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PREFACE

Since the eighth edition was published, this book has strengthened its position as a
market leader in the Strategic Management market. This tells us that we continue
to meet the expectations of existing users and attract many new users to our book.
It is clear that most strategy instructors share with us a concern for our currency in
the text and its examples to ensure that cutting-edge issues and new developments in
strategic management are continually addressed.

Just as in the last edition, our objective in writing the ninth edition has been to
maintain all that was good about prior editions. As we move steadily into the second
decade of the 21st Century, we continue to refine our approach by expanding our
discussion of established strategic management issues and adding new material as
management trends develop to present a more complete, clear, and current account
of strategic management. We believe that the result is a book that is more closely
aligned with the needs of today’s professors and students and with the realities of
competition in the global environment.

COMPREHENSIVE AND UP-TO-DATE COVERAGE

We have updated many of the features running throughout the chapters, including all
new Opening Cases and Running Cases. For the Running Cases, Walmart is the focus
corporation. In this edition, we have made no changes to the number or sequenc-
ing of our chapters. However, we have made many significant changes inside each
chapter to refine and update our presentation of strategic management. Continuing
real-world changes in strategic management practices such as the increased use of
cost reduction strategies like global outsourcing, ethical issues, and lean production,
and a continued emphasis on the business model as the driver of differentiation and
competitive advantage, have led to many changes in our approach. To emphasize the
importance of ethical decision making in strategic management, we have included a
new marginal feature—Ethical Dilemma—that asks students to make sound man-
agement decisions while considering ethical ramifications in business.

Throughout the revision process, we have been careful to preserve the balanced
and integrated nature of our account of strategic management. As we have continued
to add new material, we have also shortened or deleted coverage of out-of-date or
less important models and concepts to help students identify and focus on the core
concepts and issues in the field. We have also paid close attention to retaining the
book’s readability.

xix
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PRACTICING STRATEGIC MANAGEMENT:
AN INTERACTIVE APPROACH

We have received a lot of positive feedback about the usefulness of the end-of-
chapter exercises and assignments in the Practicing Strategic Management sections
in our book. They offer a wide range of hands-on learning experiences for students.
Following the Chapter Summary and Discussion Questions, each chapter contains
the following exercises and assignments:

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

e Article file. As in the last edition, this exercise requires students to search busi-
ness magazines to identify a company that is facing a particular strategic man-
agement problem. For instance, students are asked to locate and research a
company pursuing a low-cost or a differentiation strategy, and to describe this
company’s strategy, its advantages and disadvantages, and the core competencies
required to pursue it. Students’ presentations of their findings lead to lively class
discussions.

e Strategic management project. In small groups, students choose a company to
study for the whole semester and then analyze the company using the series of
questions provided at the end of every chapter. For example, students might select
Ford Motor Co. and, using the series of chapter questions, collect information on
Ford’s top managers, mission, ethical position, domestic and global strategy and
structure, and so on. Students write a case study of their company and present it
to the class at the end of the semester. In the past, we also had students present
one or more of the cases in the book early in the semester, but now in our classes,
we treat the students’ own projects as the major class assignment and their case
presentations as the climax of the semester’s learning experience.

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

In creating these exercises, it is not our intention to suggest that they should all be
used for every chapter. For example, over a semester, an instructor might combine a
group Strategic Management Project with five to six Article File assignments, while
incorporating eight to ten Small Group Exercises in class.

We have found that our interactive approach to teaching strategic management
appeals to students. It also greatly improves the quality of their learning experience.
Our approach is more fully discussed in the Instructor’s Resource Manual.

TEACHING AND LEARNING AIDS

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

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

e ExamView Test Bank offers a set of comprehensive true/false, multiple-choice,
and essay questions for each chapter in the book. The mix of questions has
been adjusted to provide fewer fact-based of simple memorization items and to
provide more items that rely on synthesis or application. Also, more items now
reflect real or hypothetical situations in organizations. Every question is keyed to
the Learning Objectives outlined in the text and includes an answer and text page
reference.

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

e DVD program highlights many issues of interest and can be used to spark class
discussion. It offers a compilation of footage from the Videos for Humanities
video series.

e Companion website contains many features to aid instructors, including instruc-
tor-based PowerPoint, a DVD guide, and access to the student website.

e WebTutor is a web platform containing premium content such as unique web
quizzes, audio summary and quiz files, lecture PowerPoint slides, and crossword
puzzles for key terms from the text.

For the Student

e Companion Website includes chapter summaries, learning objectives, web quiz-
zes, glossary, and flashcards.
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STRATEGIC LEADERSHIP: MANAGING
THE STRATEGY-MAKING PROCESS
FOR COMPETITIVE ADVANTAGE

LEAIRNDNING

After reading this chapter, you should be able to

Explain what is meant by “competitive advantage”
Discuss the strategic role of managers at differ
ent levels in an organization

Identify the main steps in a strategic planning
process

o
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Outline the cognitive biases that might lead to
poor strategic decisions and explain how these
biases can be overcome

Discuss the role played by strategic leaders in

the strategy-making process

¢ Discuss the main pitfalls of planning and how o
those pitfalls can be avoided

U

:m

. Walmart’s Competitive Advantage Walmart is one of the ;| =

: most extraordinary success stories in business history. -
: Started in 1962 by Sam Walton, Walmart has . 11.7% and 9.5%, respectively. As shown :
: grown to become the world’s largest corpo- : in Figure 1.1, Walmart has been consis- :
© ration. In 2008, the discount retailer whose @ tently more profitable than its rivals for :
: mantra is “everyday low prices” had sales @ years,although of late its rivals have been clos-
: of $410 billion, 7,400 stores in 15 countries : ing the gap. 5

: and 2 million employees. Some 8% of all : Walmart’s consistently superior profitability : o
: retail sales in the United States are made at : reflects a competitive advantage that is based on :

i a Walmart store. Walmart is not only large; : a number of strategies. Back in 1962, Walmart : >
© it is also very profitable. In 2008, the com- : was one of the first companies to apply the :

i pany earned a return on invested capital of : self-service supermarket business model devel- : ¢
: 14.5%, Dbetter than its well-managed : oped by grocery chains to general merchan- :

¢ rivals Costco and Target, which earned : dise. Unlike its rivals such as Kmart and Target : M
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¢ who focused on urban and suburban locations,
i Sam Walton’s Walmart concentrated on small
. southern towns that were ignored by its rivals.
: Walmart grew quickly by pricing lower than
¢ local retailers, often putting them out of busi-
. ness. By the time its rivals realized that small
: towns could support large discount, general
i merchandise stores, Walmart had already pre-
¢ empted them. These towns, which were large
: enough to support one discount retailer—but
: not two—provided a secure profit base for
Walmart.

The company was also an innovator in

. information systems, logistics, and human
: resource practices. These strategies resulted in
. higher productivity and lower costs than its
¢ rivals, which enabled the company to earn a
. high profit while charging low prices. Walmart
i led the way among American retailers in devel-
¢ oping and implementing sophisticated product
i tracking systems by using bar code technol-
: ogy and checkout scanners. This information
¢ technology enabled Walmart to track what was
¢ selling and adjust its inventory accordingly so
. that the products found in a store matched local
. demand. By avoiding overstocking, Walmart did
: not have to hold periodic sales to shift unsold
: inventory. Over time, Walmart linked this infor-
. mation system to a nationwide network of dis-
¢ tribution centers where inventory was stored
: and then shipped to stores within a 250-mile
¢ radius on a daily basis. The combination of
i distribution centers and information centers
¢ enabled Walmart to reduce the amount of inven-
: tory it held in stores, thereby devoting more of
. that valuable space to selling and reducing the
: amount of capital it had tied up in inventory.

With regard to human resources, the tone

: was set by Sam Walton. He had a strong
. belief that employees should be respected and
¢ rewarded for helping to improve the profitabil-
i ity of the company. Underpinning this belief,
: Walton referred to employees as associates.

He established a profit-sharing plan for all :
employees and, after the company went pub- :
lic in 1970, a program that allowed employees :
to purchase Walmart stock at a discount to :
its market value. Walmart was rewarded for :
this approach by high employee productivity, :
which translated into lower operating costs :
and higher profitability.

As Walmart grew larger, the sheer size and :
purchasing power of the company enabled it :
to drive down the prices that it paid suppliers, :
passing on those saving to customers in the :
form of lower prices, which enabled Walmart :
to gain more market share and hence demand :
even lower prices. To take the sting out of the :
persistent demands for lower prices, Walmart :
shared its sales information with suppliers on :
a daily basis, enabling them to gain efficiencies :
by configuring their own production schedules :
to sales at Walmart.

By the 1990s, Walmart was already the :
largest general seller of general merchandise in :
America. To keep its growth going, Walmart :
started to diversify into the grocery business, :
opening  200,000-square-foot  supercenter :
stores that sold groceries and general mer- :
chandise under one roof. Walmart also diver- :
sified into the warehouse club business with :
the establishment of Sam’s Club. The company :
began expanding internationally in 1991 with :
its entry into Mexico. :

For all its success, however, Walmart is :
now encountering very real limits to profit- :
able growth. The U.S. market is approaching :
saturation, and growth overseas has proved :
more difficult than the company hoped. The :
company was forced to exit Germany and :
South Korea after losing money there and has :
found it tough going into several other devel- :
oped nations, such as Britain. Moreover, rivals :
Target and Costco have continued to improve :
their performances and are now snapping at :
Walmart’s heels.!
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Figure 1.1 Profitability of Walmart and Competitors
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Overview

Why do some companies succeed while others fail? Why has Walmart been able to
consistently outperform its well-managed rivals? In the airline industry, how is it that
Southwest Airlines has managed to keep increasing its revenues and profits through
both good times and bad, while rivals such as US Airways and United Airlines have
had to seek bankruptcy protection? What explains the consistent growth and profit-
ability of Nucor Steel, now the largest steelmaker in America, during a period when
many of its once larger rivals disappeared into bankruptcy?

In this book, we argue that the strategies that a company’s managers pursue
have a major impact on its performance relative to its competitors. A strategy is a
set of related actions that managers take to increase their company’s performance.
For most, if not all, companies, achieving superior performance relative to rivals is
the ultimate challenge. If a company’s strategies result in superior performance, it is
said to have a competitive advantage. Walmart’s strategies produced superior perfor-
mance from 1994 to 2008; as a result, Walmart has enjoyed a competitive advantage
over its rivals. How did Walmart achieve this competitive advantage? As explained
in the opening case, it was due to the successful pursuit of a number of strategies by
Walmart’s managers, most notably the company’s founder, Sam Walton. These strat-
egies enabled the company to lower its cost structure, charge low prices, gain market
share, and become more profitable than its rivals. (We will return to the example of
Walmart several times throughout this book in a running case that examines various
aspects of Walmart’s strategy and performance.)

This book identifies and describes the strategies that managers can pursue to
achieve superior performance and provide their company with a competitive advan-
tage. One of its central aims is to give you a thorough understanding of the analyti-
cal techniques and skills necessary to identify and implement strategies successfully.
The first step toward achieving this objective is to describe in detail what superior
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performance and competitive advantage mean and to explain the pivotal roles that
managers play in leading the strategy-making process.

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

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

STRATEGIC LEADERSHIP, COMPETITIVE
ADVANTAGE, AND SUPERIOR PERFORMANCE

Strategic leadership is concerned with managing the strategy-making process to
increase the performance of a company, thereby increasing the value of the enter-
prise to its owners and shareholders. As shown in Figure 1.2, to increase shareholder
value, managers must pursue strategies that increase the profitability of the company
and ensure that profits grow. (For more details please see the Appendix to Chapter 1
on the text companion website.) To do this, a company must be able to outperform
its rivals; it must have a competitive advantage.

Superior Performance

Maximizing shareholder value is the ultimate goal of profit-making companies for
two reasons. First, shareholders provide a company with the risk capital that enables
managers to buy the resources needed to produce and sell goods and services.

Figure 1.2 Determinants of Shareholder Value

Profitability
‘ ? (ROIC) ’

Effectiveness Shareholder
of strategies value

growth
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Risk capital is capital that cannot be recovered if a company fails and goes bankrupt.
In the case of Walmart, for example, shareholders provided Sam Walton’s company
with the capital it used to build stores and distribution centers, invest in information
systems, purchase inventory to sell to customers, and so on. Had Walmart failed, its
shareholders would have lost their money; their shares would have been worthless.
Thus, shareholders will not provide risk capital unless they believe that managers are
committed to pursuing strategies that give them a good return on their capital invest-
ment. Second, shareholders are the legal owners of a corporation, and their shares
represent a claim on the profits generated by a company. Thus, managers have an
obligation to invest those profits in ways that maximize shareholder value. Of course,
as explained later in this book, managers must behave in a legal, ethical, and socially
responsible manner while at the same time working to maximize shareholder value.

By shareholder value we mean the returns that shareholders earn from purchas-
ing shares in a company. These returns come from two sources: (1) capital apprecia-
tion in the value of a company’s shares and (2) dividend payments. For example,
between January 2 and December 31, 2008, the value of one share in Walmart
increased from $46.90 to $56.06, which represents a capital appreciation of $9.16.
In addition, Walmart paid out a dividend of $0.95 per share during 2008. Thus, if
an investor had bought one share of Walmart on January 2 and held onto it for the
entire year, his or her return would have been $10.11 ($9.16 + $0.95), an impres-
sive 21.6% return on investment in a year when the stock market as a whole was
down 35%! One reason Walmart’s shareholders did so well during 2008 was that
investors believed that managers were pursuing strategies that would both increase
the long-term profitability of the company and significantly grow its profits in the
future.

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

The profit growth of a company can be measured by the increase in net profit
over time. A company can grow its profits if it sells products in markets that are
growing rapidly, gains market share from rivals, increases the amount it sells to
existing customers, expands overseas, or diversifies profitably into new lines of busi-
ness. For example, between 1994 and 2008 Walmart increased its net profit from
$2.68 billion to $13.8 billion. It was able to do this because the company (1) took
market share from rivals, (2) established stores in nine foreign nations that collec-
tively generated $70 billion in sales by 2008, and (3) entered the grocery business.
Due to the increase in net profit, Walmart’s earnings per share increased from $0.59
to $3.50, making each share more valuable, and leading, in turn, to appreciation in
the value of Walmart’s shares.

Together, profitability and profit growth are the principal drivers of shareholder
value (see the Appendix to Chapter 1 on the text companion website). To boost prof-
itability and grow profits over time, managers must formulate and implement strate-
gies that give their companies a competitive advantage over their rivals. Walmart’s
strategies have enabled the company to maintain a high level of profitability
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and to simultaneously grow its profits over time. As a result, investors who pur-
chased Walmart’s stock in January 1994 when the shares were trading at $11
would have made a return of more than 500% if they had held onto them through
December 2008. By pursuing strategies that lead to high and sustained profitability
and profit growth, Walmart’s managers have thus rewarded shareholders for their
decisions to invest in the company.

