, even though its current dollar
sules would have nearly doubled, real growth would only be about 6
percent per year, or only aliphtly more than that of the U.8. GNP.
Thus, unless other factors indicate to the eontrary, this industry
probably should be classified as being in the early maturity stag;e of
evolution, which means that the firms within it should begin consider-
ing various forms of profit strategies,

To increase the effectiveness with whieh such businesses use thE!Er
assets, three technigues ave quite useful, Tirst, sensitivity analysis
can be used in conjunction with variability and elasticity analyses to
identify those areas in which cost-cutling or revenue-increasing moves

40pe of the most dramatic cases of such overinvestment was the intense
use of television advertising by cigarette companies in the early and middle
19605 to try to increase relative market share. When such advertising wWes

banned, the profitability of the entire cigarette industry increased substantially
in spite of slight decreases in per-capita demand for cigareties.
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seem feasible® Table 6.2 lists the types of gap-closing options that
might be considered during this type of analysis.

Table 6.2 Some Potential Business-Level Gap-closing Options *

Types of Gaps Affectad
Options Revanues Earnings ROl

Price increases £ 4

Unit Volume increases 4 + A=
Sales mix changes + f 1
Product pruning ="
Cost raductions fo 1<

Assal reduclions o}

i 4

Acquisitions -4 -+
- Al aplions assume thal no other changes will oocur. For example, the price in-
croase option assumes no change In volume, mix, cosls, assels, and so an.

=+ |l the mix changes involve equivalent dollar revenues, then no rovanue gaps can
ba closed. Il the mix ehanges refer to equivalent unit volumes, than revenuas could
be Increasad.

SOURCE: M. J. Davoust, Strategy Davelopment Program Workbook, (Chicago: A. T.
Kearpey, Inc., 1976), p. 103

A more sophisticated procedure of the same type, which can also

be applied in these circumstances, is the PAR anulysis program of the

Strategic Planning Institute® This program specifies the “par ROI"
achieved by a variety of businesses that have generic characteristics
(sueh as market share and product quality) and environmental eir-
cumstances (such as average market growth rate and price elasticity)
similar to those of the business in question. A comparison of the
“par ROT” of these businesses with the actual ROl of the business
in question indicates how much potential for improvement exists in
the situation, other things being equal. The model then calculates
the degree to which various major moves, such as backward integra-
tion, will close this gap. In some cases, the “PAR" model even sug-

50f all the stages of product/market evolution, the ones in which sensiivity,
elasticity, and variability anzlyses apply most accurately and reliably are maturity,
saturation, and petrification, since competitive relationships tend to be mare
stable during theze peripds than at any other time.

#The Strafegic Planning Institute is the orgamization that runs the PIMS
{Profit Impact of Market Strategy) program,
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gests actions to improve synergy, such as withdrawing from sepments
that require special product modifications or concentrating on zeg-
ments with low inventory needs.

The third tool that can be used to improve asset utilization and
officiency in the maturity and saturation phases of product/market
evolution is the use of value-added charts for both the business in
question and the entire raw-materials-to-finished-product chain in
which it is imbedded. Within the business, these charts ecan help
indicate the areas that have the greatest potential for cost savings,
based on value added and experience curve considerations. It is also
important, however, to develop such charts across all stages of the
raw-materials-to-finished-product chain, because the greatest oppor-
tunities for savings often occur at stages of the chain other than those
in which the firm competes. This knowledge can help in the develop-
ment of political strategies with a firm's suppliers or distributors
to take advantage of these potential savings,

Normally such analyses help increase the business's utilization of
its assets sufficiently that it generates cash flows in excess of its re-
investment needs, Such excess cash flows usually should be used to
pay dividends or to reinvest in growth SBUs, At certain times, how-
ever, these excesses should be reinvested in the business, since major
changes in competitive position are possible for businesses in the ma-
turity or saturation stages of evolution. The most important of these
periods oceur: (1) when the industry leader falls (or is lulled to sleep),
which happens most often during periods of eyclical downswing (or
high inflation), or (2) when a major technological breakthrough in
product form occurs, which usually happens during the saturation
phase of evolution. Businesses in these stages of product/market evo-
lution should, therefore, monitor their broader and proximate environ-
ments in order to anticipate sufficiently far in advance eyelical down-
swings, breakthroughs in product form technology, or any other fac-
tors that might change the structure of the industry or the competi-
tive pesition of firms within it.

MARKET CONCENTRATION
AND ASSET REDUCTION STRATEGIES

The purpose of market concentration and asset reduction strategies
is to realign both the scope and the level of asset deployments of a
business to improve its short-run profits and long-run prospects. Suech
realignments almost always involve a narrowing of the scope of the
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business involved, combined with a major decrease in the level of
aszets invested in the business.

In general, there are two types of eircumstances in which =such
strategies are appropriate: (1) when the business involved has a weak
competitive position during the maturity or saturation stages of
product/market evolution and (2) at the onset of the deciine stage of
produet/market evolution.

When the business has a weak competitive position during the ma-
turity or saturation stages of evolution, it should follow one of two,
types of asset reduction strategies, depending on how weak its com-
petitive position is. If its sales are 15 percent or more of those of
the industry leader, it usually can survive as a relatively Tull-line

producer. In such circumstances, it should concentrate its efforts

on those market segments in which it has its greatest strength, and
vealign its assct base accordingly. Two businesses that illustrate
this tvpe of strategy extremely well are J. 1. Case in farm equipment
and Chrysler's automotive divisions. J. L. Case expanded its plant
capacity during the post-World War Ll boom in farm equipment far
bevond the level it needed to support its existing share of the farm
equipment market over the long run. During the middle and late
1950s, it added several lines of new equipment and developed an in-
tensive marketing campaign to increase its market share in order to
use this capacity. These efforts led it to the verge of bankroptey,
however, since it had established no significant new competitive ad-
vantages over its major competitors in two of the three critical suc-
eess fuctors in this industry, namely, distribution and service. In the
19608, new management finally correctly diagnosed Case's basic stra-
tegic position and sold off or closed down nearly half of its plant ca-
pacity, while concentrating its product/ market offerings on heavy
tractors and various types of light industrial equipment, where it had
its greatest strenglh. Chrysler's introduetion of the Imperial name-
plate in the mid-1950¢ reflected a similar misreading of its basic stra-
tegic position, a fact that was corroborated by its subsequent dis-
continuation of this line in the late 1970s after two decades of marginal
sales.

For those businesses whose sales are less than 5 percent of those
of the industry leader, even market concentration strategies are not
sufficient. In these eiveumstanees, only four options are strategical-
ly viable: (1) concentrating on a small, defensible niche 7 in the mar-

7Wp consider & niche to be an extremely small segment of the markel that
is defensible with limited resources, ususlly becsuse of the unigue needs, tastes,
and product usage patierns of the consumers who comprise it

Strategic Decision Making at the Business Leval 171

ket while reducing the firm’s asset base to the minimum levels needed
to serve that niche, (2) acquiring several similar firms in an attempt
to move to the 15 percent pozitinn just described, (3} selling out to
u larper multi-industry firm that is willing to provide the funds nec-
essary to grow the business to such 4 position, or (4) liguidating the
husiness.

By the late maturity and saturation stages of evolution, however,
the second and third eptions are usually no longer feasible, since there
are few marginal businesses lefl to be aequired ® and few multi-in-
dustry firms that would be interested in acquiring such losers. Con-
sequently, the only alternative to liquidation is concentration on a
«mall, defensible niche, Since such strategies usually require at least
maderate investments in produet development and marketing, it is al-
most always necessary to reduce the capital asset base of the husiness
to minimum levels,  One of the best examples of a business that should,
but does not always, follow such a strategy is American Motors, AMC's
hasie problem is that it has never really found a niche in the automobile
market as Cheeker, Ixealiber, and Rolls Royee have, Tather, it has
focused on & segment (compact, economy cars) that is not easily de-
fensible and whose size now makes it attractive for investment by the
Rig Three. Moreover, when it had the time and resources to try to
find such a niche during the mid-1960s, AMC concentrated instead
nn tryving to expand into segments already occupied by far stronger
competitors, with no significant competitive weapons that it could
use against them.

During the decline stage of evolution, the only viable strategic al-
ternative to liquidation is concentrating on those market segments
thut will not die Since such segments are often on the fringes of
the market rather than at its heart, this strategy can be followed
by both strong and weak competitors, although the stronger firms
would have an advantage because of their financial strength, assum-
ing equal experience in the segment. Nonetheless, since many firms
focus substantial efforts on resisting the decline on all fronts, rather
than on trying to establish a position in the segments that will re-
miin, an alert competitor often ean effect major changes in relative
competitive position during the decline stage by concentrating on

 Even when such businesses do exist, it is often difficult to acguire them be-
cause of U.S. anritrust laws and regulsations,

® During most product/market declines, some Segments of products diseppesar
altogether, while others continue at close to their predecline levels. For example,
when transistors and other solid state devices replaced vacuum tubes, the demand
for certain tvpes of power tubes stayed constant or grew, while demand for
uther types of vacuum tubes disappeared endrely. Occasionally, however, &
market decline may affect all segments of the market proportionately.
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one or more of the segments that will remain. In attempts to do so,
however, it is necessary to assess carefully the size of the market seg-
ments that will remain and the type of competition that will exist
in such segments, since major asset reduction programs will almost
always be needed if the business is to remain economically viable.
For instance, when jewel-movement watch production declined as g
result of competition from pin-lever watches, the firms that survived
and prospered were those that had strong positions in market seg-
ments, stch as custom jeweled watches, that were unaffected by the
pin-lever technology and its attractive price /quality offering.

TURNAROUND STRATEGIES

The goul of turnaround strategies is to arrest and reverse the dp:v-
clining fortunes of the business involved, usually as gquickly as possi-
Kle. Of course, turnaround strategies should be attempted only when
the business itself is worth saving., To determine this, two reluted
questions must be asked., First, can the business be profitable over
the long run? And, if so, is its long-run, going-concern value greater
than its liquidation value? Both questions are hard to answer, the
first because it requires an assessment of the attractiveness of the
market in which the business competes and its potential competitive
position within that market, and the second because there are many
wiys to assess both going-voncern and liquidation vilues. Both gues-
tions should be answered as aceurately as possible, though, since many
firms have expended vast amounts of time and resources trying to
save businesses that should have been liquidated or shut down earlier.

Assuming that the bhusiness is worth saving, the next step in the
development of a turnaround strategy is to assess the current health
of tle business, Clearly, its performance has declined—that's the
reason a turnaround is needed—but is failure imminent? If so, far
different and fewer turnaround strategies are available than if the
business has some breathing room.

When time is available, the principal strategic issue fo be rezolved
is the determination of the cause of the decline. Ts it the result of
an ineffective strategy? Or only of inefficient implementation? II
the struategy is ineffective, the only viable option available to the
business is the formulation of a new strategy for competing in the
murket. However, if the principal problem is in implementation of
existing strategy, as was the case in T4 percent of the turnaround
situations studied by Schendel et al. (1974, 1976a, and 1376b),%

"0 The principal opersting problem faced by the firms studisd by Schendel et al-
was higher costs.
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then it is possible to change either the method of implementation or
the existing strategy in order to correct the situation. Schendel et
al. found that 80 percent of the firms they studied responded to op-
erating challenges by improving the efficiency and effectiveness of
their implementation, while 20 percent respended by changing their
strategy. The most typical operating responses were cost-cutting
pregrams, major plant construction or expansion, price and promo-
tion increases, and the installation of new budgeting and control sys-
tems, These were almost always accompanied by changes in general
management. Even when changes in implementation predominated
during the turnaround phase, however, some changes in strategy usu-
ally oceurred over the longer term.

A slightly different pattern of response is necesaary when a busi-
ness faces imminent bankruptey. In such circumstances, the initial
responses must almost always be of an operational nature, even if
the cause of the decline was slrategic, simply because time pressures
preclude most strategic responses. Nonetheless, it is still necessary
to identify the cause of the decline in order to provide some overall
puidance for the operating actions that are taken during the turn-
around effort. If the cauge of the decline was poor implementation,
for instance, then care should be taken during the turnaround not to
destroy the resources and skills upon which the strategy was built,
However, if the cause was strategic, then eonsideration needs to be
given to the types of strutegic changes that will eventually be neces-
sary in order to protect, to the degree possible, the resources upon
which new strategies might be built

Once the resources and skills to be protected are identified, it is
then necesaary to specify the tvpe of short-term turnarcound strategy
that will be followed. There are four options that can be pursued:
(1) revenue-inereasing strategies, (2) vost-decreasing strategies, (3)
itsset reduction strategies, or (4) combination strategies, The prin-
cipal factors involved in making this choice arve the firm's available
regolirees, the firm's price/cost structure, and the degree to which
the firm is currently below its break-even point.

If the firm has high direct labor epsts or high fived expenses or
15 relatively elose to its break-even point, then short-term cost-cutting
strategies are usually preferable, hecause moderately large short-term
decreases in costs arve usually possible and becanse cost-cutting ae-
tions take effect more quickly than revenue-generating actions.

If the firm has low direet labor costz, low fixed expenses, or is
far from its break-even point, however, then revenue-inereasing or
azzet reduction strategies normally arve called for, since, in such in-
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stances, there iz usually no way to decrease costs sufficiently to reach
a new break-even and sufficient time and resources arve usually not
available o try more sophisticated combination and resource genera-
tion strategies. In general, these are the most dif fieult situations
of all, and the firm must focus its remaining resources and energy
on one major type of effort. The choice between revenue generation
and asset reduction strategies in such circumstances depends on an
assessment of the medium- to long-run potential of the business after
turnaround. 1f it is such that its existing capacity will be utilized
within two years, then revenue generating strategies can be pursued,
If, however, its existing capacity would not he used for four or five
years or more, then a1 major asset reduction program is in order,

In intermedinte positions, combination strategies are usually the
most effective. Under such strategies, revenue-generating, cost-re-
duction, and asset reduction actions are pursued simultaneously in
relatively balanced proportions. The reason for this is that in such

situations, the short-term cost/benefit ratios for the best cost-re-

duetion and asset reduction actions are higher than those of the third-
or fourth-best revenue-generating actions, and conversely. Thus, the
maximum cush flow is produced by a balanced effort, rather than
by concentrating in a few areus,

No matter what broad tvpe of turnaround strategy is followed,
however, the urgency and limited resources of a near-bankruptey
situation demand that almost exclusive attention be given to actions
that will have major cash flow impact in the near term. Depending
on the firm, these might include stretching payables, collecting re-
ceivibles, cutting inventories, increasing prices or volume, changing
the sales mix, selling off surplus capacity, decreasing wastage, in-
creasing labor productivity, increasing or decreasing advertising and
promotion, decreasing B and D, and so on.  The real problem, then,
is to determine the relative cash flow impact that each action might
have and the lengih of time that will be required to produce this im-
paet, Among the best tools for addressing these issues are zensitivity,
variability, and elasticity analyses, as well as pro forma cash flow
projections. Also useful is Donaldson's (1964) system for assessing
the speed with which various resources ean be generated in financial
emergencies.,

LIQUIDATION AND
DIVESTITURE STRATEGIES

The poal of liguidation and divestiture strategies is to genecrate as
much positive cash flow as possible while deliberately withdrawing

- )

.
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from the business involved, The prineipal reasons for considering
such moves are a combination of weuak competitive position and low
industry attractiveness. Withdrawal should be made while the firm
still can influence the results, hecausze, if this is not done, the losing
husiness will ullimately drain the long-term profits of the firm.

It is actually fairly difficult to make such moves in practice, how-
ever, since myriad arguments usuvally are raised for not doing so.
These ranpe from those deseribing the contributions the business has
made to the firm in the past to those describing the reasons it will
make a miracutons turnaround in the fulure, While these arguments
nccasionally have merit, they usually serve only to prolong the in-
evitable, often at preat cost.

In general, there are two ways a firm can withdraw successfully
from a market: (1) milking the business by withdrawing all but the
most essential types of investment or (2) early withdrawal from the
business either hy divestiture or cessation of operations, A firm
rould, of course, try to turn the deeline around by increasing its level
of investment in marketing activities or continue its past levels of
investment or withdraw late. We know of no instances in which
such strategies have been successful, however.