One of the key challenges managers face is to simultaneously generate high prof-
itability and increase the profits of the company. Companies that have high profit-
ability but whose profits are not growing will not be as highly valued by shareholders
as a company that has both high profitability and rapid profit growth (see Appendix
to Chapter 1 on the text companion website). At the same time, managers need to
be aware that if they grow profits but profitability declines, that too will not be as
highly valued by shareholders. What shareholders want to see, and what manag-
ers must try to deliver through strategic leadership, is profitable growth: that is,
high profitability and sustainable profit growth. This is not easy, but some of the
most successful enterprises of our era have achieved it, companies such as Microsoft,
Google, Intel, and Walmart.

Competitive Advantage and a Company’s Business Model

Managers do not make strategic decisions in a competitive vacuum. Their com-
pany is competing against other companies for customers. Competition is a rough-
and-tumble process in which only the most efficient and effective companies win
out. It is a race without end. To maximize shareholder value, managers must for-
mulate and implement strategies that enable their companies to outperform rivals
and give them a competitive advantage. A company is said to have a competitive
advantage over its rivals when its profitability is greater than the average profitabil-
ity and profit growth of other companies competing for the same set of customers.
The higher its profitability relative to rivals, the greater its competitive advantage
will be. A company has a sustained competitive advantage when its strategies enable
it to maintain above-average profitability for a number of years. As discussed in
the opening case, Walmart had a significant and sustained competitive advantage
over rivals such as Target, Costco, and Kmart between 1994 and 2008.

If a company has a sustained competitive advantage, it is likely to gain market share
from its rivals and thus grow its profits more rapidly than those of rivals. In turn, com-
petitive advantage will also lead to higher profit growth than that shown by rivals.

The key to understanding competitive advantage is appreciating how the dif-
ferent strategies managers pursue over time can create activities that fit together to
make a company unique or different from its rivals and able to consistently outper-
form them. A business model is a manager’s conception of how the set of strategies
his company pursues should mesh together into a congruent whole, enabling the
company to gain a competitive advantage and achieve superior profitability and
profit growth. In essence, a business model is a kind of mental model, or gestalt, of
how the various strategies and capital investments made by a company should fit
together to generate above-average profitability and profit growth. A business model
encompasses the totality of how a company will

e Select its customers.
¢ Define and differentiate its product offerings.
e Create value for its customers.
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Acquire and keep customers.

Produce goods or services.

Lower costs.

Deliver those goods and services to the market.
Organize activities within the company.
Configure its resources.

Achieve and sustain a high level of profitability.
Grow the business over time.

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

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

The business model that managers develop may not only lead to higher profit-
ability and thus competitive advantage at a certain point in time, but it may also help
the firm to grow its profits over time, thereby maximizing shareholder value while
maintaining or even increasing profitability. Thus, Walmart’s business model was so
efficient and effective that it enabled the company to take market share from rivals
such as Kmart, thereby growing profits over time. In addition, as alluded to earlier,
Walmart was able to grow profits by applying its business model to new interna-
tional markets, opening stores in nine different countries, and adding groceries to its
product mix in large Walmart supercenters.

Industry Differences in Performance

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

Figure 1.3 shows the average profitability, measured by ROIC, among compa-
nies in several different industries between 2004 and 2008. The drug industry had
a favorable competitive environment: demand for drugs was high and competition
was generally not based on price. Just the opposite occured in the air transport
industry, which was extremely price competitive. Exactly how industries differ is dis-
cussed in detail in Chapter 2. For now, the important point to remember is that the
profitability and profit growth of a company are determined by two main factors:
its relative success in its industry and the overall performance of its industry relative
to other industries.?

Performance in Nonprofit Enterprises

A final point concerns the concept of superior performance in the nonprofit sector.
By definition, nonprofit enterprises such as government agencies, universities, and
charities are not in “business” to make profits. Nevertheless, they are expected to
use their resources efficiently and operate effectively, and their managers set goals to

Figure 1.3 Return on Invested Capital in Selected Industries, 2004-2008
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measure their performance. The performance goal for a business school might be to
get its programs ranked among the best in the nation. The performance goal for a
charity might be to prevent childhood illnesses in poor countries. The performance
goal for a government agency might be to improve its services while not exceeding
its budget. The managers of nonprofits need to map out strategies to attain these
goals. They also need to understand that nonprofits compete with each other for
scarce resources, just as businesses do. For example, charities compete for scarce
donations, and their managers must plan and develop strategies that lead to high
performance and demonstrate a track record of meeting performance goals. A suc-
cessful strategy gives potential donors a compelling message about why they should
contribute additional donations. Thus, planning and thinking strategically are as
important for managers in the nonprofit sector as they are for managers in profit-
seeking firms.

STRATEGIC MANAGERS

Managers are the linchpins in the strategy-making process. Individual managers
must take responsibility for formulating strategies to attain a competitive advan-
tage and for putting those strategies into effect. They must lead the strategy-
making process. The strategies that made Walmart so successful were not chosen by
some abstract entity known as “the company”; they were chosen by the company’s
founder, Sam Walton, and the managers he hired.

Walmart’s success was based in large part on how well the company’s managers
performed their strategic roles. In this section, we look at the strategic roles of dif-
ferent managers. Later in the chapter, we discuss strategic leadership, which is how
managers can effectively lead the strategy-making process.

In most companies, there are two main types of managers: general managers
who bear responsibility for the overall performance of the company or for one of its
major self-contained subunits or divisions and functional managers who are respon-
sible for supervising a particular function, that is, a task, an activity, or an opera-
tion, such as accounting, marketing, research and development (R&D), information
technology, or logistics.

A company is a collection of functions or departments that work together to
bring a particular good or service to the market. If a company provides several
different kinds of goods or services, it often duplicates these functions and creates
a series of self-contained divisions (each of which contains its own set of func-
tions) to manage each different good or service. The general managers of these
divisions then become responsible for their particular product line. The overriding
concern of general managers is for the health of the whole company or division
under their direction; they are responsible for deciding how to create a competitive
advantage and achieve high profitability with the resources and capital they have
at their disposal. Figure 1.4 shows the organization of a multidivisional company,
that is, a company that competes in several different businesses and has created
a separate, self-contained division to manage each. There are three main levels of
management: corporate, business, and functional. General managers are found
at the first two of these levels, but their strategic roles differ depending on their
spheres of responsibility.
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Figure 1.4 Levels of Strategic Management
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Corporate-Level Managers

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

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

It is not Immelt’s specific responsibility to develop strategies for competing in the
individual business areas, such as financial services. The development of such strate-
gies is the responsibility of the general managers in these different businesses, known
as business-level managers. It is, however, Immelt’s responsibility to probe the stra-
tegic thinking of business-level managers to make sure that they are pursuing robust
business models and strategies that will contribute toward the maximization of GE’s
long-run profitability, to coach and motivate those managers, to reward them for
attaining or exceeding goals, and to hold them accountable for poor performance.
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Corporate-level managers also provide a link between the people who oversee the
strategic development of a firm and those who own it (the shareholders). Corporate-level
managers, and particularly the CEO, can be viewed as the agents of shareholders.* It is
their responsibility to ensure that the corporate and business strategies that the company
pursues are consistent with maximizing profitability and profit growth. If they are not,
then ultimately the CEQ is likely to be called to account by the shareholders.

Business-Level Managers

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

Functional-Level Managers

Functional-level managers are responsible for the specific business functions or opera-
tions (human resources, purchasing, product development, customer service, and so on)
that constitute a company or one of its divisions. Thus, a functional manager’s sphere
of responsibility is generally confined to one organizational activity, whereas general
managers oversee the operation of a whole company or division. Although they are not
responsible for the overall performance of the organization, functional managers never-
theless have a major strategic role: to develop functional strategies in their area that help
fulfill the strategic objectives set by business- and corporate-level managers.

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

THE STRATEGY-MAKING PROCESS

We can now turn our attention to the process by which managers formulate and
implement strategies. Many writers have emphasized that strategy is the outcome of
a formal planning process and that top management plays the most important role
in this process.® Although this view has some basis in reality, it is not the whole story.



12

Part 1 Introduction to Strategic Management

As we shall see later in the chapter, valuable strategies often emerge from deep within
the organization without prior planning. Nevertheless, a consideration of formal,
rational planning is a useful starting point for our journey into the world of strategy.
Accordingly, we consider what might be described as a typical formal strategic plan-
ning model for making strategy.

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

1. Select the corporate mission and major corporate goals.

2. Analyze the organization’s external competitive environment to identify oppor-
tunities and threats.

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

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

5. Implement the strategies.

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

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

Some organizations go through a new cycle of the strategic planning process
every year. This does not necessarily mean that managers choose a new strategy
each year. In many instances, the result is simply to modify or reaffirm a strategy
and structure already in place. The strategic plans generated by the planning pro-
cess generally look at a period of one to five years, with the plan being updated,
or rolled forward, every year. In most organizations, the results of the annual
strategic planning process are used as input into the budgetary process for the
coming year so that strategic planning is used to shape resource allocation within
the organization.
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Figure 1.5 Main Components of the Strategic Planning Process
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Mission Statement

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

The Mission A company’s mission describes what the company does. For example,
the mission of Kodak is to provide “customers with the solutions they need to cap-
ture, store, process, output, and communicate images—anywhere, anytime.”® In other
words, Kodak exists to provide imaging solutions to consumers. This mission focuses
on the customer needs that the company is trying to satisfy rather than on particular
products. This is a customer-oriented rather than a product-oriented mission.

An important first step in the process of formulating a mission is to arrive at
a definition of the organization’s business. Essentially, the definition answers these
questions: “What is our business? What will it be? What should it be?”” The
responses guide the formulation of the mission. To answer the question, “What is
our business?” a company should define its business in terms of three dimensions:
who is being satisfied (what customer groups); what is being satisfied (what customer
needs); and how customers’ needs are being satisfied (by what skills, knowledge, or
distinctive competencies).® Figure 1.6 illustrates these dimensions.

This approach stresses the need for a customer-oriented rather than a product-
oriented business definition. A product-oriented business definition focuses on the
characteristics of the products sold and the markets served, not on which kinds of

Figure 1.6 Defining the Business
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satisfied? satisfied?
Customer groups Customer needs
Business
Definition
How are
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customer needs the products are satisfying. Such an approach obscures the com-
pany’s true mission because a product is only the physical manifestation of applying
a particular skill to satisfy a particular need for a particular customer group. In prac-
tice, that need may be served in many different ways, and a broad customer-oriented
business definition that identifies these ways can safeguard companies from being
caught unaware by major shifts in demand.

By helping anticipate demand shifts, a customer-oriented mission statement can
also assist companies in capitalizing on changes in their environments. It can help
answer the question, “What will our business be?” Kodak’s mission statement—to
provide “customers with the solutions they need to capture, store, process, output,
and communicate images”—is a customer-oriented statement that focuses on cus-
tomer needs rather than a particular product (or solution) for satisfying those needs,
such as chemical film processing. For this reason, from the early 1990s on, it drove
Kodak’s investments in digital imaging technologies, which have replaced much of
Kodak’s traditional business based on chemical film processing.

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

In contrast, IBM correctly foresaw what its business would be. In the 1950s, IBM
was a leader in the manufacture of typewriters and mechanical tabulating equipment
using punch-card technology. However, unlike many of its competitors, IBM defined
its business as providing a means for information processing and storage, rather
than just supplying mechanical tabulating equipment and typewriters.” Given this
definition, the company’s subsequent move into computers, software systems, office
systems, and printers was logical.

Vision The vision of a company lays out some desired future state; it articulates,
often in bold terms, what the company would like to achieve. Nokia, the world’s
largest manufacturer of mobile (wireless) phones, has been operating with a very
simple but powerful vision for some time: “If it can go mobile, it will!” This vision
implied that not only would voice technology go mobile but also a host of other
services based on data, such as imaging and Internet browsing. This vision led Nokia
to become a leader in developing mobile handsets that not only can be used for voice
communication but also take pictures, browse the Internet, play games, and manipu-
late personal and corporate information.

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

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

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

e “Employees have the right to be treated fairly and must believe that they will be.”
“Employees must have an avenue of appeal when they believe they are being
treated unfairly.”!!

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

In one study of organizational values, researchers identified a set of values associ-
ated with high-performing organizations that help companies achieve superior finan-
cial performance through their impact on employee behavior.'? These values included
respect for the interests of key organizational stakeholders: individuals or groups that
have an interest, claim, or stake in the company, in what it does, and in how well it
performs.'3 They include stockholders, bondholders, employees, customers, the com-
munities in which the company does business, and the general public. The study found
that deep respect for the interests of customers, employees, suppliers, and shareholders
was associated with high performance. The study also noted that the encouragement
of leadership and entrepreneurial behavior by mid- and lower-level managers and
a willingness to support change efforts within the organization contributed to high
performance. Companies that emphasize such values consistently throughout their
organization include Hewlett-Packard, Walmart, and PepsiCo. The same study iden-
tified the values of poorly performing companies, values that, as might be expected,
are not articulated in company mission statements: (1) arrogance, particularly to
ideas from outside the company; (2) a lack of respect for key stakeholders; and
(3) a history of resisting change efforts and “punishing” mid- and lower-level manag-
ers who showed “too much leadership.” General Motors was held up as an example
of one such organization. According to the research, mid- or lower-level managers
who showed too much leadership and initiative at GM were not promoted!

MAJOR GOALS

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

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

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

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

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

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

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

To guard against short-run behavior, managers need to ensure that they adopt
goals whose attainment will increase the long-run performance and competitiveness
of their enterprises. Long-term goals are related to such issues as product develop-
ment, customer satisfaction, and efficiency, and they emphasize specific objectives or
targets concerning such details as employee and capital productivity, product quality,
innovation, customer satisfaction, and customer service.

External Analysis

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

Three interrelated environments should be examined when undertaking an exter-
nal analysis: the industry environment in which the company operates; the country
or national environment; and the wider socioeconomic or macroenvironment. Ana-
lyzing the industry environment requires an assessment of the competitive structure
of the company’s industry, including the competitive position of the company and its

17
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1.1 STRATEGY IN ACTION

Strategic Analysis at Time Inc.

Time Inc., the magazine publishing division of media
conglomerate Time Warner, has a venerable history. Its
magazine titles include Time, Fortune, Sports lllustrated,
and People, all long-time leaders in their respective cate-
gories. By the mid-2000s, however, Time Inc. recognized
that it needed to change its strategy. By 2005, circulation
at Time was down by 12%; Fortune, by 10%; and Sports
lllustrated, by 17%.

An external analysis revealed what was going on. The
readership of Time's magazines was aging. Increasingly,
younger readers were getting what they wanted from
the Web. This was both a threat for Time Inc., because
its Web offerings were not strong, and an opportunity,
because with the right offerings Time Inc. could capture
this audience. Time also realized that advertising dollars
were migrating rapidly to the Web. If the company was
going to hold onto its share, its Web offerings had to be
every bit as good as its print offerings.