For milking strategies, the three most typical actions are expense
and cost reduetions, asset reductions, and product pruning. Areas
for possible expense and cost reductions usually can be best identified
through a combination of sensitivily and variability analyses, through
the use of “par ROI" analysis when that is available, or through an
investigution of the cost structure of the industry. Areas for po-
tentinl asset reduction can also be identified by using the same tools.
Qome typical areas in which savings ean oceur include the sale of
idle equipment, the dropping of customers who have longer than
average collection periods, and the pruning of products that have
lower than average marging but still require high inventories.

In general, candidates for product pruning can be identified by a
full cost allocation of all expenses. During such calculations, it is
necessary to estimate both the degree to which dropping the product
may cause loss of sales of other products and the fixed expenses that
will continue after the product is dropped. Once a product is iden-
tified as a candidate for pruning, a last attempt still should be made
to save it, either through cost or asset reduction or price increases,
since there are numerous examples of products that have continued
to sell for several vears after all promotional support was removed
from them and prices were raised substantially. Such procedures
normally work best for products with high gross margins and high
levels of controllable fixed costa,
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For products with very low gross marging costs of very low fixed
costs, however, it is usually extremely difficult to cut costs or raise
prices sufficiently to continue to exceed break-even. In these -cir-
cumstances, it is, therefore, often more desirable fo withdraw early
from the market and concentrate on products and markets with great-
er potential. Some would argue that early withdrawals would permit
competitors to make more money out of such markets than they other-
wise would. This is true! The major point, however, is that, with
a poor competitive position, it is better to withdraw and concentrate
where there are attractive future opportunities. Another considera-
tion favoring early withdrawal is the fact that the probability of
successful sale is much greater with an early withdrawal than with
a later one. General Electric, for example, broke even on the sale
of its computer business and, depending on circumstances, may even
make some money on its total investment in that industry, while RCA,
which withdrew Iater, lost over $500 million on its withdrawal.

GENERIC BUSINESS
STRATEGIES: A SUMMARY

The selection of a generic strategy for any particular business de-
pends on the stage of evolution of the product, market segments in
which it competes, on its present competitive position within those
produet/market segments, on the competitive position it seeks, and
on the Tinancial resources and competitive advantages that it has
availuble to effect such changes as discussed above. Several points
deserve additional emphasis here, however. First, many firms fail
or substantially dissipate their strategic resources by attempting
peneric strategies inconsistent with their current strategic positions.
Second, because both produects and markets evolve, businesses are
not constrained to, nor guaranteed of, their current positions. Thus,
leaders can fall when they disregard the changes occurring in the
product/market segments in which they compete, while losers can
win by exploiting the opportunities created by such changes. Third,
such shakeups in industry structure usually occur only during three
of the seven stages of evolution—development, shake-out and decline.
Most important, the selection of the appropriate generic business
strategy does not guarantee success, since it is only the beginning of,
rather than the end of, the business level strategv formulation proc-
ess. Thus, once a generic strategy has been selected, the business
must go on {o identify and develop the specific resource deployments
that it will use to establish advantages over competitors that are nec-
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essary to realize the potential of the generic strategy it has chosen.
This is both the most creative and the most diffieult aspect of the
business-level strategy formulation process and while we have de-
scribed its dimensions and given it perspective, we have only scratched
the surface of this vast and exciting topie.

STRATEGIC DECISION
MAKING AT THE BUSINESS LEVEL

Onee the strategy diagnosis and analysis processes are ecomplete and
the various strategic options available to a busineas are identified,
it is mecessary to evaluate them in order to decide which should be
selected for implementation. The actual strategic decision-making
process itself may or may not be highly structured. In any case, hoth
practice and theory indicate that no exact caleulus yet exists by which
strategic decisions can be made, Instead, effective strategy making
relies on the creativity, judgment, and insights of the strategic de-
vision maler,

Nevertheless, it is possible to suggest a process that can assist in
the making of such decisions, It contains the four steps shown in
Figure 3.4. These are: (1) an assessment of the quality of the strat-
epy diagnosis and analysis processes, (2) an assessment of how well
the proposed strategy alternatives meet the economic objectives of the
business, (3) an assessment of the social and political aceeptability of
the various strategic options, and (4) a check of the preferred strate-
gy against the various “rules of the marketplace" that research on
the relationships between strategy and maurket structure is discover-
ing.

ASSESSING THE QUALITY OF
THE STRATEGY ANALYSIS PROCESS

While a rigorous, comprehensive strategy diagnosis and analysis
process does not guarantee an effective strategy, there is a greater
probability of generating viable atrategic options when the systems
and methodologies that produce them are sound and complete. Thus,
the first step in evaluating any strategy should be to assess the qual-
ity and completeness of the processes by which it was developed. In
this regard, it is possible to determine whether all the appropriate
\nits within the organization were consulted and to evaluate the ex-
periences of those who did participate, as well as the accuracy and
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reliability of the fechniques and metheds that were used to prepare
the analyses and forecasts on which the proposed sirategy is based.
Ultimately, however, the strategic decision maker will have to use
judgment and insight in accepting or rejecting the strategies pro-
posed, since there is no way to avoid risk in strategie decision making.

ASSESSING THE ECONOMIC DESIRABILITY
OF THE VARIOUS STRATEGIC OPTIONS

The major environmentil cha racteristics and trends with which a
business must deal, as well as the generic strategies it might use to
respond to these characteristies and trends, have been discussed here
in broad market, competitive, and technological terms in order to em-
phasize their strategic nature. “I'aken together, these factors will sig-
nificantly influence the future character and performance of the busi-
ness. Al some point, however, il is necessary to convert these mar-
ket, competitive, and technological assessments into a series of finan-
cial projections in order to evaluate how well each of the strategic
options meets the husiness’s desived economic objectives.

Firms differ in the methods they use to calculate the finaneial im-
plications of the strutegic options open to them. Some use simple,
order-of-magnitude projections developed by hand. Others have de-
veloped sophisticated, computer-based financial maodels of the firm
that can be manipulated in many ways while asking “what if" ques-
tions about the assumptions behind the different strategic options.
Still others rely on their capital-budgeting process to develop the
detailed numbers and make the choice of options.

While the more sophisticaled models have much to recommend them,
the final choice of method depends upon the resources of the firm,
the stability of its environments, and the management style of its top
executives. No matter what method is chosen, however, its purpose
shonld be to indicate the relative economie desirahility of the various
sirategic options available to the Tirm. Thus, the most important
factors in the firm's strategic decision-making process should be the
quality of its strategy diagnosis and analysis processes, not the meth-
ods or techniques used to manipulate the numbers;

ASSESSING THE SOCIAL AND
POLITICAL ACCEPTABILITY OF THE
BUSINESS'S VARIOUS STRATEGIC OPTIONS

Since anv strategy must be implemented by people, it is necessary
to assess how well it meets the values of the various parties who will
be affected by it. In some instances, such assessments may consist
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of a simple determination of whether the strategy will produce suffi-
cient returns to ensure their continued support of the general aetivi-
ties of the firm. This is often the case with employees, unions, sup-
pliers, and local community groups. In other instances, hﬂwet:er it
is neceszary to consider cavefully the degree to which various 1'-19':
participants will actively support or oppose the different stmteg'i‘c
options, as well as the actions that might be taken to try to alter their
probable responses.

Space is not available here for us to consider this topic in depth.
We do wish to note again, though, that such considerations: (1) are
desirable and proper components of the strategic decision-making
process, (2) are complementary and not antagonistic with the eco-
nomic dimensions of strategy, and (3) should, at least for businesses,
be consitlered only after questions of economic viability are resolved.!

DOUBLE-CHECKING THE
CONTENT OF THE PREFERRED STRATEGY

Once a particular strategy has been tentatively selected as the best
at meeting the firm's various economic and social objectives, the risk
preferences and values of its key execulives, and the coneerns and
objectives of the other parties whom it will affect, it should be
checked once again for workability against the various “rules of the
marketplace” that are emerging from both business practice and poliey
research, More specifically, we are simply proposing that the firm
should supplement the implicit rules of the marketplace that top man-
aprers have always kepl in their heads with explicit rules of the mar-
ketplace developed by policy theorists and researchers such as Ansoff
{1965), the Boston Consulting Group (196%), Katz (1970), Chevalier
(1972), Fruhan (19872), Rumelt (1974), Hofer (1973, 1975), Cooper
et al. (1973, 1976), Halten (1974), Abernathy and Wayne (1974),
Utterback and Abernathy (1974), Schendel et al. (1974, 19764, and
1976L), and Patlon {1976).

When using such rules of the marketplace one must keep in mind
both the limited evidence on which they are based and the fact that
there will always be factors unique to each situation that may have
an important bearing on the success of the strategy which is adopted.
Thus, if the preferred strategy is consistent with most such rules,
one can feel move confident of its workability, although such con-

11 The differential sequencing is important because of the limited time and
resgurces that organizations have to formulate strategy, since without such
limitations all search and evaluation procedures ultimately would produce the
same final set of economically feasible, socially desirable, and polideally ae-
ceptable strategies,
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sisteney will not guarantee success. On the pther hand, if the pre-
ferred strategy viclates a significant number of these rules, it still
may be valid since there are exceptions to any such statistical rules.
However, such a conflict is a clear signal that the business should re-
examine the assumptions behind its strategy to se¢ whether they are
indeed valid.

CONTINGENCY PLANNING
AT THE BUSINESS LEVEL

After a strategy has been selected for implementation, the business
involved should develop a strategic contingency plan that could be
adopted if the basic assumptions on which the strategy was built
change or if the strategy fails to produce the expected results.

The first step in developing such contingency plans is to identify
the major potential problems and opportunities that could require a
change in strategy. Usually, these problems and opportunities stem
from major changes in the market in which the firm competes or
in the strategies of key competitors or in the resources available to the
husiness.

Once these major potential problems and opportunities are identi-
fied, their probability of occurrence and potential impact should be
determined. Then their expected impact ean be compared with the
cost of taking preventative actions to deal with them. When this ratio
i favorable, such preventative actions should be taken. When it is
not, the contingeney actions that the firm should take if they do oe-
sur should be identified for the three to five most significant problems
or opportunities. After these contingency plans are developed, the
trigger signals that would activate them should be built into the firm's
strategic control system,

SUMMARY

This chapter described the various steps that should be included in
the strategy formulation and strategic decision-making processes at
the business level, These are shown in Figure 3.4. The chapter be-
gan with a general overview of the nature of strategy formulation at
the business level, Next, six generic types of business strategies were
discussed. Then, the four steps of the business-level strategic deci-
sion-making process were deseribed. The chapter concluded with a
discussion of contingency planning at the business level.

7

Strategic Decision Making
at the Corporate Level

SYNOPSIS

In this chapter, we discuss the nature of corporate-level strategy in
multi-industry firms and the processes that should be used to formu-
late such strategies. The chapter beging with an examination of three
types of substrategies that comprise a {irm's corporate strategy.
Next, we review four generic strategic options that are available for
closing the various corporate performance gaps that would remain if
each of the firm's SBUs were to follow its preferred business stategy.
Then, attention is focused on the three basic portfolio stratepies that
4 multi-industry firm can follow and the processes that should be
used for choosing among them. The chapter concludes with a discug—
sion of the implications of the portfolio strategy concept for the vari-
ous managerial systems and procedures used by multi-industry firms
to manage and control both the strategic and the day-to-day activities
of their various SBUs.

181
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THE NATURE OF STRATEGIC
DECISION MAKING AT THE CORPORATE LEVEL

THE NATURE OF STRATEGIC
DECISIONS AT THE CORPORATE LEVEL

The purpose of strategic decision making at the corporate level is the
formulation and selection of strategies that best meset the ohjectives
of the corporation. While such strategies possess the four components
discussed in chapter 2 (scope, resource deployments, competitive ad-
vantage, and synergy), for the purpose of strategic decision making,
it is often more useful to think ahout three different types of corpo-
rate-level substrategies: (1) corporate portfolio strategies, (2) re-

souree procurement strategies, and (3) corporate political strategies,

A firm's corporatedevel portfolio strategy is analozous to SBU-
level competitive position strategies. i specifies how the firm
will deploy and manage its limited strategic resources (in this
case, businesses) in a market (in thiz ease, one or more economies)
to develop differential advantages that will permit it to achieve its
objeetives, In general, a firm's corporate portfolio strutegy involves
all four general stratery components, although, as noted in chapter 2,
seope and resource deployments tend to be more important than com-
petitive advantage and synergy at the corporate level. While many
types of portfolio strateries are possible, most are variations of one
of three ideal portfolins: (1) growth portfolios, (2) profit portfolios,
and (3) balanced portfolios. (See Figure 7.1 for a schematic repre-
sentation of these ideal types. )

Associated with each of these portfolio strategies are different
corporate-level resource needs. The eorporate strategies for procur-
ing these resources are analogous to the investment-level decisions
facing SBUs at the business level, which we examined in chapter 6.
At the corporate level, however, major emphasis is given to the pro-
curement of the resources necessary to pursue the firm’s desired port-
folio strategy. While some portfolio stratesies call for the mainte-
nance of existing funding levels, or occasionally even for reductions
in the level of capital needed,! the more usual ease is that additional
long-term capital has to be raised. In this regard, the formulation of
the firm's corporate-level resource procurement strategy involves a
consideration of four Tactors: (1) the rate at whieh the firm is gen-

1In such instances, the excess funds could be invested in capital markets

until they are needed internally, Alternstely, they could be used to acquire DEw
EBUs or to pay off long-term dehte or Lo incréase dividends.

"
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erating funds internally, (2) the firm’s dividend payout rate, (3) the
amount of new equity that the firm can raise, and (4) the firm'’s debt
capacity.

As at the business level, a firm's corporate-level political strategy
may involve all four types of general strategy components, although it
typically focuses on resource deplovments and organizational skills
and the ways these can be combined with the resources and skills of
other interested parties to produce advantages for all the actors in-
volved. In some instances, these advantages are relatively direct
and immediate, as is the case with most business-level political strate-
gies. In other instances, though, these strategies may be aimed at
producing only support for business in general. Such strategies are
very similar to Ansoff's “enterprise strategies” in both concept and
content. As at the business level, there are myriad types of political
strategies that a firm might undertake at the corporate level.

Owverall, then, strategic decision making at the corporate level in-
volves the formulation of three types of inferrelated strategies, that
is, & corporate portfolio strategy, a resource procurement strategy, and
a corporate political strategy.

THE STRATEGIC DECISION-MAKING
PROCESS AT THE CORPORATE LEVEL

Ag indicated in Figure 3.3, the strategy {ormulation and strategic
decigion making processes at the corporate level involve seven broad
steps: (1) the development of a revised corporate portfolio based
on the tentative strategy recommendations that have been developed
by the firm's 5BUs and by its special acquisition and divestiture
studies, (2) the comparison of the performance of this revised port-
folio against the firm’s desived corporate objectives to identify the
performance gaps that remain unsatisfied, (3) the identification,
evaluation, and tentative selection of various gap-closing options,
(4) the evaluation of the political feasibility of the better economic
options; (5) the assessment of the viability of the preferred economic
strategies given the probable strategic moves of competitors; (6) the
testing of the preferred gap-clozsing options against various proposi-
tions concerning the relative sffectiveness of different types of cor-

porate strategies, and (7) the development of corporate contingency
plans.
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GAP ANALYSIS
AT THE CORPORATE LEVEL

DEVELOPING THE
REVISED CORFORATE PORTFOLIO

After the firm's various B8BUs and special acquisition and divestiture
study groups have completed their strategy formulation processes,
they forward their preferred strategy recommendations to the corpo-
rate level, Although these recommendations sometimes are reviewed,
modified, and approved directly by top management, the normal pro-
cedure is for the corporate staff unit responsible for strategic plan-
ning to gather, review, and consolidate these recommendations for
the corporation as a whole, :I Yo,

Onee all the recommendations have heen gathered, the corporate-
level planning staff usually produces a series of outputs that are used
extensively by top management during the corporate-level strategic
decision-making process. First, they develop revised corporate port-
folios for both the present and future, based on the business strategies
proposed by the firm's SBUs, Next, they usually develop a series of
questions and issues concerning the soundness of the analysis and
viahility of the strategies proposed by each of the SEUs.| After con-
solidating the performance projections of all the SBUs, they can
compare these consolidated lotals with the firm’s desired objectives
and highlight any major performance gaps that remain,, Next, Lthey
make a consolidated projection of the tolal resources that will be re-
quired by the corporation if it adopts these strategies. This projec-
tion is compared with the resources that will be produced by these
strategies if the firm continues to follow ils existing resource pro-
curement strategy. This comparison produces an estimate of the
resource gaps that the corporation will face over its planning period.
Finally, they usually study the firm's revised portfolios and projected
performance and resource gaps to develop a list of strategic issues
concerning the consistency, balance, and risk of the overall pattern
of competitive position and investment strategies proposed by the
firm's SBUs. |

CORPORATE GAP-CLOSING OPTIONS

There are four broad types of action that can be taken at the corpo-
rate level to close such performance gaps. These are to change the
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firm's: (1) corporate portfolio strategy, (2) resource procurement
strategy,* (3) corporate level political strategy, or (4) objectives.