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

It was Martha Nelson at People who, in 2003, showed
the way forward for the company. Her strategy for over
coming the weakness at Time Inc. and better exploiting

opportunities on the Web started with merging the print
and online newsrooms at People, thus removing the dis-
tinction between them. Then she relaunched the maga-
zine's online site, made major editorial commitments
to Web publishing, stated that original content should
appear on the Web, and emphasized the importance
of driving traffic to the site and earning advertising rev-
enues. Over the next two years, page views at People.
com increased fivefold.

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

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

To drive home the shift to Web-centric publishing,
in 2007 Time announced another change in strategy—it
would sell off 18 magazine titles that, while good per
formers, did not appear to have much traction on the
Web. Ann Moore stated that going forward Time would
be focusing its energy, resources, and investments
on the company’s largest and most profitable brands,
brands that have demonstrated an ability to draw large
audiences in digital form.

Sources: A. Van Duyn, “Time Inc. Revamp to Include Sale of 18 Titles,” Financial Times, September 13, 2006, 24. M. Karnitsching, “Time Inc.
Makes New Bid to Be Big Web Player,” Wall Street Journal, March 29, 2006, B1. M. Flamm, “Time Tries the Web Again,” Crain’s New York

Business, January 16, 2006, 3.
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major rivals. It also requires analysis of the nature, stage, dynamics, and history of
the industry. Because many markets are now global markets, analyzing the industry
environment also means assessing the impact of globalization on competition within
an industry. Such an analysis may reveal that a company should move some pro-
duction facilities to another nation, that it should aggressively expand in emerging
markets such as China, or that it should beware of new competition from emerging
nations. Analyzing the macroenvironment consists of examining macroeconomic,
social, government, legal, international, and technological factors that may affect the
company and its industry. We look at external analysis in Chapter 2.

Internal Analysis

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

SWOT Analysis and the Business Model

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

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

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

1. Functional-level strategies are directed at improving the effectiveness of opera-
tions within a company, such as manufacturing, marketing, materials manage-
ment, product development, and customer service. We review functional-level
strategies in Chapter 4.



20

Part 1 Introduction to Strategic Management

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

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

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

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

Strategy Implementation

Having chosen a set of congruent strategies to achieve a competitive advantage and
increase performance, managers must put those strategies into action: strategy has
to be implemented. Strategy implementation involves taking actions at the func-
tional, business, and corporate levels to execute a strategic plan. Implementation can
include, for example, putting quality improvement programs into place, changing
the way a product is designed, positioning the product differently in the marketplace,
segmenting the marketing and offering different versions of the product to differ-
ent consumer groups, implementing price increases or decreases, expanding through
mergers and acquisitions, or downsizing the company by closing down or selling off
parts of the company. These and other topics are discussed in detail in Chapters 4
through 10.

Strategy implementation also entails designing the best organizational structure
and the best culture and control systems to put a chosen strategy into action. In addi-
tion, senior managers need to put a governance system in place to make sure that all
within the organization act in a manner that is not only consistent with maximizing
profitability and profit growth but also legal and ethical. In this book, we look at the
topic of governance and ethics in Chapter 11; we discuss the organizational structure,
culture, and controls required to implement business-level strategies in Chapter 12;
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and we present the structure, culture, and controls required to implement corporate-
level strategies in Chapter 13.

The Feedback Loop

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

STRATEGY AS AN EMERGENT PROCESS

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

Strategy Making in an Unpredictable World

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

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

Autonomous action may be particularly important in helping established com-
panies deal with the uncertainty created by the arrival of a radical new technology
that changes the dominant paradigm in an industry.”> Top managers usually rise to
preeminence by successfully executing the established strategy of the firm. Therefore,
they may have an emotional commitment to the status quo and are often unable
to see things from a different perspective. In this sense, they can be a conservative
force that promotes inertia. Lower-level managers, however, are less likely to have
the same commitment to the status quo and have more to gain from promoting new
technologies and strategies. They may be the first ones to recognize new strategic
opportunities and lobby for strategic change. As described in Strategy in Action 1.3,
this seems to have been the case at a discount stockbroker Charles Schwab, that had
to adjust to the arrival of the Web in the 1990s.

1.2 STRATEGY IN AGTION

Starbucks’s Music Business

Anyone who has walked into a Starbucks cannot help but
notice that, in addition to various coffee beverages and
food, the company also sells music CDs. Most Starbucks
stores now have racks displaying about 20 CDs. Reports
suggest that when Starbucks decides to carry a CD, it
typically ranks among the top four retailers selling it.
The interesting thing about Starbucks's entry into music
retailing is that it was not the result of a formal plan-
ning process. The company’s journey into music retailing
started in the late 1980s when Tim Jones, then the man-
ager of a Starbucks in Seattle's University Village, started

to bring his own tapes of music compilations into the
store to play. Soon Jones was getting requests for cop-
ies from customers. Jones told this to Starbucks's CEO,
Howard Schultz, and suggested that Starbucks start to
sell its own music. At first, Schultz was skeptical, but,
after repeated lobbying efforts by Jones, he eventually
took up the suggestion. Today, Starbucks not only sells
CDs, it is also moving into music downloading with its
“Hear Music"” Starbucks stores, where customers can
listen to and burn music from Starbucks's 200,000-song
online music library while sipping their coffee.

Source: S. Gray and E. Smith. “Coffee and Music Create a Potent Mix at Starbucks,” Wall Street Journal, July 19, 2005, A1.
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1.3 STRATEGY IN ACGTION

A Strategic Shift at Charles Schwab

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

E*Trade was a discount brokerage started in 1994 by
Bill Porter, a physicist and an inventor, to take advantage
of the opportunity created by the rapid emergence of the
World Wide Web. E*Trade launched the first dedicated
Web site for online trading. E*Trade had no branches,
no brokers, and no telephone system for taking orders;
thus it had a very low-cost structure. Customers traded
stocks over the company’s Web site. Due to its low-cost
structure, E*Trade was able to announce a flat $14.95
commission on stock trades, a figure significantly below
Schwab's average commission, which at the time was
$65. It was clear from the outset that E*Trade and other
online brokers, such as Ameritrade, which soon fol-
lowed, offered a direct threat to Schwab. Not only were
their cost structures and commission rates considerably
below Schwab's, but the ease, speed, and flexibility of
trading stocks over the Web suddenly made Schwab's
Street Smart trading software seem limited and its tele-
phone system antiquated.

Deep within Schwab, William Pearson, a young soft-
ware specialist who had worked on the development

of Street Smart, immediately saw the transformational
power of the Web. Pearson believed that Schwab
needed to develop its own Web-based software, and
quickly. Try as he might, though, Pearson could not
get the attention of his supervisor. He tried a number
of other executives but found support hard to come
by. Eventually he approached Anne Hennegar, a for-
mer Schwab manager who worked as a consultant to
the company. Hennegar suggested that Pearson meet
with Tom Seip, an executive vice president at Schwab
who was known for his ability to think outside the
box. Hennegar approached Seip on Pearson’s behalf,
and Seip responded positively, asking her to set up a
meeting. Hennegar and Pearson turned up expecting
to meet with just Seip, but to their surprise, in walked
Charles Schwab; the chief operating officer, David
Pottruck; and the vice presidents in charge of strategic
planning and the electronic brokerage arena.

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

Sources: John Kador, Charles Schwab: How One Company Beat \Wall Street and Reinvented the Brokerage Industry, New York: John
Wiley & Sons, 2002; Erick Schonfeld, “Schwab Puts It All Online,” Fortune, December 7, 1998, 94-99.

Serendipity and Strategy

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

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

Intended and Emergent Strategies

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

Figure 1.7 Emergent and Deliberate Strategies
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Mintzberg maintains that emergent strategies are often successful and may be
more appropriate than intended strategies. In the classic description of this process,
Richard Pascale described how this was the case for the entry of Honda Motor Co.
into the United States motorcycle market.”> When a number of Honda executives
arrived in Los Angeles from Japan in 1959 to establish a United States operation, their
original aim (intended strategy) was to focus on selling 250 cc and 350 cc machines to
confirmed motorcycle enthusiasts rather than 50 cc Honda Cubs, which were a big hit
in Japan. Their instinct told them that the Honda 50s were not suitable for the United
States market, where everything was bigger and more luxurious than in Japan.

However, sales of the 250 cc and 350 cc bikes were sluggish, and the bikes them-
selves were plagued by mechanical failure. It looked as if Honda’s strategy was going
to fail. At the same time, the Japanese executives who were using the Honda 50s to
run errands around Los Angeles were attracting a lot of attention. One day, they got
a call from a Sears Roebuck and Co. buyer who wanted to sell the 50 cc bikes to a
broad market of Americans who were not necessarily motorcycle enthusiasts. The
Honda executives were hesitant to sell the small bikes for fear of alienating serious
bikers who might then associate Honda with “wimpy” machines. In the end, how-
ever, they were pushed into doing so by the failure of the 250 cc and 350 cc models.

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

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

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

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

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

Scenario Planning

One reason that strategic planning may fail over the long run is that strategic manag-
ers, in their initial enthusiasm for planning techniques, may forget that the future is
inherently unpredictable. Even the best-laid plans can fall apart if unforeseen con-
tingencies occur, and that happens all the time in the real world. The recognition
that uncertainty makes it difficult to forecast the future accurately led planners at
Royal Dutch Shell to pioneer the scenario approach to planning.?’ Scenario planning
involves formulating plans that are based on what-if scenarios about the future. In
the typical scenario planning exercise, some scenarios are optimistic, and some are
pessimistic. Teams of managers are asked to develop specific strategies to cope with
each scenario. A set of indicators is chosen as signposts to track trends and identify
the probability that any particular scenario is coming to pass. The idea is to get man-
agers to understand the dynamic and complex nature of their environment, to think
through problems in a strategic fashion, and to generate a range of strategic options
that might be pursued under different circumstances.*° The scenario approach to plan-
ning has spread rapidly among large companies. One survey found that more than
50% of the Fortune 500 companies use some form of scenario-planning methods.*!

The oil company Royal Dutch Shell has perhaps done more than most to pioneer
the concept of scenario planning, and its experience demonstrates the power of the
approach.® Shell has been using scenario planning since the 1980s. Today, it uses
two main scenarios to refine its strategic planning. The scenarios relate to the future
demand for oil. One, called “Dynamics as Usual,” sees a gradual shift from carbon
fuels such as oil to natural gas to renewable energy. The second scenario, “The Spirit
of the Coming Age,” looks at the possibility that a technological revolution will lead
to a rapid shift to new energy sources.>* Shell is making investments that will ensure
the profitability of the company whichever scenario comes to pass, and it is carefully
tracking technological and market trends for signs of which scenario is becoming
more likely over time.

The great virtue of the scenario approach to planning is that it can push manag-
ers to think outside the box, to anticipate what they might have to do in different
situations, and to learn that the world is a complex and unpredictable place that
places a premium on flexibility rather than on inflexible plans based on assumptions
about the future that may turn out to be incorrect. As a result of scenario planning,
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organizations might pursue one dominant strategy related to the scenario that is
judged to be most likely, but they make some investments that will pay off if other
scenarios come to the fore (see Figure 1.8). Thus, the current strategy of Shell is
based on the assumption that the world will only gradually shift away from carbon-
based fuels (its “Dynamics as Usual” scenario), but the company is also hedging
its bets by investing in new energy technologies and mapping out a strategy to pur-
sue should its second scenario come to pass.

Decentralized Planning

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

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

Correcting the ivory tower approach to planning requires recognizing that suc-
cessful strategic planning encompasses managers at all levels of the corporation.
Much of the best planning can and should be done by business- and functional-level
managers who are closest to the facts; in other words, planning should be decentral-
ized. The role of corporate-level planners should be that of facilitators who help
business- and functional-level managers do the planning by setting the broad stra-
tegic goals of the organization and providing the resources required to identify the
strategies that might be required to attain those goals.

STRATEGIC DECISION MAKING

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

Cognitive Biases and Strategic Decision Making

The rationality of human decision makers is bounded by our own cognitive capabili-
ties.>® We are not supercomputers, and it is difficult for us to absorb and process large
amounts of information effectively. As a result, when making decisions, we tend to
fall back on certain rules of thumb, or heuristics, that help us to make sense out of
a complex and uncertain world. However, sometimes these rules lead to severe and
systematic errors in the decision-making process.>® Systematic errors are those that
appear time and time again. They seem to arise from a series of cognitive biases in the
way that human decision makers process information and reach decisions. Because
of cognitive biases, many managers end up making poor strategic decisions.

A number of biases have been verified repeatedly in laboratory settings, so we
can be reasonably sure that they exist and that we are all prone to them.?” The prior
hypothesis bias refers to the fact that decision makers who have strong prior beliefs
about the relationship between two variables tend to make decisions on the basis
of these beliefs, even when presented with evidence that their beliefs are wrong.
Moreover, they tend to seek and use information that is consistent with their prior
beliefs while ignoring information that contradicts these beliefs. To put this bias in a
strategic context, it suggests that a CEO who has a strong prior belief that a certain
strategy makes sense might continue to pursue that strategy, despite evidence that it
is inappropriate or failing.
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Another well-known cognitive bias, escalating commitment, occurs when deci-
sion makers, having already committed significant resources to a project, commit
even more resources even if they receive feedback that the project is failing.*® This
may be an irrational response; a more logical response would be to abandon the
project and move on (that is, to cut your losses and run), rather than escalate com-
mitment. Feelings of personal responsibility for a project apparently induce decision
makers to stick with a project despite evidence that it is failing.

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

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

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

Techniques for Improving Decision Making

The existence of cognitive biases raises the issue of how to bring critical information
to bear on the decision-making mechanism so that a company’s strategic decisions
are realistic and based on thorough evaluation. Two techniques known to enhance
strategic thinking and counteract cognitive biases are devil’s advocacy and dialectic
inquiry.*
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Devil’s advocacy requires the generation of both a plan and a critical analysis of the
plan. One member of the decision-making group acts as the devil’s advocate, bringing
out all the reasons that might make the proposal unacceptable. In this way, decision
makers can become aware of the possible perils of recommended courses of action.

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

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

STRATEGIC LEADERSHIP

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

Vision, Eloquence, and Consistency

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

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

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

Articulation of the Business Model

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

Commitment

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

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

Similarly, Herb Kelleher, the founder of Southwest Airlines, was able to find out much
about the health of his company by dropping in unannounced on aircraft maintenance
facilities and helping workers perform their tasks. Herb Kelleher would also often help
airline attendants on Southwest flights, distributing refreshments and talking to custom-
ers. One frequent flyer on Southwest Airlines reported sitting next to Kelleher three times
in 10 years. Each time, Kelleher asked him and others sitting nearby how Southwest Air-
lines was doing in a number of areas, looking for trends and spotting inconsistencies.*

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

Willingness to Delegate and Empower

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

The Astute Use of Power

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

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

Self-awareness: the ability to understand one’s own moods, emotions, and drives,

as well as their effect on others

Self-regulation: the ability to control or redirect disruptive impulses or moods,

that is, to think before acting

Motivation: a passion for work that goes beyond money or status and a propen-

sity to pursue goals with energy and persistence

Empathy: the ability to understand the feelings and viewpoints of subordinates

and to take those into account when making decisions

Social skills: friendliness with a purpose

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

SUMMARY OF CHAPTER

1.

2.

3.

A strategy is a set of related actions that man-
agers take to increase their company’s perfor-
mance goals.

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

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

4. A company has a competitive advantage over its

rivals when it is more profitable than the aver-
age for all firms in its industry. It has a sustained
competitive advantage when it is able to main-
tain above-average profitability over a number
of years. In general, a company with a competi-
tive advantage will grow its profits more rapidly
than its rivals will.

General managers are responsible for the over-
all performance of the organization or for one
of its major self-contained divisions. Their over-
riding strategic concern is for the health of the
total organization under their direction.
Functional managers are responsible for a par-
ticular business function or operation. Although
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they lack general management responsibilities,
they play a very important strategic role.
Formal strategic planning models stress that
an organization’s strategy is the outcome of a
rational planning process.

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

DISCUSSION QUESTIONS

1.

2.

3.

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

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

Between 1997 and 2004, Microsoft’s ROIC fell
from 32% to 17.5%. Over the same period,
Microsoft’s profits grew from $3.45 billion to
$11.33 billion. How can a company have declin-
ing profitability (as measured by ROIC) but
growing profits? What do you think explains
this situation at Microsoft? For 2004, analysts
predicted that Microsoft’s ROIC would jump to
35%. Why do you think this was the case? Was
it due to any change in the company’s strategy?

10.

11.

12.

13.

4.

5.

Strategic planning often fails because executives
do not plan for uncertainty and ivory tower
planners lose touch with operating realities.

In spite of systematic planning, companies may
adopt poor strategies if their decision-making
processes are vulnerable to groupthink and
if individual cognitive biases are allowed to
intrude into the decision-making process.
Devil’s advocacy, dialectic inquiry, and the out-
side view are techniques for enhancing the effec-
tiveness of strategic decision making.

Good leaders of the strategy-making pro-
cess have a number of key attributes: vision,
eloquence, and consistency; ability to craft
the business model; commitment; being
well informed; a willingness to delegate and
empower; political astuteness; and emotional
intelligence.

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

Discuss the accuracy of the following statement:
Formal strategic planning systems are irrelevant
for firms competing in high-technology indus-
tries where the pace of change is so rapid that
plans are routinely made obsolete by unforeseen
events.

Pick the current or a past president of the United
States and evaluate his performance against
the leadership characteristics discussed in the
text. On the basis of this comparison, do you
think that the president was/is a good strategic
leader? Why?
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PRACTICING STRATEGIC M ANAGEMENT

Small-Group Exercise:
Designing a Planning System

Break up into groups of three to five each and dis-
cuss the following scenario. Appoint one group
member as a spokesperson who will communicate
the group’s findings to the class.

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

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

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

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

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

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

Article File 1

At the end of every chapter in this book is an
article file task. The task requires you to search
newspapers or magazines in the library for an

example of a real company that satisfies the task
question or issue.

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

Strategic Management Project: Module 1

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

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

There are two approaches that can be used to
select a company to study, and your instructor will
tell you which one to follow. The first approach is
to pick a well-known company that has a lot of
information written about it. For example, large
publicly held companies such as IBM, Microsoft,
and Southwest Airlines are routinely covered in
the business and financial press. By going to the
library at your university, you should be able to
track down a great deal of information on such
companies. Many libraries now have compre-
hensive Web-based electronic data search facili-
ties such as ABI/Inform, the Wall Street Journal
Index, the F&S Index, and the Nexis-Lexis data-
bases. These enable you to identify any article
that has been written in the business press on the

(continued)
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company of your choice within the past few years.
A number of non-electronic data sources are also
available and useful. For example, F&S Predi-
casts publishes an annual list of articles relating
to major companies that appeared in the national
and international business press. S&P Industry
Surveys is also a great source for basic industry
data, and Value Line Ratings and Reports contain
good summaries of a firm’s financial position and
future prospects. Collect full financial information
on the company that you pick. This information
can be accessed from Web-based electronic data-
bases such as the Edgar database, which archives
all forms that publicly quoted companies must
file with the Securities and Exchange Commission
(SEC); for example, 10-K filings can be accessed
from the SEC’s Edgar database. Most SEC forms
for public companies can now be accessed from
Internet-based financial sites, such as Yahoo!’s
finance site (wwuw.finance.yahoo.com/).

A second approach is to pick a smaller com-
pany in your city or town to study. Although
small companies are not routinely covered in the
national business press, they may be covered in
the local press. More important, this approach can
work well if the management of the company will
agree to talk to you at length about the strategy
and structure of the company. If you happen to
know somebody in such a company or if you have
worked there at some point, this approach can be
very worthwhile. However, we do not recommend

this approach unless you can get a substantial
amount of guaranteed access to the company of
your choice. If in doubt, ask your instructor before
making a decision. The key issue is to make sure
that you have access to enough interesting infor-
mation to complete a detailed and comprehensive
analysis.

Your assignment for Module 1 is to choose a
company to study and to obtain enough informa-
tion about it to carry out the following instruc-
tions and answer the questions:

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

2. Identify the mission and major goals of the
company.

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

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

Planning for the Chevy Volt

General Motors is a company in deep trouble. As car
sales in North America collapsed in 2008, GM, which
had already lost money in 2007, plunged deeply
into the red. With losses estimated at $14 billion,
the company was forced to go cap in hand to the
government to beg for public finds to help it stave
off bankruptcy. Fearing the economic consequences
of a collapse of GM, the government agreed to loan
funds to GM, but it insisted that the company have

a clear plan charting its way back to profitability.
Ironically, such a plan was already in place at GM.
At the heart of it was a potentially huge gamble on a
new type of car: the Chevy Volt.

The Chevy Volt, which is scheduled for market
introduction in 2010, is a compact, four-door elec-
tric car with a reserve gasoline-powered engine. The
primary power source is a large lithium ion battery
(lithium ion batteries are typically found in small
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electric appliances such as cell phones). The battery
can be charged by plugging it into a wall socket for
six hours; when fully charged, it will fuel the car
for 40 miles, which is less than most people’s daily
commute. After that, a gasoline engine kicks in, pro-
viding both drive power and recharging the lithium
ion battery. GM estimates fuel economy will be over
100 miles per gallon, and charging the car overnight
from a power outlet would cost about 80% less than
filling it with gas at $3 per gallon. The car will cost
somewhere between $30,000 and $40,000; however,
because it uses a battery-powered technology, buyers
will be able to take $7,500 tax credit.

The Volt was the brainchild of two men, Bob
Lutz, GM’s vice chairman, and Larry Burns, the head
of R&D and strategic planning at GM. Although
Lutz in particular had always championed large gas-
hungry muscle cars, GM’s planning told them that
the market would probably move away from the
SUVs that had been a profitable staple at GM for
most of the 1990s. A number of trends were coming
together to make this scenario likely.

First, oil prices, and by extension, gas prices,
were increasing sharply. While driving an SUV that
gets 12 miles to the gallon might make economic
sense when gas was priced at $1 a gallon, it did
not for most people when gas was $4 per gallon.
GM’s planning suggested that due to growing
demand in developed nations, including China and
India, and limited new supplies, the days of cheap
oil were over. Second, global warming was becom-
ing an increasing concern, and it seemed possible
that tighter regulations designed to limit carbon
emissions would be introduced in the future. As a
major source of greenhouses gases, such as carbon
dioxide, automobiles powered by internal combus-
tion engines could hardly escape this trend. Third,
the cost of manufacturing lithium ion batteries was
falling, and new technology was promising to make
them more powerful. Finally, GM’s major competi-
tor, Toyota, with its best selling hybrid, the Prius,
had demonstrated that there was demand for fuel-
efficient cars that utilized new battery technology
(the Prius, however, uses a conventional fuel cell as
opposed to a lithium ion battery).

Despite their analysis, when Lutz and Burns first
proposed making the Volt in 2003, other managers at
GM beat them down. For one thing, GM had already
invested billions in developing fuel cells, and many in
the company did not want to suddenly switch gears

and focus on lithium ion batteries instead. Besides,
said the critics, technologically it would be difficult
to produce a large lithium ion battery. Others were
skeptical given that GM had already had one failure
with an electric car, the ill-fated EV1 introduced in
the 1990s. Powered by a fuel cell, the EV1 had not
sold well (according to many because the company
had not put its weight behind it).

By 2006, however, the tide had started to turn.
Not only were oil prices surging, as predicted by
the strategic planning group, but also a small Sili-
con Valley start-up, Telsa Motors, had announced
that it would be bringing a lithium ion sports car
to market. Lutz’ reaction was, “if a start-up can
do it, GM can too!” So Lutz and Burns formed a
skunk works within GM and quickly put together a
Chevy Volt concept car, which they unveiled at the
2007 Detroit auto show. The concept car gained a
lot of positive feedback, and Lutz used this to argue
within the company that GM needed to commit to
the project. Moreover, he argued, Toyota has gaining
major benefits from its Prius, both in terms of sales,
and the halo effect associated with making a green
car. This time Lutz and Burns were able to persuade
other senior managers to back the project, and it was
officially launched in early 2007 with an aggressive
goal of market introduction in 2010.

Case Discussion Questions

1. What does the Chevy Volt case tell you about
the nature of strategic decision making at a large
complex organization like GM?

2. What trends in the external environment favored
the pursuit of the Chevy Volt project?

3. What impediments to pursuing this project do
you think existed within GM?

4. The plan for the Chevy Volt seems to be based partly
on the assumption that oil prices would remain high,
and yet in late 2008, oil prices collapsed in the wake
of a sharp global economic slowdown.

a. What does this tell you about the nature of
strategic plans?

b. What do falling oil prices mean for the poten-
tial success of the Chevy Volt?

c. Do you think oil prices will remain low?

5. What will it take for the Chevy Volt to be a suc-
cessful car? In light of your analysis, how risky
do you think this venture is for GM? What are
the costs of failure? What are the costs of not
pursuing the project?



EXTERNAL ANALYSIS: THE IDENTIFICATION
OF OPPORTUNITIES AND THREATS

LEAIRNING

After reading this chapter, you should be able to

¢ Review the main technigue used to analyze
competition in an industry environment—the
five forces model

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

- The United States Steel Industry For decades, the United :

OB JECT.I

V E S

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

Show how trends in the macroenvironment can
shape the nature of competition in an industry

. States steel industry was in deep economic malaise.

: The problems of the industry were numerous.
i Since the 1970s, on, falling trade barriers have
i allowed cost-efficient foreign producers to sell
i steel in the United States, taking market share
: away from once-dominant integrated steel
: makers, such as U.S. Steel, Bethlehem Steel, and
© Wheeling Pittsburg. To make matters worse
. for incumbents, there was also new domestic
. competition in the form of minimills. Minimills
: were small steelmakers who used electric arc
. furnaces to smelt scrap steel and produce steel,
. often at a significantly lower cost than large
. established companies. The average minimill
i was about one-tenth of the size of a large inte-

i grated mill.

If the expansion in supply from foreign com- :
panies and minimills was not enough, demand :
for steel was also decreasing as customers :
switched to substitutes, including aluminum, :
plastics, and composites. The combination of :
growing supply and shrinking demand resulted :
in excess capacity. Indeed, at one time, as :
much as 45% of the steelmaking capacity in :
the United States was excess to requirements. :
As steelmakers struggled with excess capac- :
ity, they slashed their prices to try and capture :
more demand and cover their fixed costs, only :
to be matched by rivals. The result was intense :
price competition and low profits. More- :
over, customers for whom steel was mostly a :
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: commodity-type input could easily switch
: demand from company to company, and they
: used this leverage to further bargain down prices.
i To make matters worse, established steelmakers
i were typically unionized. A combination of high
¢ wage rates and inflexible work rules raised labor
© costs, making it even more difficult to make a
: profit in this brutally competitive industry.
: Strong unions, together with the costs of clos-
. ing a plant, were also impediments to reducing
: excess capacity in the industry.

: It is not surprising, then, that the steel indus-
¢ try as a whole rarely made money. Many of the
. oldintegrated steelmaking companies ultimately
i went bankrupt, including Bethlehem Steel and
i Wheeling Pittsburgh. Then, in the early 2000s,
. things started to change. There was a surge in
: demand for steel from the rapidly developing
. economies of China, India, Russia, and Brazil.
: By 2004, China alone was consuming almost
. one-third of all steel produced worldwide, and
. demand there was growing by more than 20%
. per year. Moreover, two decades of bankrupt-
¢ cies and consolidation had finally removed
i much of the excess capacity from the industry,
¢ not just in the United States but also world-
: wide. In the United States, the producers that

survived the decades of restructuring were effi- :
cient enterprises with productive workforces :
and new technology. Finally competitive, for :
the first time they were able to hold their own :
against foreign imports. What helped was a :
decline in the value of the United States dollar :
after 2001 that made steel imports relatively :
more expensive and helped to create demand :

for steel exports from the United States.

As a result of this, competitive environment :
prices and profits surged. Hot rolled steel plate, :
for example, was priced at $260 per ton in June :
2003. By June 2008, it had increased to $1,225 :
per ton. In 2003, U.S. Steel, the country’s larg- :
est steel producer, lost $406 million. In 2008, it :
made $2 billion in net profit. Nucor Steel, long :
regarded as the most efficient steelmaker in the :
country, saw its profits increase from $63 mil- :
lion to $1.8 billion over the same period. How :
sustainable is this profit turnaround given :
the global economic slowdown that occurred :
in 2008? It is difficult to know for sure, but :
with governments around the world increas- :
ing state spending on infrastructure to try and :
jump-start their troubled economies, demand :
for steel may remain relatively strong, even in :

the face of a deep economic pullback.!

Overview

Strategy formulation begins with an analysis of the forces that shape competition
in the industry in which a company is based. The goal is to understand the oppor-
tunities and threats confronting the firm and to use this understanding to identify
strategies that will enable the company to outperform its rivals. Opportunities arise
when a company can take advantage of conditions in its environment to formulate
and implement strategies that enable it to become more profitable. For example, as
discussed in the Opening Case, the growth in infrastructure spending in developing
economies such as China and India represents an opportunity for steelmakers to
expand their sales volume by creating products for the premium segment. Threats
arise when conditions in the external environment endanger the integrity and profit-
ability of the company’s business. For two decades, the rise of foreign competitors and
minimills was a threat to established producers in the United States steel industry.
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This chapter begins with an analysis of the industry environment. First, it exam-
ines concepts and tools for analyzing the competitive structure of an industry and
identifying industry opportunities and threats. Second, it analyzes the competitive
implications that arise when groups of companies within an industry pursue similar
and different kinds of competitive strategies. Third, it explores the way an industry
evolves over time and the accompanying changes in competitive conditions. Fourth,
it looks at the way in which forces in the macroenvironment affect industry structure
and influence opportunities and threats. By the end of the chapter, you will under-
stand that to succeed, a company must either fit its strategy to the external environ-
ment in which it operates or be able to reshape the environment to its advantage
through its chosen strategy.