The principal way that most multi-industry firms choose to try to
close such gaps is to change their corporate portfolio strategy. There
are four ways this can be done. These are: (1) to change the objec—
tives and investment strategics of some or all of the firm's SBUs,
(2) to change the objectives and competitive position strategies of
some or all of the firm's SBUs, (3) to add new SBUs to the corporate

portfolio, and (4) to delete some existing SBUs from the corporate
portfolio,

Quite often, it is possible for a firm to finance the performance-
altering moves it wishes to make in itz portfolio strategy without
changing its basic resource procurement strategy. Moreover, even
when additional strategic resources are needed, they sometimes can be
generated by making tactical changes in the plans of some of the
firm's 8BUs. However, such tactical changes usually are effective
only in meeting short-term bulges in strategic resource needs, When
such lactical actions are nol sufficient to meet the firm's long-term
strategic resource needs, it usually has to change its resource genera-
tion strategy if il wishes to achieve its objectives. The specific types
of resource generation strategies available to the firm include: (1)
increasing the rate of internal resource generation, (2) increasing the
percentage of internally generated resources that are retained in the
firm, (3) inereasing the amount of new equity the firm sells, and (4)
inereasing the firm's debt capacity.

Qceasionally, there are times when it is impossible for a firm to
achieve its desired levels of performance even after it has made all
the changes in its portfolio and resource generation strategies that
are feasible. In such circumstances, only two options are left. Either
it ean change its objectives, or it can develop political strategies to
help it achieve its objectives. Theoretically, when faced with such
a choice, firms should first attempt to formulate political strategies;
that is, they should ehange their abjectives only as a last resort. Em-
pirieally, however, it is quite clear that many U. S. firms change their
objectives first. In a few instances, this is because of a general dis-

“In our discussion of corporate gap-closing oprions at the end of chapter 4,
it was unnecessary to mention and consider possible changes in the firm's re-
soUrce procurement steategy. The reason for this is that increased resources
canriot chenge performances by themselves: rather, such resources =re only
effective in the support of portfolio, competitve position, or political strategies.
During the final phases of corporate-level siratsgic decizsion msking, however,
Tesource procurement options should be considersd explicitly before any choices
are finalized.
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dain for political aetivity of any sort on the part of the firm. In
most such instances, though, the principal reagon is that the firms
have not thought abeut the possibility of legitimate political action in
4 serious, systematic way.”

For firms that compete primarily in domestic markets against
domestic competitors, this limitation usually is not ‘harmful, BVETN
though opportunities may be lost, becanse thelr competitors are in ti?e
sume boat. Firms competing in international markets or in domestic
markets against international competitors are nﬂ-:n_m‘. 4 severe dis-
advantage, however, simply because most foreign firms do ac111.re13,f
consider the types of political strategies that they may use to achieve
their objectives.

STRATEGIC DECISION
MAKING AT THE CORPORATE LEVEL

WHAT SHOULD BE

ldeally, & multi-industry firm’s portfolio of businesses should lr;-r:t_k
like one of three ideal types depicted in Figure 7.1, If it {1{1:&5 not !.'lt
one of these patterns, the firm should change the strategies of ils
9B Us so that its portfolio will evolve toward one of these ideal types.
This means that it should: (1) invest in newly emerging SEUs, s0
they ean develop strong competitive positions, (2) !mrmfti those
SBUs whose markets ave declining, (38) invest in as many f:If its aver-
age or weak SBUs as its resources will allow, to grow them into strﬂ_nﬁ
competitive positions, and harvest or divest the rest, and (4) acquire
new SBUs with strong competitive positions, when the appropriate
types or numbers of hew businesses are not available intgrnall}f- In
following these portfolio guidelines, the Tirm also shuu]d increase the
level of itz resource generation to the maximum ﬂl? 1|*15k preferrznces
of its major stakeholders will allow and develop _puhtlcal strategies to
supplement its portfolio moves, whenever pﬂsa_lble,1 lnls]mrt, ideal
strategic decision making at the corporate level is guite simple.

1A hile financisl contributions to political candidates, “‘customer 5! roking'' and
ather forms of influence buying ean be considered political strategies, 1':he:-" are
both unsophisticated and of guestionable legitimacy. TFor = more deta.ﬂea_:l 11!.'5:
cussion of effective political strategies the reader is referred o lan Machfillan’s
companlon text in this series on Strategy Formulafion: Palitical Concepls:
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WHAT IS

In actual practice, things are not so zsimple. Difficulties arise with
all three types of corporate level strategies. As was just noted, many
firms do not employ political strategies at the corporate level. Fur-
ther, most large multi-industry firms do not alter their resource gen-
eration strategies to fit the short- and medium-term needs of their
portfolio strategies. Very few large T, S. firms, for instance, sub-
stantially change their capital structure or substantially decrease their
dividend payout ratios for a period of several yvears in order to meet
the investment needs of their corporate portfolios. The more typical
response is for such {irms to beggur the future of some of their grow-
ing businesses, cither by financing them at reduced levels or by ro-
tating financing among a group of them.! Unfortunately, both these
actions will cause the businesses involved to lose competitive position.
This response is understandable, however, given the pressures that
are exerted on most 1. 5. firms to produce stable income and dividend
streams by Tinancial markets, stockholders, and other interested par-
ties. Most firms also fail to compute their maximum level of sustain-
able long-term asset growth when deciding on how many new busi-
nesses they should develop at any point in time. The problem with
this practice is that, it usually leads to the types of resource allocation
problems noted earlier since most firms tend to overinvest or under-
invest in new businesses when they have not done such caleulations.

Nevertheless, most strategic errors at the corporate level of multi-
industry firms stem from poor portfolio management strategies. The
most comimon patterns of error include; (1) overinvestment in the
firm's profit producers, (2) overinvestment or underinvestment in
the firm's question marks, and (3) unwillingness to deal strongly
enough with the firm's losers,

Often, such problems are ereated, or at least accentuated, by the
firm's history and by its measurement and reward and resource allo-
cation svstems. TFor example, most losers are not slowly liguidated
or divested, because they were onece one of the firm's major lines of
business. Thus, while everyone realizes that something should be
done about them, the hard decisions usually are postponed indefinite-
ly because of the contributions these SBUs made in the past

By contrast, overinvezstment in the firm’s profit producers is nor-
mally the result of measurement and evaluation and resource alloca-
tion systems that judge all businesses in the firm's portfolio equally.

4 A rypical pattern would be to finance businesses A, B, and C fully during

year one, with only marginal investment in business D; then to finance B. C,
and D fully in year two, with only marginal investment in business A and so0 on.
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Established winners usually are treated appropriately by such sys-
tems. Question marks and losers, however, do not measure up to the
standard growth or profit criteria because of their weak positions.
Consequently, they usually are denied the resources necessary to
change their positions, so the eycle continues to repeat itself as the
firm's surplus resources are reinvested, usuailly inappropriately, in
the firm's profit producers hecause of their current high profit per-
formance.

Perhaps the most destructive, but in some ways the most typical,
pattern of strategie error occurs when the firm finds itself in an
average to weak position in all the businesses in which it competes,
The usual scenario is as follows, The firm is in a weak position in its
more mature markets, Consequently, it trys to develop a number of
new high-potential SBUs. [Initially, all of these can be funded, be-
cause none has yvet started to take off. However, as time passes, the
firm continues to fund all its SBUs relatively equally, instead of con-
centrating on those new SBUs with the greatest potential (or even
those mature SBUs whoge positions might oceasionally be improved).
The problem, of course, is that the new SBUs need more cash and
other resources than the firm can generate from its mature, but weak
SBUs. Nonetheless, such firms almost always continue to fund each
of their SBUs at lower levels than they need to sustain, let alone im-
prave, their position, rather than making the hard choice to grow some
and divest others. Thus, the current generation of losers is used to
finanee a future generation of even greater losers. |

A PRACTICAL SYSTEM FOR
IMPROVING STRATEGIC DECISION MAKING
AT THE CORPORATE LEVEL

The uncertainties ereated by a firm’s competitors and its environment
make it almost impossible to achieve and maintain an ideal portfolio.
Nevertheless, top management should attempt to manage the firm's
existing portfolio with an eye toward the ideal. To do this involves
several important steps.

Assessing the Accuracy of
the Firm's Strategic Analysis

First, top management must be sure that the strategy diagnosis and
analysis processes used at both corporate and business levels are com-



petently performed, for, if they are not, the rest of the strategy
formulation process will rest on a weak, or possibly even erroneous
foundation.

Assessing the Feasibility
of Straiegic Moves

Assuming a competent diagnosis and analysis has been made, top
management should stody all the possible ideal strategic moves that
the firm might make. To select those which it will pursue, top man-
agement should consider: (1) the feasibility of each move based on
produet/market evolution and potential competitive advantage con-
siderations, (2) the relutive desirability of each move vis-a-vis other
possible moves in terms of the organization's ohjectives, and (3) the
total mumber of moves the erganization's resources will permit it to
make: 1f a business does not have some basis for establishing a major
competitive udvantage, for example, or if the stage of product/market
evolution is not one in which the basis of competition is likely to
change, then the firm should not attempt to make a strategic move in
that business. Similarly strategic moves should be deferred or elimi-
nated altogether if they will produce growth at a time the firm needs
or desires additional profits and cash flows, and vice versa.

A variety of technigues can be used to caleulate the total number
of strategic moves that an organization's resources will permit it to
make at any point in time, including va rious sophisticated computer-
based eash flow models. One relatively simple, but quite powerful ap-
proach iz to ealeulate the firm's maximum, sustainable, long-term as-
set growth rate by using the following formula developed by the Bos-
ton Consulting Group (Zakon, 1976).°

G = D/E{(R-1)p<+Rp
where G the firm’s maximum, long-term, sustainable
erowth rate,
D/E = the firm’'s debt to eguity ratio,

1 = the firm's after tax return on assets,

i = the firm’s interest rate, and
p = the percentage of its earnings that the firm
retains

5 This calculation makes several simplifying assumptions, such as constant after
tax return on assets, & constant debl to eguity ratio, and = constant cost of capital.
MNonetheless, it doss provide a useful first approximation of the firm's maximum
sustainable long-term asset growth rate.
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This asset growth rate then can be compared with the projected
asset needs of different possible eombinations of strategic moves in
order to determine the maximum number of strategic moves that
the firm can consider making during its projected planning period.

Checking Political
and Competitor Viability

After u firm has identified the strategic moves that its resources and
the developments in its product/market arenas will permit it to make,
it should check these for their social and political feasibility within
the firm. It is not very likely, for instance, that a firm will suddenly
be able to eut back sharply on the excess resources it has allocated to
a profit producer onee it has realized its error. Rather, it usually will
be necessary and desirabile to change this pattern of resource deploy-
ments slowly over time beeause of the time that it will take to develop
detailed proposals for allernate uses of the excess resources, the ob-
ligations it has to the individuals it has hired and underemployed in
its profit producing businesses, and the political power thut the gen-
eral managers of its profit producers have built up with various ex-
ternal interest groups over @ long period of time.

Assuming that an economically viable option is socially and politi-
eally neceptable, it then should be evaluated with regard to its sensi-
tivity to, and probable impact on, the activities of major competitors.
In particular, it is necessary to assess what the probable response of
competitors will be to the move. Are they likely to respond directly
and strongly, or will they permit the firm to improve its position?
Of equal importance, however, is an assessment of the firm’s ability to
counter the compelitor's most probahble reactions. Does the firm have
sufficient resources and distinetive competences to turn them aside?
The answers to such questions are clearly not easy. They should be
answered carefully, however, if the firm is to get the most from its
resources.

Some Double Checks

When both the political and competitor checks of a proposed strategic
move reveal no reason for change, two additional checks should be
made before proceeding to implement the change. First, the prospec-
tive moves should be compared to the various propositions that are
being developed with respect to the content of effective corporate
strategies. (See Figure 7.2 for some of the strategic moves suggested
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by A. T. Kearney, Inc.) Second, the firm's final pattern of busi-
ness strategies should be checked against the pattern shown in Figure
7.3 in order to see the degree to which it approaches this ideal. Most
of the firm's profit producers, for instance, should be on the market
growth rate/SBU growth rate diagonal, indicating that they are
neither gaining nor losing share. By contrast, the company’'s WINTers
should be slightly below the diagonal, indicating that they are gaining
share., The losers should all be on the vertical axis, indicating that
they are losing share because the firm is not investing in them, while
the question marks should be split into two groups: those that are
rapidly gaining share because the firm is investing in them, and those
that are rapidly losing share because the firm is no longer investing
in them.

Figure 7.2 Some Strategic Moves Suggested by A.T. Keamay
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Figure 7.3 The Ideal Pattern of Strategic Moves
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Group Concopt of GCompelitive Analysis and Corporate Strategy,” (Bos-
ton: Intercolleglate Case Clearing Houso #8-175-175, 1875), p. 10

Developing the Contingency Plan

When the firm has finalized its corporate portfolio management
strategies and resource generation management strategies, it should
develop contingeney plans for the organization as a whole. As at the
business level, such plans should focus only on the three or four major
contingencies that the firm might have to face in the future.

STRATEGIC DECISION MAKING
AT THE CORPORATE LEVEL:
SOME ADDITIONAL OBSERVATIONS

CREATIVITY VERSUS COURAGE

In chapter 6, we noted the need for ereativity in strategic decision
making at the business level, especially with regard to the formulation
of competitive position strategies. Creativity is also needed for stra-
tegic decision making at the corporate level in formulating portfolio,
resource generation and, especially, political strategies.
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1t is far easier to assess the relative position of a business than it
is to develop ereative strategies for improving or maintaining that
position, however. The major challenge at the corporate level, then,
is nol the problem of recognizing what should be done with a particu-
lar business in the portfolio, although this is difficult. Rather, itis
mustering the courage actually to do what logic says is necessary and
the energy required to fight all the battles necessary to do it

RISK: FINANCIAL,
BUSINESS, AND CORPORATE

The overall corporate risk assoviated with any corporate strategy
consists of two components: (1) the financial risk associated with the
firm's resource generation strategy, and (2) the markel risk associ-
ated with the firm's portfolio and competitive position strategies.
From the preceding analysis, it should be clear that these risks are in-
terconnected. Thus, if & firm 1s unable to meet its short-term financial
obligations because of variabilities in its cash flow or excessively high
debt to equity or dividend payout ratios, it will never have a chance to
suceeed in the marketplace. On the other hand, if a firm does not in-
vest in growing markets sufficiently to maintain or increase its com-
petitive position, it risks market failure that may lead to overall col-
lapse, no matter how conservative its financial policies have been.
Thus, the total risk faced by a firm is the sum of its financial risks
and its market risk (see Figure 7.4).

The logical implication of this analysis is that attempts to minimize
the financial risk faced by the firm may actually inerease the prob-
ubility of ultimate failure, because they so constrain the firm's com-
petitive position strategies that the firm's market risks are increased
far more than its financial risk is decreased.® In other words, this
analysis suggests that the firm's portfolio, and resource generd-
{fon strategies are intimately related with respect to their impact
on the overall risk level faced by the firm, Thus, a firm needs to
develop resource generation strategies that support its overall port-
folio strategy, rather than merely attempting to minimize financial
risk and interest costs while raising sufficient funds to meet zeasonal
and eyelical needs.