DEFINING AN INDUSTRY

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

The starting point of external analysis is to identify the industry that a company
competes in. To do this, managers must begin by looking at the basic customer
needs their company is serving, that is, they must take a customer-oriented view of
their business as opposed to a product-oriented view (see Chapter 1). An industry
is the supply side of a market, and companies in the industry are the suppliers.
Customers are the demand side of a market and are the buyers of the industry’s
products. The basic customer needs that are served by a market define an indus-
try’s boundary. It is very important for managers to realize this, for if they define
industry boundaries incorrectly, they may be caught flat-footed by the rise of com-
petitors that serve the same basic customer needs with different product offerings.
For example, Coca-Cola long saw itself as being in the soda industry—meaning
carbonated soft drinks—whereas in fact it was in the soft drink industry, which
includes noncarbonated soft drinks. In the mid-1990s, Coca-Cola was caught by
surprise by the rise of customer demand for bottled water and fruit drinks, which
began to cut into the demand for sodas. Coca-Cola moved quickly to respond to
these threats, introducing its own brand of water, Dasani, and acquiring orange
juice maker Minute Maid. By defining its industry boundaries too narrowly, Coca-
Cola almost missed the rapid rise of the noncarbonated soft drinks segment of the
soft drinks market.
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Industry and Sector

An important distinction that needs to be made is between an industry and a sector.
A sector is a group of closely related industries. For example, as illustrated in Figure 2.1,
the computer sector comprises several related industries: the computer component
industries (e.g., the disk drive industry, the semiconductor industry, and the modem
industry), the computer hardware industries (e.g., the personal computer industry;
the handheld computer industry, which includes smart phones such as the Apple
iPhone; and the mainframe computer industry), and the computer software indus-
try. Industries within a sector may be involved with each other in many different
ways. Companies in the computer component industries are the suppliers of firms
in the computer hardware industries. Companies in the computer software industry
provide important complements to computer hardware: the software programs that
customers purchase to run on their hardware. And companies in the personal, hand-
held, and mainframe industries are in indirect competition with each other because
all provide products that are to a degree substitutes for each other.

Industry and Market Segments

It is also important to recognize the difference between an industry and the market
segments within that industry. Market segments are distinct groups of customers
within a market that can be differentiated from each other on the basis of their
distinct attributes and specific demands. In the beer industry, for example, there are
three main segments: consumers who drink long-established, mass-market brands
(e.g., Budweiser); weight-conscious consumers who drink less-filling, low-calorie
mass-market brands (e.g., Coors Light), and consumers who prefer premium-priced
“craft beer” offered by microbreweries and many importers. Similarly, in the personal

Figure 2.1 The Computer Sector: Industries and Segments
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computer industry, there are different segments in which customers desire desktop
machines, lightweight portable machines (laptops), and servers that sit at the center
of a network of personal computers (see Figure 2.1). Personal computer manufac-
turers recognize the existence of these different segments by producing a range of
product offerings that appeal to customers in different segments. Customers in all
of these different segments, however, share a common need for PCs on which to run
personal software applications.

Changing Industry Boundaries

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

For an example of how technological change can alter industry boundaries,
consider the convergence that is currently taking place between the computer and
telecommunications industries. Historically, the telecommunications equipment
industry has been considered a distinct entity from the computer hardware indus-
try. However, as telecommunications equipment has moved from traditional analog
technology to digital technology, so telecommunications equipment has increas-
ingly come to resemble computers. The result is that the boundaries between these
different industries are blurring. A digital wireless phone, for example, is nothing
more than a small handheld computer with a wireless connection, and small hand-
held computers often now come with wireless capabilities, transforming them into
phones. Thus, Nokia and Motorola, who manufacture wireless phones, are now
finding themselves competing directly with computer companies such as Apple and
Microsoft.

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

PORTER’S FIVE FORCES MODEL

Once the boundaries of an industry have been identified, the task facing man-
agers is to analyze competitive forces in the industry environment to identify
opportunities and threats. Michael E. Porter’s well-known framework, known
as the five forces model, helps managers with this analysis.? His model, shown
in Figure 2.2, focuses on five forces that shape competition within an industry:
(1) the risk of entry by potential competitors; (2) the intensity of rivalry among
established companies within an industry; (3) the bargaining power of buyers;
(4) the bargaining power of suppliers; and (5) the closeness of substitutes to an
industry’s products.
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Figure 2.2 Porter's Five Forces Model
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Source: Adapted and reprinted by permission of Harvard Business Review. From “How Competitive
Forces Shape Strategy,” by Michael E. Porter, Harvard Business Review, March/April 1979, copyright
© 1979 by the President and Fellows of Harvard College. All rights reserved.

Porter argues that the stronger each of these forces is, the more limited is the abil-
ity of established companies to raise prices and earn greater profits. Within Porter’s
framework, a strong competitive force can be regarded as a threat because it depresses
profits. A weak competitive force can be viewed as an opportunity because it allows
a company to earn greater profits. The strength of the five forces may change over
time as industry conditions change. The task facing managers is to recognize how
changes in the five forces give rise to new opportunities and threats and to formulate
appropriate strategic responses. In addition, it is possible for a company, through its
choice of strategy, to alter the strength of one or more of the five forces to its advan-
tage. This is discussed in the following chapters.

Risk of Entry by Potential Competitors

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

Established companies already operating in an industry often attempt to discour-
age potential competitors from entering the industry because the more companies
that enter, the more difficult it becomes for established companies to protect their
share of the market and generate profits. A high risk of entry by potential competi-
tors represents a threat to the profitability of established companies. But if the risk
of new entry is low, established companies can take advantage of this opportunity to
raise prices and earn greater returns.
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The risk of entry by potential competitors is a function of the height of barri-
ers to entry, that is, factors that make it costly for companies to enter an industry.
The greater the costs that potential competitors must bear to enter an industry, the
greater are the barriers to entry and the weaker this competitive force. High entry
barriers may keep potential competitors out of an industry even when industry prof-
its are high. Important barriers to entry include economies of scale, brand loyalty,
absolute cost advantages, customer switching costs, and government regulation.’
An important strategy is building barriers to entry (in the case of incumbent firms)
or finding ways to circumvent those barriers (in the case of new entrants). We shall
discuss this topic in more detail in subsequent chapters.

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

Brand Loyalty Brand loyalty exists when consumers have a preference for the
products of established companies. A company can create brand loyalty through
continuous advertising of its brand-name products and company name, patent
protection of products, product innovation achieved through company R&D
programs, an emphasis on high product quality, and good after-sales service.
Significant brand loyalty makes it difficult for new entrants to take market
share away from established companies. Thus it reduces the threat of entry by
potential competitors because they may see the task of breaking down well-es-
tablished customer preferences as too costly. In the mass market segments of the
beer industry, for example, the brand loyalty enjoyed by Anheuser Busch (Bud-
weiser), Molson Coors (Coors), and SBA-Miller (Miller) is such that new entry
into these segments of the industry is very difficult. Hence, most new entrants
have focused on the premium segment of the industry, where established brands
have less of a hold. (For an example of how a company circumvented brand-
based barriers to entry in the market for carbonated soft drinks, see Strategy in
Action 2.1.)

Absolute Cost Advantages Sometimes established companies have an absolute
cost advantage relative to potential entrants, meaning that entrants cannot expect
to match the established companies’ lower cost structure. Absolute cost advan-
tages arise from three main sources: (1) superior production operations and pro-
cesses due to accumulated experience, patents, or secret processes; (2) control of
particular inputs required for production, such as labor, materials, equipment, or
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2.1 STRATEGY IN AGTION

Circumventing Entry Barriers into the Soft Drink Industry

The soft drink industry has long been dominated by two
companies—Coca-Cola and PepsiCo. By spending large
sums of money on advertising and promotion, both com-
panies have created significant brand loyalty and made
it very difficult for new competitors to enter the indus-
try and take market share away from these two giants.
When new competitors do try to enter, both companies
have responded by cutting prices, thus forcing the new
entrant to curtail expansion plans.

However, in the late 1980s, the Cott Corporation,
then a small Canadian bottling company, worked out a
strategy for entering the soft drink market. Cott's strategy
was deceptively simple. The company initially focused on
the cola segment of the soft drink market. Cott signed a
deal with Royal Crown Cola for exclusive global rights to
its cola concentrate. RC Cola was a small player in the
U.S. cola market. Its products were recognized as hav-
ing a high quality, but RC Cola had never been able to
effectively challenge Coke or Pepsi. Next, Cott signed a
deal with a Canadian grocery retailer, Loblaw, to provide
the retailer with its own private-label brand of cola. Priced
low, the Loblaw private-label brand, known as President’s
Choice, was very successful and took share from both
Coke and Pepsi.

Emboldened by this success, Cott decided to try to
convince other retailers to carry private-label cola. To retail-
ers, the value proposition was simple because, unlike its
major rivals, Cott spent almost nothing on advertising
and promotion. This constituted a major source of cost
savings, which Cott passed on to retailers in the form

of lower prices. For their part, the retailers found that
they could significantly undercut the price of Coke and
Pepsi and still make better profit margins on private-label
brands than on branded colas.

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

By 2008, Cott had grown to become a $1.7 billion
company. Cott captured more than 6% of the United
States soda market, up from almost nothing a decade
earlier, and held onto a 15% share of sodas in grocery
stores, its core channel. The losers in this process have
been Coca-Cola and PepsiCo, which are now facing the
steady erosion of their brand loyalty and market share as
consumers increasingly come to recognize the high qual-
ity and low price of private-label sodas.

Sources: A. Kaplan, “Cott Corporation,” Beverage World, June 15, 2004, 32; J. Popp, “2004 Soft Drink Report,” Beverage Industry,
March 2004, 13-18; L Sparks, “From Coca-Colonization to Copy Catting: The Cott Corporation and Retailers Brand Soft Drinks in the
UK and US," Agribusiness, March 1997 1563-127 Vol 13, Issue 2; E. Cherney, "After Flat Sales, Cott Challenges Pepsi, Coca-Cola,” Wall
Street Journal, January 8, 2003, B1, B8; Anonymous, “Cott Corporation: Company Profile’ Just-Drinks, August 2006,

19-22; The Cott Corporation Web site, http://www.cott.com/about/history/en, accessed August 5, 2009.

management skills, that are limited in their supply; and (3) access to cheaper funds
because existing companies represent lower risks than new entrants. If established
companies have an absolute cost advantage, the threat of entry as a competitive

force is weaker.

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

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

In summary, if established companies have built brand loyalty for their products,
have an absolute cost advantage with respect to potential competitors, have signifi-
cant economies of scale, are the beneficiaries of high switching costs, or enjoy regu-
latory protection, the risk of entry by potential competitors is greatly diminished; it
is a weak competitive force. Consequently, established companies can charge higher
prices, and industry profits are higher. Evidence from academic research suggests
that the height of barriers to entry is one of the most important determinants of
profit rates in an industry.® Clearly, it is in the interest of established companies to
pursue strategies consistent with raising entry barriers to secure these profits. By the
same token, potential new entrants have to find strategies that allow them to circum-
vent barriers to entry.

Rivalry Among Established Companies

The second of Porter’s five competitive forces is the intensity of rivalry among
established companies within an industry. Rivalry refers to the competitive struggle
between companies in an industry to gain market share from each other. The compet-
itive struggle can be fought using price, product design, advertising and promotional
spending, direct selling efforts, and after-sales service and support. More intense
rivalry implies lower prices or more spending on non—price-competitive weapons, or
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both. Because intense rivalry lowers prices and raises costs, it squeezes profits out of
an industry. Thus, intense rivalry among established companies constitutes a strong
threat to profitability. Alternatively, if rivalry is less intense, companies may have the
opportunity to raise prices or reduce spending on non—price-competitive weapons,
which leads to a higher level of industry profits. The intensity of rivalry among estab-
lished companies within an industry is largely a function of four factors: (1) industry
competitive structure; (2) demand conditions; (3) cost conditions; and (4) the height
of exit barriers in the industry.

Industry Competitive Structure The competitive structure of an industry refers
to the number and size distribution of companies in it, something that strategic
managers determine at the beginning of an industry analysis. Industry structures
vary, and different structures have different implications for the intensity of rivalry.
A fragmented industry consists of a large number of small or medium-sized com-
panies, none of which is in a position to determine industry price. A consolidated
industry is dominated by a small number of large companies (an oligopoly) or, in
extreme cases, by just one company (a monopoly), and companies often are in a
position to determine industry prices. Examples of fragmented industries are agri-
culture, dry cleaning, video rental, health clubs, real estate brokerage, and tanning
parlors. Consolidated industries include the aerospace, soft drink, automobile, phar-
maceutical, stockbrokerage, and beer industries. In the beer industry, for example,
the top three firms account for 80% of industry sales.

Many fragmented industries are characterized by low entry barriers and
commodity-type products that are hard to differentiate. The combination of these
traits tends to result in boom-and-bust cycles as industry profits rise and fall. Low
entry barriers imply that whenever demand is strong and profits are high, new
entrants will flood the market, hoping to profit from the boom. The explosion in
the number of video stores, health clubs, and tanning salons in the 1980s and 1990s
exemplifies this situation.

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

A fragmented industry structure, then, constitutes a threat rather than an
opportunity. Most booms are relatively short-lived because of the ease of new
entry and will be followed by price wars and bankruptcies. Because it is often
difficult to differentiate products in these industries, the best strategy for a com-
pany is to try to minimize its costs so it will be profitable in a boom and survive
any subsequent bust. Alternatively, companies might try to adopt strategies that
change the underlying structure of fragmented industries and lead to a consoli-
dated industry structure in which the level of industry profitability is increased.
Exactly how companies can do this is something we shall consider in later
chapters.
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In consolidated industries, companies are interdependent because one company’s
competitive actions or moves (with regard to price, quality, and so on) directly affect
the market share of its rivals and thus their profitability. When one company makes
a move, this generally “forces” a response from its rivals, and the consequence of
such competitive interdependence can be a dangerous competitive spiral. Rivalry
increases as companies attempt to undercut each other’s prices or offer customers
more value in their products, pushing industry profits down in the process. The fare
wars that have periodically created havoc in the airline industry provide a good
illustration of this process. The steel industry also suffered from similar price-cutting
until 2004 (see the Opening Case).

Companies in consolidated industries sometimes seek to reduce this threat by
following the prices set by the dominant company in the industry.* However, com-
panies must be careful, for explicit face-to-face price-fixing agreements are illegal.
(Tacit, indirect agreements, arrived at without direct or intentional communication,
are legal.) Instead, companies set prices by watching, interpreting, anticipating, and
responding to each other’s behavior. However, tacit price-leadership agreements
often break down under adverse economic conditions, as has occurred in the break-
fast cereal industry, profiled in Strategy in Action 2.2.

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

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

Price Wars in the Breakfast Cereal Industry

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

This favorable industry structure started to change in
the early 1990s when growth in demand slowed and then
stagnated as lattes and bagels or muffins replaced cereal
as the morning fare for many American adults. Soon
after, the rise of powerful discounters such as Walmart,
which entered the grocery industry in the early 1990s,
and began to aggressively promote their own brands of
cereal, priced significantly below the brand-name cere-
als. As the decade progressed, other grocery chains such
as Kroger's started to follow suit, and brand loyalty in the
industry began to decline as customers realized that a
$2.50 bag of wheat flakes from Walmart tasted about the
same as a $3.50 box of Cornflakes from Kellogg's. As
sales of cheaper, store-brand cereals began to take off,
supermarkets, no longer as dependent on brand names
to bring traffic into their stores, began to demand lower
prices from the branded cereal manufacturers.

For several years, the manufacturers of brand cereals
tried to hold out against these adverse trends, but in the
mid-1990s, the dam broke. In 1996, Kraft (then owned by
Philip Morris) aggressively cut prices by 20% for its Post
brand in an attempt to gain market share. Kellogg's soon

followed with a 19% price cut on two-thirds of its brands,
and General Mills quickly did the same. The decades of
tacit price collusion were officially over.

If the breakfast cereal companies were hoping that
the price cuts would stimulate demand, they were wrong.
Instead, demand remained flat while revenues and mar
gins followed prices down, and Kellogg's operating mar
gins dropped from 18% in 1995 to 10.2% in 1996, a trend
experienced by the other brand cereal manufacturers.

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

In mid-2001, General Mills finally blinked and raised
prices a modest 2% in response to its own rising costs.
Competitors followed, signaling perhaps that after a decade
of costly price warfare, pricing discipline might once more
emerge in the industry. Both Kellogg's and General Mills
tried to move further away from price competition by
focusing on brand extensions, such as Special K contain-
ing berries and new varieties of Cheerios. Kellogg's efforts
with Special K helped the company recapture market lead-
ership from General Mills. More importantly, the renewed
emphasis on nonprice competition halted years of damag-
ing price warfare, at least for the time being.

Sources: G. Morgenson, “Denial in Battle Creek,” Forbes, October 7, 1996, 44; J. Muller, “Thinking out of the Cereal Box," Business
Week, January 15, 2001, 54; A. Merrill, “General Mills Increases Prices,” Star Tribune, June 5, 2001, 1D; S. Reyes, "“Big G, Kellogg

Attempt to Berry Each Other,” Brandweek, October 7, 2002, 8.

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

¢ Investments in assets such as specific machines, equipment, and operating facili-
ties that are of little or no value in alternative uses or cannot be sold off. If a
company wishes to leave the industry, it has to write off the book value of these
assets.

e High fixed costs of exit, such as the severance pay, health benefits, and pensions
that have to be paid to workers who are being made redundant when a company
ceases to operate.

¢ Emotional attachments to an industry, as when a company’s owners or employees
are unwilling to exit from an industry for sentimental reasons or because of
pride.

¢ Economic dependence on an industry because a company relies on a single industry
for its revenue and profit.

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

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

As an example of the effect of exit barriers in practice, consider the express
mail and parcel delivery industry. The key players in this industry, such as FedEx
and UPS, rely on the delivery business entirely for their revenues and profits.
They have to be able to guarantee their customers that they will deliver pack-
ages to all major localities in the United States, and much of their investment is
specific to this purpose. To meet this guarantee, they need a nationwide network
of air routes and ground routes, an asset that is required to participate in the
industry. If excess capacity develops in this industry, as it does from time to time,
FedEx cannot incrementally reduce or minimize its excess capacity by deciding
not to fly to and deliver packages in, say, Miami because that proportion of its
network is underused. If it did that, it would no longer be able to guarantee that
it would be able to deliver packages to all major locations in the United States,
and its customers would switch to some other carrier. Thus, the need to maintain
a nationwide network is an exit barrier that can result in persistent excess capac-
ity in the air express industry during periods of weak demand. Finally, both UPS
and FedEx managers and employees are emotionally tied to this industry: they
were first movers, in the ground and air segments of the industry, respectively;
their employees are also major owners of their companies’ stock; and they are
dependent financially on the fortunes of the delivery business.

The Bargaining Power of Buyers

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

e The industry that is supplying a particular product or service is composed of
many small companies and the buyers are large and few in number. These cir-
cumstances allow buyers to dominate supplying companies.

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

e The supply industry depends on the buyers for a large percentage of its total
orders.

e When switching costs are low, buyers can play off the supplying companies
against each other to force down prices.

e When it is economically feasible for buyers to purchase an input from several
companies at once, buyers can play off one company in the industry against
another.

e  When buyers can threaten to enter the industry and produce the product them-
selves and thus supply their own needs, this tactic will force down industry
prices.

The auto component supply industry, whose buyers are large automobile
manufacturers such as GM, Ford, and Toyota, is a good example of an industry
in which buyers have strong bargaining power and thus a strong competitive
threat. Why? The suppliers of auto components are numerous and typically small
in scale; their buyers, the auto manufacturers, are large in size and few in num-
ber. Additionally, to keep component prices down, both Ford and GM have used
the threat of manufacturing a component themselves rather than buying it from
auto component suppliers. The automakers have used their powerful position
to play off suppliers against each other, forcing down the price they have to
pay for component parts and demanding better quality. If a component supplier
objects, the automaker uses the threat of switching to another supplier as a bar-
gaining tool.

Another issue is that the relative power of buyers and suppliers tends to change
in response to changing industry conditions. For example, because of changes now
taking place in the pharmaceutical and health care industries, major buyers of phar-
maceuticals (hospitals and health maintenance organizations) are gaining power
over the suppliers of pharmaceuticals and have been able to demand lower prices.
The Running Case discusses how Walmart’s buying power has changed over the
years as the company has become larger.
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RUNNING CASE

Walmart’'s Bargaining Power over Suppliers

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

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

Walmart's Sam Walton refused to pay higher
prices. Instead, he took his fledgling company public
and used the capital raised to build a distribution cen-
ter to stock merchandise. The distribution center would
serve all stores within a 300-mile radius, with trucks
leaving the distribution center daily to restock the
stores. Because the distribution center was serving a
collection of stores and thus buying in larger volumes,

Walton found that he was able to cut the wholesalers
out of the equation and order directly from manufac-
turers. The cost savings generated by not having to
pay profits to wholesalers were then passed on to
consumers in the form of lower prices, which helped
Walmart continue growing. This growth increased its
buying power and thus its ability to demand deeper
discounts from manufacturers.

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

Since the early 1990s, Walmart has provided sup-
pliers with real-time information on store sales through
the use of individual stock keeping units (SKUs). These
have allowed suppliers to optimize their own produc-
tion processes, matching output to\Walmart's demands
and avoiding under or overproduction and the need to
store inventory. The efficiencies that manufacturers
gain from such information are passed on to \Walmart
in the form of lower prices, which then passes on
those cost savings to consumers.

Sources: "How Big Can It Grow? Wal-Mart,” Economist, April 17, 2004, 74-76; H. Gilman, “The Most Underrated CEO Ever," Fortune,
April 5, 2004, 242-247; K. Schaffner, “Psst! Want to Sell to Wal-Mart?"” Apparel Industry Magazine, August 1996, 18-20.

The Bargaining Power of Suppliers

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

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

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

e Companies in an industry would experience significant switching costs if they
moved to the product of a different supplier because a particular supplier’s prod-
ucts are unique or different. In such cases, the company depends on a particular
supplier and cannot play suppliers off against each other to reduce price.

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

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

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

Substitute Products

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

You are a strategic ana-
lyst at a successful hotel
enterprise that has been
generating  substantial
excess cash flow. Your
CEO instructed you to
analyze the competi-
tive structure of closely
related industries to find
one that the company
could enter using your
cash reserve to build a
sustainable position. Your
analysis, using Porter's
five forces model, sug-
gests that the highest
profit opportunities are to
be found in the gambling
industry. You realize that
it might be possible to
add casinos to existing
hotels, lowering entry
costs into this industry.
However, you personally
have strong moral objec-
tions to gambling. Should
your own personal beliefs
influence your recom-
mendations to the CEO?
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If an industry’s products have few enough close substitutes that substitutes are
a weak competitive force, then, other things being equal, companies in the industry
have opportunities to raise prices and earn additional profits. For example, there is
no close substitute for microprocessors, which gives companies like Intel and AMD
the ability to charge higher prices.

A Sixth Force: Complementors

Andrew Grove, the former CEO of Intel, has argued that Porter’s five forces model
ignores a sixth force: the power, vigor, and competence of complementors.'® Com-
plementors are companies that sell products that add value to (complement) the
products of companies in an industry because when used together, the products
better satisfy customer demands. For example, the complementors to the personal
computer industry are the companies that make software applications to run on
those machines. The greater the supply of high-quality software applications to run
on personal computers, the greater the value of personal computers to customers,
creating greater demand for PCs and greater profitability for the personal computer
industry.

Grove’s argument has a strong foundation in economic theory, which has long
argued that both substitutes and complements influence demand in an industry."!
Moreover, recent research has emphasized the importance of complementary prod-
ucts in determining demand and profitability in many high-technology industries,
such as the computer industry in which Grove made his mark.'> The issue, therefore,
is that when complements are an important determinant of demand for an indus-
try’s products, industry profits depend critically on there being an adequate supply
of complementary products. When the number of complementors is increasing and
they produce attractive complementary products, it boosts demand and profits in the
industry and can open up many new opportunities for creating value. Conversely, if
complementors are weak and are not producing attractive complementary products,
it can be a threat that slows industry growth and limits profitability.

Porter’'s Model Summarized

The systematic analysis of forces in the industry environment using the Porter frame-
work is a powerful tool that helps managers to think strategically. It is important
to recognize that one competitive force often affects the others, thus all forces need
to be considered and thought about when performing an industry analysis. Indeed,
industry analysis leads managers to think systematically about how their strategic
choices will be affected by the forces of industry competition and also about how
their choices will affect the five forces and change conditions in the industry.

STRATEGIC GROUPS WITHIN INDUSTRIES

Companies in an industry often differ significantly from each other with respect to
the way they strategically position their products in the market in terms of such fac-
tors as the distribution channels they use, the market segments they serve, the quality
of their products, technological leadership, customer service, pricing policy, advertis-
ing policy, and promotions. As a result of these differences, within most industries,



Chapter 2 External Analysis: The Identification of Opportunities and Threats

it is possible to observe groups of companies in which each company follows a
business model that is similar to that pursued by other companies in the group but
different from the business model followed by companies in other groups. These dif-
ferent groups of companies are known as strategic groups.'®

Normally, the basic differences between the business models that companies in
different strategic groups use can be captured by a relatively small number of strate-
gic factors. For example, in the pharmaceutical industry, two main strategic groups
stand out (see Figure 2.3)."* One group, which includes such companies as Merck,
Eli Lilly, and Pfizer, is characterized by a business model based on heavy R&D spend-
ing and a focus on developing new, proprietary, blockbuster drugs. The companies
in this proprietary strategic group are pursuing a high-risk, high-return strategy. It is
a high-risk strategy because basic drug research is difficult and expensive. Bringing
a new drug to market can cost up to $800 million in R&D money and a decade of
research and clinical trials. The risks are high because the failure rate in new drug
development is very high: only one out of every five drugs entering clinical trials
is ultimately approved by the U.S. Food and Drug Administration. However, the
strategy is also a high-return one because a single successful drug can be patented,
giving the innovator a 20-year monopoly on its production and sale. This lets these
proprietary companies charge a high price for the patented drug, allowing them to
earn millions, if not billions, of dollars over the lifetime of the patent.

The second strategic group might be characterized as the generic drug strategic
group. This group of companies, which includes Forest Labs, Mylan Labs, and Watson
Pharmaceuticals, focuses on the manufacture of generic drugs: low-cost copies of drugs
that were developed by companies in the proprietary group whose patents have now
expired. Low R&D spending, production efficiency, and an emphasis on low prices
characterize the business models of companies in this strategic group. They are pursu-
ing low-risk, low-return strategies because they are not investing millions of dollars in
R&D. The strategies are low return because the companies cannot charge high prices.

Figure 2.3 Strategic Groups in the Pharmaceutical Industry
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Implications of Strategic Groups

The concept of strategic groups has a number of implications for the identification
of opportunities and threats within an industry. First, because all the companies
in a strategic group are pursuing similar business models, customers tend to view
the products of such enterprises as direct substitutes for each other. Thus, a com-
pany’s closest competitors are those in its strategic group, not those in other strategic
groups in the industry. The most immediate threat to a company’s profitability comes
from rivals within its own strategic group. For example, in the retail industry, there
is a group of companies that might be characterized as discounters. Included in this
group are Walmart, Kmart, Target, and Fred Meyer. These companies compete most
vigorously with each other, rather than with other retailers in different groups, such
as Nordstrom or Gap Inc. Kmart, for example, was driven into bankruptcy in the
early 2000s not because Nordstrom or Gap Inc. took business from it but because
Walmart and Target gained share in the discounting group by virtue of their superior
strategic execution of the discounting business model.

A second competitive implication is that different strategic groups can have a different
standing with respect to each of the competitive forces; thus, each strategic group may face
a different set of opportunities and threats. The risk of new entry by potential competitors,
the degree of rivalry among companies within a group, the bargaining power of buyers, the
bargaining power of suppliers, and the competitive force of substitute and complementary
products can each be a relatively strong or weak competitive force depending on the com-
petitive positioning approach adopted by each strategic group in the industry. For example,
in the pharmaceutical industry, companies in the proprietary group have historically been
in a very powerful position in relation to buyers because their products are patented and
there are no substitutes. Also, rivalry based on price competition within this group has been
low because competition in the industry revolves around being the first to patent a new
drug (so-called patent races), not around drug prices. Thus, companies in this group have
been able to charge high prices and earn high profits. In contrast, companies in the generic
group have been in much weaker positions because many companies are able to produce
different versions of the same generic drug after patents expire. Thus, in the generic group,
products are close substitutes, rivalry has been high, and price competition has led to lower
profits for this group as compared to companies in the proprietary group.

The Role of Mobility Barriers

It follows from these two issues that some strategic groups are more desirable than
other, because competitive forces open up greater opportunities and present fewer
threats for those groups. Managers, after analyzing their industry, might identify a
strategic group where competitive forces are weaker and higher profits can be made.
Sensing an opportunity, they might contemplate changing their business models and
move to compete in that strategic group. However, taking advantage of this oppor-
tunity may be difficult because of mobility barriers between strategic groups.
Mobility barriers are within-industry factors that inhibit the movement of com-
panies between strategic groups. They include the barriers to entry into a group
and the barriers to exit from a company’s existing group. For example, Forest Labs
would encounter mobility barriers if it attempted to enter the proprietary group in
the pharmaceutical industry; it lacks R&D skills, and building these skills would be
an expensive proposition. Over time, companies in different groups develop different
cost structures and skills and competencies that give them different pricing options
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and choices. A company contemplating entry into another strategic group must
evaluate whether it has the ability to imitate, and indeed outperform, its potential
competitors in that strategic group. Managers must determine if it is cost-effective to
overcome mobility barriers before deciding whether the move is worthwhile.