¢ Traditionally, most types of financial models assume that the sources of
funding are independent of the strategic uses to which the funds are put. While
this assumption may be true on a project basis, our analysis in this section sug-
gests that it is not valid for firms as s whole,
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Figure 7.4 The Firm's Total Risk of Ultimate Failure
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FROM STRATEGIC PLANNING
TO STRATEGIC MANAGEMENT

One of the first developments in the field of management thought
was the separation of the activities of management into different
analytieal categories. Probably the most well known of these classi-
fication systems was that of planning, organizing, staffing, directing,
and controlling.” Early writers in management assumed that these
aetivities were the same at different levels in a particular business
and among different types of businesses. Based on these assumptions,
they then developed a series of management principles that were to
be followed to improve the effectiveness of a particular business.

However, during the 1940s and 1950s, research and practice showed
that top management spent far more time on planning activities than
lower level management, while lower level management spent more
time on directing and controlling activities than top management did.
Thus, it became fashionable to think of the management Process as
being spread over different levels of the orzanization, a8 depicted In
Figure 7.5.

7Sse, for example, H Koontz and C. CFDonnell, Principles of Management
(Mew York, MceGraw-Hill, 1972).
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Figure 7.5 The Relative AHenlion Given to the Different Steps of the Man-
agement Process by Different Organizational Levels

Flanning Organizing Staffing Diracting Cantrolling
Top XXX XX X X X
Middie xx HRE XXX xx X
—
Lower X Xu wX B XXK

XXX wvory slrongly involved
X invelved
X: occasionally involved

Shortly thereafter, however, it became clear that different types of
businesses required different types of strategies. This idea was
picked up and developed to its fullest in the situational approach to
policy case analysis developed at the Harvard Business School.

Recent policy research has shown, however, that, while strategies
do differ among different types of businesses, there are also patterns
of strategies that are appropriate to certain broad sets of environ-
mental eonditions. This contingeney idea is expressed in the analysis
and decision-making procedures we described in chapters 5 and 6.
At the same time, research in the areas of organizational theory, or-
ganizational behuvior, and accounting have indicated that different
methods of organizing, staffing, directing, and controlling are appro-
priate for different situations. However, these ideus have not yet
been extensively integrated in management practice. Conseguently,
although top management of multi-industry firms may urge middle-
level managers to plan more, top management usually finds that most
middle-level managers still have a short-run action focus, because the
firm's measurement and control systems cause them to concentrate on
near-term results. This is an appropriate focus for operational work,
but not strategic work. Similarly, most middle managers strive to be
promoted into growth divisions, regardless of their own personal
strengths and weaknesses, because those are the divisions whose man-
agers have traditionally received the greatest rewards.

_'1
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The work of Mintzberg (1973) and others clearly shows that all
levels of management perform «ll of the management functions, but
that the nature of the work performed by the different management
levels differs. Thus, it iz clear that we can begin to talk about the
work of top-level management as a strateric management process
which is quite different from the administrative management proces-
ses used by middle-level managers and the operating management
processes used by low-level managers. | (Bee Figure 7.6.)

Figure 7.6 The Ditferentialion of the Management Process by Organizational
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The implications of contingency theory and this differentiation of
the nature of managerial work by level ave profound, Moreover, they
are not yet reflected in most writings in the policy, organizational
theory, and organizational behavior fields, A few of the more im-
portant of these implications at the geriera] management level are
these.

1. The structure of an organization should follow from its strategy.

(This ideéa has been corrobovated by Chandler [1962], Channon

[1971], Rumelt [1974], and others.)

The way an organization slructures itself for strategic decision

making may differ from the way that it structures itself for man-

aging day-to-day activities.

2 The skills needed by top managers may be different from thoze
needed by lower level managers (Katz [1976] describes some of
these differences in great detail).

4, The types of general management skills needed to run one type
of business may be different than those needed to run a different
type of business. (If true, this would mean, ameng other things,
that different types of managers should be chosen to run growth,
harvest, and turnaround businesses. )

Top Management

Clppierathg

A~
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5. The measures used to evaluate the performance of general man-
agers should vary according to the type of businesses they head.
(General managers of growth businesses might be measured and
compensated on the degree to which they increase market share,
for example, while the general managers of harvest businesses
might be measured and compensated on the cash flow they ren-
erate.)

6. The compensation system used for general managers should differ
from that used for lower levels of management.

7. The types of systems used to control major strategic moves should
be different from those used to control special operating projects,
which should, in turn, be different from those used to monitor
progress against the annual budget.

Space does not permit us to elaborate on these observations in great
detail in this text. What is clear, however, is that a firm's strategic
management process must be treated as an integrated, total system.
Thus, it would be counter productive to try to implement some of the
strategy formulation tools and techniques described in this text with-
out concurrently altering all the implementation processes and sys-
tema of the firm, including its staffing and promotion practices, mea-
surement and evaluation svstems, compensation systems, and manage-
ment control systems.

SUMMARY

This chapter described various aspects of the strategic decision-mak-
ing processes that should be followed at the corporate level of muiti-
industry firms, A schematic representation of these steps is con-
tained in Figure 3.3. The chapter began with a general overview of
the nature of strategic decisions and decision making at the corporate
level, Then, corporate-level gap analysis techniques and gap-closing
options were discussed. Next, ideal and actual corporate portfolio
strategies were deseribed, and a practical system for improving such
portfolio decision making was presented. The chapter concluded with
several observations on the practice and implieations of making stra-
tegic portfolio decisions at the corporate level.

8

Strategy Formulation:
Some New Perspectives

SYNOPSIS

The lust chapter completed our development of the analytical concepts
and models and decision making processes that we believe are vi luable
in formulating effective strategy in business prganizations,  In this
chapter, we summarize the new ideas thal are developed in this text,
after which we discuss briefly the principal challenges we see facing
the policy field in the future.

STRATEGY FORMULATION:
SOME NEW PERSPECTIVES

In the previous seven chapters, we described two comprehensive, inte-
grated models of the analytical processes that should be used to formu-
late corporate and husiness-level strategies in business firms. Some
aspects of these models are new, while others have existed in the
field almost from its beginning. In the next several pages, we suni-
marize: (1) the new ideas on strategy formulation that are develop-
ed in this text, and (2) the major ways in which these ideas differ
from those that currently exist in the literature.
199
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DEFINITIONS OF STRATEGY:
BROAD VERSUS NARROW

As was discussed in chapter 2, there is a major dichotomy in the pol-
icy field today regarding the breadth of the definition of the strategy
concept. | 'The essence of this disagreement is over whether the con-
cept should include both the ends (goals and objectives) an organiza-
tion wishes to achieve and the means (an integrated set of policies and
plans) that will be used to achieve them or whether it should include
only the means. While both views have some merit, we have chosen
to adopt the narrow view of the strategy concept; that is, we consider
strategy to be a statement of means only. We realize that future re-
search may indicate that the broader concept is more appropriate, al-
though we feel this is not likely to be the case. Our major point, how-
ever, is that scholars and practitioners in the field need to recognize
explicitly this definitional problem and compensate for it in their own
work.

GOAL FORMULATION
VERSUS STRATEGY FORMULATION

One of the major criteria that we used in deciding to adopt the narrow
definition of strategy was whether goal setting and strategy formula-
tion involved different aspects of the same process or distinetly dif-
ferent processes, We adopted the narrow definition of strategy be-
cause it was elear that, in many organizations, such as governmental
agencies and large, publicly owned business firms, goal setting and
strategy formulation are separate and distinct processes. It was also
clear, however, that there are many other types of organizations in
which the two processes are so intimately intertwined that they are
indistinguishable, Beecause of this differentiation, we have focused
exclusively in this text on the development of analytical models for
strategy formulation in this text and have left the discussion of goal
formulation processes to Max Richard's companion text in this series
on Organizational Goal Structures.