In summary, an important task of industry analysis is to determine the sources of
the similarities and differences among companies in an industry and to work out the
broad themes that underlie competition in an industry. This analysis often reveals new
opportunities to compete in an industry by developing new kinds of products to meet
the needs of customers better. It can also reveal emerging threats that can be coun-
tered effectively by changing competitive strategy. This issue is discussed in Chapters
5, 6,and 7, which examine crafting competitive strategy in different kinds of markets
to build a competitive advantage over rivals and best satisfy customer needs.

INDUSTRY LIFE CYCLE ANALYSIS

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

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

Figure 2.4 Stages in the Industry Life Cycle
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Embryonic Industries

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

Growth Industries

Once demand for the industry’s product begins to take off, the industry develops
the characteristics of a growth industry. In a growth industry, first-time demand is
expanding rapidly as many new customers enter the market. Typically, an industry
grows when customers become familiar with the product; prices fall because experi-
ence and economies of scale have been attained, and distribution channels develop.
The United States wireless telephone industry was in the growth stage for most of
the 1990s. In 1990, there were only 5 million cellular subscribers in the nation. By
2008, this figure had increased to approximately 260 million with 84 % of the popu-
lation owning cell phones.

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

Industry Shakeout

Explosive growth cannot be maintained indefinitely. Sooner or later, the rate of
growth slows, and the industry enters the shakeout stage. In the shakeout stage,
demand approaches saturation levels; most of the demand is limited to replacement
because there are few potential first-time buyers left.
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As an industry enters the shakeout stage, rivalry between companies becomes
intense. Typically, companies that have become accustomed to rapid growth continue
to add capacity at rates consistent with past growth. However, demand is no longer
growing at historic rates, and the consequence is the emergence of excess productive
capacity. This condition is illustrated in Figure 2.5, where the solid curve indicates
the growth in demand over time and the broken curve indicates the growth in pro-
ductive capacity over time. As you can see, past point ¢, demand growth becomes
slower as the industry becomes more mature. However, capacity continues to grow
until time ¢,. The gap between the solid and broken lines signifies excess capacity. In
an attempt to use this capacity, companies often cut prices. The result can be a price
war, which drives many of the most inefficient companies into bankruptcy, which is
enough to deter any new entry.

Mature Industries

The shakeout stage ends when the industry enters its mature stage: the market is
totally saturated, demand is limited to replacement demand, and growth is low or
zero. What growth there is comes from population expansion that brings new cus-
tomers into the market or an increase in replacement demand.

As an industry enters maturity, barriers to entry increase, and the threat of entry
from potential competitors decreases. As growth slows during the shakeout, com-
panies can no longer maintain historic growth rates merely by holding on to their
market share. Competition for market share develops, driving down prices and often
producing a price war, as happened in the airline and personal computer industry.
To survive the shakeout, companies begin to focus on minimizing costs and build-
ing brand loyalty. The airlines, for example, tried to cut operating costs by hiring
nonunion labor and build brand loyalty by introducing frequent-flyer programs. Per-
sonal computer companies have sought to build brand loyalty by providing excellent
after-sales service and working to lower their cost structures. By the time an industry

Figure 2.5 Growth in Demand and Capacity
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matures, the surviving companies are those that have brand loyalty and efficient low-
cost operations. Because both these factors constitute a significant barrier to entry,
the threat of entry by potential competitors is often greatly diminished. High entry
barriers in mature industries can give companies the opportunity to increase prices
and profits—although this does not always occur.

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

Declining Industries

Eventually, most industries enter a decline stage: growth becomes negative for
a variety of reasons, including technological substitution (e.g., air travel for rail
travel); social changes (e.g., greater health consciousness hitting tobacco sales);
demographics (e.g., the declining birthrate hurting the market for baby and child
products); and international competition (e.g., low-cost foreign competition
pushed the U.S. steel industry into decline for two decades until 2004—see Open-
ing Case). Within a declining industry, the degree of rivalry among established
companies usually increases. Depending on the speed of the decline and the height
of exit barriers, competitive pressures can become as fierce as in the shakeout
stage.'® The main problem in a declining industry is that falling demand leads
to the emergence of excess capacity. In trying to use this capacity, companies
begin to cut prices, thus sparking a price war. The U.S. steel industry experienced
these problems during the 1980s and 1990s because steel companies tried to use
their excess capacity despite falling demand. The same problem occurred in the
airline industry in 1990-1992, in 2001-2003, and again in 2008 as companies
cut prices to ensure that they would not be flying with half-empty planes (that
is, that they would not be operating with substantial excess capacity). Exit bar-
riers play a part in adjusting excess capacity. The greater the exit barriers, the
harder it is for companies to reduce capacity and the greater is the threat of severe
price competition.

Industry Life Cycle Summary

A third task of industry analysis is to identify the opportunities and threats that
are characteristic of different kinds of industry environments to develop an effec-
tive business model and competitive strategy. Managers must tailor their strategies
to changing industry conditions. They must learn to recognize the crucial points
in an industry’s development so that they can forecast when the shakeout stage
of an industry might begin or when an industry might be moving into decline.
This is also true at the level of strategic groups, for new embryonic groups may
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emerge because of shifts in customer needs and tastes. Some groups may grow
rapidly because of changes in technology, and others will decline as their custom-
ers defect.

LIMITATIONS OF MODELS
FOR INDUSTRY ANALYSIS

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

Life Cycle Issues

It is important to remember that the industry life cycle model is a generalization. In
practice, industry life cycles do not always follow the pattern illustrated in Figure 2.4.
In some cases, growth is so rapid that the embryonic stage is skipped altogether.
In others, industries fail to get past the embryonic stage. Industry growth can be
revitalized after long periods of decline through innovation or social change. For
example, the health boom brought the bicycle industry back to life after a long
period of decline.

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

Innovation and Change

Over any reasonable length of time, in many industries competition can be viewed as
a process driven by innovation.'” Indeed, innovation is frequently the major factor in
industry evolution and causes movement through the industry life cycle. Innovation
is attractive because companies that pioneer new products, processes, or strategies
can often earn enormous profits. Consider the explosive growth of Toys“R”Us, Dell
Computer, and Walmart. In a variety of different ways, all of these companies were
innovators. Toys“R”Us pioneered a new way of selling toys (through large discount
warehouse-type stores); Dell pioneered a whole new way of selling personal com-
puters (directly via telephone and then the Web); Walmart pioneered the low-price
discount superstore concept.

Successful innovation can transform the nature of industry competition. In recent
decades, one frequent consequence of innovation has been to lower the fixed costs of
production, thereby reducing barriers to entry and allowing new, and smaller, enter-
prises to compete with large established organizations. For example, two decades
ago, large integrated steel companies such as U.S. Steel, LTV, and Bethlehem Steel
dominated the steel industry. The industry was a typical oligopoly, dominated by a
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small number of large producers, in which tacit price collusion was practiced. Then
along came a series of efficient minimill producers such as Nucor and Chaparral
Steel, which used a new technology: electric arc furnaces. Over the past 20 years,
they have revolutionized the structure of the industry. What was once a consolidated
industry is now much more fragmented and price competitive. The successor com-
pany to U.S. Steel, USX, now has only a 12% market share, down from 55% in the
mid-1960s. In contrast, the minimills now hold more than 40% of the market, up
from 5% 20 years ago.'* Thus, the minimill innovation has reshaped the nature of
competition in the steel industry.” Porter’s five forces model applied to the industry
in 1970 would look very different from one applied in 2008 (see Opening Case for
more details).

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

Figure 2.6 shows what punctuated equilibrium might look like for one key dimen-
sion of industry structure: competitive structure. From time £, to ¢,, the competitive
structure of the industry is a stable oligopoly, with a few companies sharing the
market. At time ¢,, a major new innovation is pioneered by either an existing com-
pany or a new entrant. The result is a period of turbulence between ¢, and z,. After
a period of time, the industry settles down into a new state of equilibrium, but now
the competitive structure is far more fragmented. Note that the opposite could have
happened: the industry could have become more consolidated, although this seems

Figure 2.6 Punctuated Equilibrium and Competitive Structure
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to be less common. In general, innovations seem to lower barriers to entry, allow
more companies into the industry, and, as a result, lead to fragmentation rather than
consolidation.

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

Company Differences

Another criticism of industry models is that they overemphasize the importance of
industry structure as a determinant of company performance and underemphasize
the importance of variations or differences among companies within an industry or
a strategic group.?’ As discussed in the next chapter, there can be enormous variance
in the profit rates of individual companies within an industry. Research by Richard
Rumelt and his associates suggests that industry structure explains only about 10%
of the variance in profit rates across companies.* The implication is that individual
company differences explain much of the remainder. Other studies have put the
explained variance closer to 20%, which is still not a large figure.?® Similarly, a grow-
ing number of studies have found only weak evidence of a link between strategic
group membership and company profit rates, despite the fact that the strategic group
model predicts a strong link.2® Collectively, these studies suggest that the individual
resources and capabilities of a company are far more important determinants of its
profitability than is the industry or strategic group of which the company is a mem-
ber. In other words, there are strong companies in tough industries where average
profitability is low (e.g., Nucor in the steel industry), and weak companies in indus-
tries where average profitability is high.

Although these findings do not invalidate the five forces and strategic group
models, they do imply that the models are only imperfect predictors of enterprise
profitability. A company will not be profitable just because it is based in an attractive
industry or strategic group. As we discuss in Chapters 3 and 4, more is required.

THE MACROENVIRONMENT

Just as the decisions and actions of strategic managers can often change an indus-
try’s competitive structure, so too can changing conditions or forces in the wider
macroenvironment, that is, the broader economic, global, technological, demo-
graphic, social, and political context in which companies and industries are embed-
ded (see Figure 2.7). Changes in the forces in the macroenvironment can have a
direct impact on any or all of the forces in Porter’s model, thereby altering the rela-
tive strength of these forces and, with it, the attractiveness of an industry.
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Figure 2.7 The Role of the Macroenvironment
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Macroeconomic Forces

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

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

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

Price inflation can destabilize the economy, producing slower economic growth,
higher interest rates, and volatile currency movements. If inflation keeps increas-
ing, investment planning becomes hazardous. The key characteristic of inflation
is that it makes the future less predictable. In an inflationary environment, it may
be impossible to predict with any accuracy the real value of returns that can be
earned from a project five years hence. Such uncertainty makes companies less
willing to invest. Their holding back in turn depresses economic activity and ulti-
mately pushes the economy into a recession. Thus, high inflation is a threat to
companies.

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

Global Forces

Over the last half-century there have been enormous changes in the world economic
system. We review these changes in some detail in Chapter 8 when we discuss global
strategy. For now, the important points to note are that barriers to international trade
and investment have tumbled, and more and more countries have enjoyed sustained
economic growth. Economic growth in places like Brazil, China, and India has cre-
ated large new markets for companies’ goods and services and is giving companies
an opportunity to grow their profits faster by entering these nations. Falling barri-
ers to international trade and investment have made it much easier to enter foreign
nations. For example, 20 years ago, it was almost impossible for a Western company
to set up operations in China. Today, Western and Japanese companies are investing
more than $50 billion a year in China. By the same token, however, falling barri-
ers to international trade and investment have made it easier for foreign enterprises
to enter the domestic markets of many companies (by lowering barriers to entry),
thereby increasing the intensity of competition and lowering profitability. Because of
these changes, many formally isolated domestic markets have now become part of a
much larger, and more competitive, global marketplace, creating a myriad of threats
and opportunities for companies.
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Technological Forces

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

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

Demographic Forces

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

Social Forces

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

Political and Legal Forces

Political and legal forces are outcomes of changes in laws and regulations. They
result from political and legal developments within society and significantly affect
managers and companies.

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

SUMMARY OF CHAPTER

1. Anindustry can be defined as a group of compa- 4. The extent of rivalry among established com-

nies offering products or services that are close
substitutes for each other. Close substitutes are
products or services that satisfy the same basic
customer needs.

The main technique used to analyze competition
in the industry environment is the five forces
model. The five forces are (a) the risk of new
entry by potential competitors; (b) the extent of
rivalry among established firms; (c) the bargain-
ing power of buyers; (d) the bargaining power
of suppliers; and (e) the threat of substitute
products. The stronger each force is, the more
competitive the industry and the lower the rate
of return that can be earned.

The risk of entry by potential competitors is a
function of the height of barriers to entry. The
higher the barriers to entry are, the lower is the
risk of entry and the greater the profits that can
be earned in the industry.

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

Buyers are most powerful when a company
depends on them for business but they them-
selves are not dependent on the company. In
such circumstances, buyers are a threat.
Suppliers are most powerful when a company
depends on them for business but they them-
selves are not dependent on the company. In
such circumstances, suppliers are a threat.
Substitute products are the products of compa-
nies serving customer needs similar to the needs
served by the industry being analyzed. The more
similar the substitute products are to each other,

67



68

10.
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the lower is the price that companies can charge
without losing customers to the substitutes.
Some argue for a sixth competitive force of
some significance: the power, vigor, and com-
petence of complementors. Powerful and vigor-
ous complementors may have a strong positive
impact on demand in an industry.

Most industries are composed of strategic
groups: groups of companies pursuing the same
or a similar strategy. Companies in different
strategic groups pursue different strategies.

The members of a company’s strategic group
constitute its immediate competitors. Because
different strategic groups are characterized by
different opportunities and threats, it may pay
a company to switch strategic groups. The fea-
sibility of doing so is a function of the height of
mobility barriers.

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

DISCUSSION QUESTIONS

1.

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

Discuss Porter’s five forces model with reference
to what you know about the United States steel
industry (see the Opening Case). What does the
model tell you about the level of competition in
this industry?

Identify a growth industry, a mature industry,
and a declining industry. For each industry,
identify the following: (a) the number and size

12. The five forces, strategic group, and industry life

13.

cycles models all have limitations. The five forces
and strategic group models present a static pic-
ture of competition that deemphasizes the role
of innovation. Yet innovation can revolutionize
industry structure and completely change the
strength of different competitive forces. The five
forces and strategic group models have been
criticized for deemphasizing the importance
of individual company differences. A company
will not be profitable just because it is based in
an attractive industry or strategic group; much
more is required. The industry life cycle model
is a generalization that is not always followed,
particularly when innovations revolutionize an
industry.

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

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

Assess the impact of macroenvironmental fac-
tors on the likely level of enrollment at your
university over the next decade. What are the
implications of these factors for the job security
and salary level of your professors?
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PRACTICING STRATEGIC M ANAGEMENT

Small-Group Exercise:
Competing with Microsoft

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

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

Complete the following exercises:

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

2. Can you think of a strategy that your com-
pany might pursue, either alone or in con-
junction with other enterprises, to “beat
Microsoft”? What will it take to execute that
strategy successfully?

Article File 2

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

Strategic Management Project: Module 2

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

1. Apply the five forces model to the industry in
which your company is based. What does this
model tell you about the nature of competi-
tion in the industry?

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

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

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

5. In what stage of its life cycle is the industry in
which your company is based? What are the
implications of this for the intensity of com-
petition both now and in the future?