HIERARCHIES OF STRATEGY

One of the major weaknesses of most other texts in the policy area is
their failure to distinguish among different levels of strategy. It is
quite clear, however, that there are hierarchies of strategy, just as
there are hierarchies of objectives and hierarchies of policies.

|
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In this text, we identified three major levels of strategy—corporate
strategy, business strategy, and functional area strategy., As was
indicated in chapter 2, corporate-level strategy is concerned primarily
with answering the guestion, “What set of businesses should we be
in?,”" while business level strategy addresses the question, *How should
we compete in the XYZ husiness?”

Although no other levels of strategy are dizscussed extensively in
this text, other possible levels of strategy include interorganizational
strategy and subfunctional area strategy.

COMPONENTS AND TYPES OF STRATEGY

Several other authors, including Ansoff (1966), Newman al]ﬂ Logan
(1971), and Uyterhoeven et al. (1973), have ideuti_f jied various com-
ponents of strategy. Few of these models have mclqded resource
deployments as a strategy component, and none have given it major
emphasis, We have not only included it, we have significantly in-
creased the emphasis placed upon it. In addition, we have general-
ized the definitions of two of the three other components of strategy.

! Resource deployments should be included as u strategy mmzpunfant.
however, beeause it is clear that no actions can be taken or objectives
achieved without the creation of certain basic skills and the procure-
ment and deployment of resources. Besides emphasizing resources as
a strategy component, we also sugpested that resources are of eq1:1a1.
if not greater, importance than scope in determining_overnu organiza-
tional success—an assertion that is directly opposite that of many
other strategy formulation models.

The two strategy components whose definitions we broadened were
scope and competitive advantage. We define_d seope as the range 51‘1'
an organization's interactions with its environment. Thus, Wh:llE
seope can be described in terms of product/market segments, wh.u:_:h
is the traditional definition in the field, it also can be described in
terms of geography, technology, distribution channels, f”?d other para-
meters. In a similar fashion, we argued that competitive advantage
could stem from either product/market positioning or the deploy-
ment of resources and skills, whereas prior definitions incorporated

one or the other of these two ideas, but not both.

Of equal, if not greater, importance was the introduction of the_cﬂn-
cept of three types of substrategies at both the corporate and business
levels, as indicated in Figure 8.1. Specifically, we noted that, f(fr de-
cizsion making purposes, it is often useful to think of all strategies as
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having three parts: (1) a resource generation or application com-
ponent that describes the level of resources the firm or one of its
SBUs will acquire and deploy, (2) a portfelio or competitive posi-
tion component that describes how these resources will be deployed
in order to gain an advantage over competitors, and (3) a political
component that tells how the firm or one of its SBUs will attempt
to secure the cooperation of other parties in order to try to accomplish
objectives that none of the parties could achieve individually.

Figure 8.1 Types and Components of Corporate and Business Strategies
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In this text, we discussed primarily the four economic tvpes of
substrategies: that is, resource generation and portfolio strategies
the corporate level and investment and competitive position strategies
at the business level. Those readers interested in the formulation of
political strategies are referred to Ian MacMillan's companion text in
this series, Strategy Formulation: Political Concepfa.

ANALYTICAL VERSUS POLITICAL
STRATEGY FORMULATION PROCESSES

Most texts in the policy area discuss only the analytical aspects of
the strategy formulation process. On the other hand, most of those
that do diseuss the soeial, behavioral, and political aspeets of the

strategy formulation process pay little or no attention to the analyti-
cil side of the process,

The desipn of this series has foreed us to focus most of our atten-
tion in this text on the analytical aspeets of the strategy formulation
process. We do, however, explicitly acknowledge that soeial and
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political forces do affect all strategy formulation processes. More-
over, we acknowledge that such factors may he the dominating con-
siderations in the strategy formulation processes of many types of
not-for-profit organizations. For businesses, however, we argue that
economic and technological considerations should take precedence over
social and political considerations, although both types of factors must
be incorporated into the final strategic decision.

STRATEGY CONTENT

One of the most fundamental assumptions that we make in this book
is that the content of an organization's strategy significantly in-
fluences the organization’s overall, long-run performance. That is,
we assume that certain types of strategies produce better results than
others over the long term. More important, we argue that the types
of strategies that produce the best results differ in different types
of environmental circumstances, but that there are broad generic
patterns to such variations. In short, we reject both the “principles-
of -management’’ approach that suggests that certain strategies or
principles are best, regardless of the circumstances involved, and the
“situational philosophy” espoused by the Harvard Business Sehool
during the 1960s that assumed that there were no generic patterns
with respect to the content of effective strategies.

FORMAL PLANNING SYSTEMS

We do not discuss formal planning systems extensively in this text.

We do make the following three points, however.

1. Many orpanizations develop very effective strateries in very in-
formal ways; that is, we acknowledge that formal plannm,f,r sy5-
tems are not always required for effective strategy formulation.

[4%]

Most large, complex businesses develop more effective st::ategies
when they formalize their strategy formulation (strategic plan-
ning) systems to accomplish the work.

3 Many organizations use formal planning syatems mure_fnr strat-
egy implementation than they do for strategy formulation.

ENVIRONMENTAL FORECASTING

Because of the inereasing complexity of business orga.uizati:}ps and
the environments in which they compete, we argue that all businesses
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shnulq:} explicitly factor environmental forecasts into their strategie
plan 1r11nlg proceszes, [n this repard, we sumrest that most firms should
use inside-out environmental forecasting procedures at the business
level in order to assess more accurately the impact of major em;'irnn-
mental cl_langi.:s on their operations. At the corporate level, we sug-
gizir ]T;.;f_ldedn en;ﬁrnnmentul forecasting procedures in order to avoid
ing second a ir i : i
ST nd third order environmental effects that might

STRATEGY IMPLEMENTATION
AND STRATEGIC CONTROL

Although we did not have space to discuss strategy implementation
or strategic control in this text, we did note in cl::apter 6 that the
fundamental assumptions underlving our model imply, among oth

things, these peneralizations. o * o

l. The structure of an organization should follow from its strategy

a3 u srr RiatliE L 1 3
2, The way an organization structures itself for strategic decision

making may differ from the way it st i i
A v it structures itself for managin
tay-to-day activities, nij

The types u{ sgenernl management skills needed to run different
types of husinesses may differ.

1. The tyvpes ulf measures used to evaluate generdl managers should
vary according to the type of business they head

[ A

B, 3 _he types of systems used to control major strategie moves should
I]f{ii'er fr'urn_ those used to monitor progress against the annual
}1.: g:et, \l.']m‘.ht should, in turn, differ from those used to control
special operating projects,

The ossence of these observations is that the formulation, imple-
111&11?&11.;0:1, and control of overall corporate purpose and {i]'!'EL'I;Eﬂn isa
special type of management activity (we shall eall it sﬁ*atE!;ic man-
agement) that requires different types of organizational svs’?ems and
procedures than are appropriate for the management of the firm's
day-to-ilay activities. Further, we would argue that, while general
ma&n&gers engage in administrative and operating :lcti*.“lﬁes their
prinecipal responsibility is the strateric management of the firn:, ! For
a morg I{*nmpre}wnsive dizcuszion of strategy implementation, we re-
fer :H"lt". |ntere‘sted reader to Jay Galbraith and Dan ‘_‘\Tath_ansmlx's com-
panion text in this series, Strafegy Implementation: The Role of
Structure and Process.
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FUTURE CHALLENGES

The formulation of organizational objectives, strategies, and policles
has always bheen one of the most important aspects of managerial
work. TUntil recently, though, the only training one could get for
these vast responsibilities was a solid grounding in all the various
functional disciplines. During the past decade, however, the need
for improved general management concepts and tools has risen stead-
ilv as a result of increasing onvironmental turbulence and organiza-
tional complexity. Concurrently, major strides have been made in
the concepts and tools available to genersl managers for improv-
ing their strategic management skills. 1t 1s our firm helief and expec-
tation that the next twenty years will see developments in the field
of strategic management to rival those that have occurred during
the past thirty years in the various functional fields of management.
In short, many major managerial challenges and accomplishments

can be expected during the next two or three decades in the strategic
management area, which suggest that it will become one of the most

exciting areas of management researel and practice in the years

ahead.
We hope that both this text and the West Series on Business Policy
and Planning will help future generations of managers and scholars
meet these challenges und achieve these goals.
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