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

7. Analyze the impact of national context as
it pertains to the industry in which your
company is based. Does national context
help or hinder your company in achiev-
ing a competitive advantage in the global
marketplace?
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The United States Beer Industry

Over the last few decades, the United States beer
industry has been characterized by a very clear trend
toward an increase in the concentration of the mar-
ket. Today, some 80% of all beer consumed in the
United States is produced by just three companies—
Anheuser-Busch (which is now owned by InBevof
Belgium), SAB-Miller, and Molson Coors—up from
57% of the market in 1980. Anheuser-Busch had
almost 50% of the market in 2008, up from just
28.2% in 1980. SAB-Miller (formed in 2002 when
South African Breweries merged with Miller Beer)
had around 19% of the market, and Molson Coors
(formed in 2005 when Canada’s Molson merged
with Coors) had 11% of the market.

Anheuser Busch, SAB-Miller, and Molson Coors
dominate the mass market segment of the industry,
where competition revolves around aggressive pric-
ing, brand loyalty, distribution channels, and national
advertising spending. In contrast, there is another
segment in the industry, the premium beer segment,
which is served by a large number of microbrewers
and importers, the majority of which have a market
share of less than 1%. The premium segment focuses
on discerning buyers. Producers are engaged in the
art of craft brewing. They build their brands around
taste and cover higher product costs by charging
much higher prices—roughly twice as much for a six
pack as the mass market brewers. The microbrewers
and importers have been gaining share and currently
account for about 11% of the total market.

Over the last two decades, the industry has
changed in a number of ways. First, consumption of
beer in the United States has been gradually declining
(even though consumption of premium beer has been
increasing). Per capita consumption of beer peaked
at 30 gallons in 1980 and fell to a low of 21.8 gallons
in 2007. The decline in consumption was partly due
to the growing popularity of substitutes, particularly
wine and spirits. In 1994, Americans consumed
1.75 gallons of wine per capita. By 2006, that at figure

had risen 2.16 gallons. Consumption of spirits
increased from 1.27 gallons per capita in 1994 to
1.34 gallons per capita over the same period.

Second, advertising spending has steadily
increased, putting smaller brewers at a disadvantage.
In 19735, the industry was spending $0.18 per case on
advertising; by 2002 it was spending $0.40 per case.
(These figures are in inflation adjusted or constant
dollars.) Smaller mass-market brewers could not
afford the expensive national TV advertising cam-
paigns required to match the spending of the largest
firms in the industry, and they saw their market share
shrink as a result.

Third, due to a combination of technological
change in canning and distribution and increased
advertising expenditures, the size that a mass-market
brewer has to attain to reap all economies of scale—
called the minimum efficient scale of production—has
steadily increased. In 1970, the minimum efficient
scale of production was estimated to be 8 million
barrels of beer a year, suggesting that a market share
of 6.4% was required to reap significant economies
of scale. By the early 2000s, the minimum efficient
scale had increased to 23 million barrels, implying
that a market share of 13.06% was required to reap
significant economies of scale.

By the early 2000s, only 24 mass-market brew-
ers were left in the United States, down from 82
in 1970. Among the remaining mass-market
brewers, Anheuser Busch is the most consistent
performer due to its superior economies of scale.
The company’s ROIC has been high, fluctuating in
the 17% to 23% range between 1996 and 2008,
while net profits grew from $1.1 billion in 1996
to $2 billion in 2008. In contrast, both Coors and
Miller, along with most other mass market brew-
ers, have had mediocre financial performance at
best. Coors and Miller merged with Molson and
SAB, respectively, in an attempt to gain economies
of scale.®®
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Case Discussion Questions 3. What are the implications of the evolving com-

1. Why has the United States brewing industry petitive structure in the brewing industry for
become more concentrated over the last two the profitability and strategy of a smaller mass-
decades? market firm in the industry?

2. Analyze the competitive structure of the industry ~ 4. Are there different strategic groups in the indus-
using Porter’s five forces model. try? What are they? Do you think the nature of

competition varies between groups?



INTERNAL ANALYSIS:
COMPETENCIES, COMPETITIVE ADVANTAGE,
AND PROFITABILITY

LEAIRNINSG

After reading this chapter, you should be able to

Discuss the source of competitive advantage
Identify and explore the role of efficiency, quality,
innovation, and customer responsiveness in
building and maintaining a competitive advantage
Explain the concept of the value chain

For decades, McDonald’s success was

: grounded in a simple formula: give consum-
. ers value for money, good quick service, and
. consistent quality in a clean environment and
: they will come back time and time again. To
. deliver value for money and consistent qual-
: ity, it standardized the process of order tak-
i ing, making food, and service. Standardized
i processes raised the productivity of employees

OB JECT.I

DISTINCTIVE

V E S

Understand the link between competitive advan-
tage and profitability

Explain what impacts the durability of a
company's competitive advantage

. Regaining McDonald’s Competitive Advantage
. McDonald’s is an extraordinarily successful enterprise.

© Started in 1955 when the legendary Ray Kroc
© decided to franchise the McDonald brothers’
© fast-food concept, McDonald’s has grown into
: the largest restaurant chain in the world with
¢ almost 32,000 stores in 120 countries.

while ensuring that customers had the same :
experience in any restaurant. McDonald’s :
also developed close ties with wholesalers and :
food producers, managing its supply chain :
to reduce costs. As it became larger, its buy- :
ing power enabled it to realize economies of :
scale in purchasing and to pass on cost sav- :
ings to customers in the form of low-priced :
meals, which drove forward demand. And :
then there was the ubiquity of McDonald’s; :
wherever people went, they could find one :
of their restaurants. This, coupled with the :
consistent experience and low prices, drove :

brand loyalty.

N 3 d0
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: The formula worked well until the late
i 1990s and early 2000s. By then, McDonald’s
¢ was under attack for contributing to obesity.
: Its low-priced, high-fat foods were dangerous,
¢ claimed the critics. The company’s image was
: tarnished by the best-selling book, Fast Food
. Nation, and by the documentary, Super Size
. Me, which featured a journalist who rapidly
: gained weight by eating only McDonald’s
¢ “super size” meals for a month. By 2002, sales
. were stagnating, and profits were falling. It
¢ seemed that McDonald’s had lost its edge.
What followed was a classic corporate
: makeover that has enabled the company to
© regain its competitive advantage. First, top
: management was changed. Then, the emphasis
: was shifted. McDonald’s scrapped its super-
. size menu and added healthier options, such
. as salads and apple slices. Executives mined
: data to see what people were eating and found
. that people were eating more chicken and
i less beef. So they emphasized chicken, add-
¢ ing grilled chicken sandwiches, wraps with
¢ chicken, Southern-style chicken sandwiches,
© and, most recently, chicken for breakfast. To
: be sure, the company still sells many low-cost
: “dollar meals” consisting of cheeseburgers and
. fries. Indeed, in the recessionary environment
. of 2008-2009, sales of dollar meals surged.
: However, chicken sales doubled at McDonald’s
. between 2002 and 2008, and the company
: now buys more chicken than beef. The com-
i pany also decided to use white chicken only,
. ending the speculation about the “mystery
: meat” in chicken McNuggets.

The company also changed its empha- :
: sis on beverages. For decades, beverages !
: were afterthoughts at McDonald’s, but :
i executives could not help but note the rapid :
: growth of Starbucks. In 2006, McDonald’s :
i decided to offer better coffee, including lattes. :
i McDonald’s improved the quality of its cof- :
: fee by buying high-quality beans, using bet- :
. ter equipment, and filtering its water. The :
i company did not lose sight of the need to :
¢ keep costs low and service quick, however, :
i and has been adding coffee-making machines
. that produce lattes and cappuccinos in :
: 45 seconds at the push of a button. Starbucks :
: it is not, but for many people, a latte from :
i the McDonald’s drive-through window is :
. good enough. Today, the machines have been :
. installed in almost half of the stores in the :
¢ United States. :
: The next change is in the design of the res- :
: taurants. The aging design is being phased out, :
i to be replaced with sleek new buildings with :
¢ trendy furnishings and lights, wide screen TVs, :
: and Wi-Fi connections. The idea is to raise the :
: perception of quality and, thereby, capture :
© more customers.
: Thus far, the changes seem to be working. :
. Both sales and profits have been growing at a :
. healthy clip, despite a difficult economic envi- :
. ronment. In 2008, net profits were $4 billion, :
¢ up from $1.7 billion in 2002, while revenues :
i expandedfrom$15.4billionto $24 billion.Prof- :
¢ itability has also improved, with McDonald’s :
¢ return on invested capital (ROIC) increasing :
: from 9.4% in 2002 to 18% in 2008.!

Overview

Why, within a particular industry or market, do some companies outperform others?
What is the basis of their (sustained) competitive advantage? The Opening Case pro-
vides some clues. The competitive advantage of McDonald’s comes from efficiency,
reliable quality, and customer responsiveness. McDonald’s efficiency is due to its
standardized processes, which boosts employee productivity, and its economies of
scale in purchasing, both of which lower costs. Standardized processes also help
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to ensure reliable quality. While McDonald’s does not sell high-quality food, the
quality is reliably consistent—something that consumers value. In addition, recently,
McDonald’s has been taking steps to raise the perceived quality of its offerings, serv-
ing healthier meals, using only white chicken meat, serving higher-quality coffee, and
changing the format of its restaurants to make them more appealing. McDonald’s
customer responsiveness is demonstrated by its shift toward healthier meals and its
decision to offer higher quality drinks, such as lattes and cappuccinos. In this man-
ner, McDonald’s responds to changes in the tastes and preferences of its customer
base. As described in this chapter, efficiency, customer responsiveness, and reliable
quality are three of the four main building blocks of competitive advantage. The
other building block is innovation.

This chapter focuses on internal analysis, which is concerned with identifying the
strengths and weaknesses of a company. Together with an analysis of a company’s
external environment, internal analysis gives managers the information they need to
choose the business model and strategies that will enable their company to attain a
sustained competitive advantage. Internal analysis is a three-step process: (1) Manag-
ers must understand the process by which companies create value for customers and
profit for themselves, and they need to understand the role of resources, capabilities,
and distinctive competencies in this process; (2) they need to understand how impor-
tant superior efficiency, innovation, quality, and customer responsiveness are in cre-
ating value and generating high profitability; and (3) they must be able to analyze
the sources of their company’s competitive advantage to identify what is driving the
profitability of their enterprise and where opportunities for improvement might lie.
In other words, managers must be able to identify how the strengths of the enterprise
boost its profitability and how any weaknesses lead to lower profitability.

Three more critical issues in internal analysis are addressed in this chapter. First,
what factors influence the durability of competitive advantage? Second, why do suc-
cessful companies sometimes lose their competitive advantage? Third, how can com-
panies avoid competitive failure and sustain their competitive advantage over time?

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

THE ROOTS OF COMPETITIVE ADVANTAGE

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

Distinctive Competencies

Competitive advantage is based on distinctive competencies. Distinctive competen-
cies are firm-specific strengths that allow a company to differentiate its products
from those offered by rivals and/or achieve substantially lower costs than its rivals.
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McDonald’s, for example, has a distinctive competence in managing fast-food fran-
chises, which leads to higher employee productivity and lower costs (see the Open-
ing Case). Similarly, it can be argued Toyota, which is the standard outperformer
in the automobile industry, has distinctive competencies in the development and
operation of manufacturing processes. Toyota pioneered a whole range of manu-
facturing techniques, such as just-in-time inventory systems, self-managing teams,
and reduced setup times for complex equipment. These competencies, collectively
known as the “Toyota lean production system,” helped it attain superior efficiency
and product quality, the basis of its competitive advantage in the global automobile
industry.? Distinctive competencies arise from two complementary sources: resources
and capabilities.?

Resources Resources refer to the assets of a company. A company’s resources can
be divided into two types: tangible and intangible resources. Tangible resources are
physical entities, such as land, buildings, plant, equipment, inventory, and money.
Intangible resources are nonphysical entities that are created by managers and other
employees, such as brand names, the reputation of the company, the knowledge that
employees have gained through experience, and the intellectual property of the com-
pany, including that protected through patents, copyrights, and trademarks.

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

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

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

Like resources, capabilities are particularly valuable if they enable a company
to create strong demand for its products and/or to lower its costs. The competitive
advantage of Southwest Airlines is based in large part on its capability to select,
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motivate, and manage its workforce in such a way that leads to high employee pro-
ductivity and lower costs (like McDonald’s in the Opening Case). As with resources,
valuable capabilities are also more likely to lead to a sustainable competitive advan-
tage if they are both rare and protected from copying by barriers to imitation.

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

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

The Role of Strategy Figure 3.1 illustrates the relationship of a company’s
strategies, distinctive competencies, and competitive advantage. Distinctive com-
petencies shape the strategies that a company pursues, which lead to competitive
advantage and superior profitability. However, it is also very important to realize
that the strategies a company adopts can build new resources and capabilities or
strengthen the existing resources and capabilities of the company, thereby enhanc-
ing the distinctive competencies of the enterprise. Thus, the relationship between

Figure 3.1 Strategy, Resources, Capabilities, and Competencies
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distinctive competencies and strategies is not a linear one; rather, it is a reciprocal
one in which distinctive competencies shape strategies, and strategies help to build
and create distinctive competencies.®

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

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

Competitive Advantage, Value Creation, and Profitability

Competitive advantage leads to superior profitability. At the most basic level, how
profitable a company becomes depends on three factors: (1) the value customers
place on the company’s products; (2) the price that a company charges for its prod-
ucts; and (3) the costs of creating those products. The value customers place on a
product reflects the utility they get from a product—the happiness or satisfaction
gained from consuming or owning the product. Utility must be distinguished from
price. Utility is something that customers get from a product. It is a function of the
attributes of the product, such as its performance, design, quality, and point-of-sale
and after-sale service. For example, most customers would place a much higher
utility value on a top-end Lexus car from Toyota than on a low-end basic economy
car from Kia (they would value it more), precisely because they perceive the Lexus
to have better performance and superior design, quality, and service. A company
that strengthens the utility (or value) of its products in the eyes of customers has
more pricing options: it can raise prices to reflect that utility (value) or hold prices
lower to induce more customers to purchase its products, thereby expanding unit
sales volume.
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Whatever pricing option a company chooses, however, the price a company
charges for goods or service is typically less than the utility value placed on goods
or service by the customer. This is because the customer captures some of that utility
in the form of what economists call a consumer surplus.” The customer is able to
do this because the company is competing with other companies for the customer’s
business, so the company must charge a lower price than it could were it a monopoly
supplier. Moreover, it is normally impossible to segment the market to such a degree
that the company can charge each customer a price that reflects that individual’s
unique assessment of the utility of a product—what economists refer to as a cus-
tomer’s reservation price. For these reasons, the price that gets charged tends to be
less than the utility value placed on the product by many customers. Nevertheless,
remember the basic principle here: the more utility that consumers get from a com-
pany’s products or services, the more pricing options it has.

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

Note also that the value created by a company is measured by the difference
between the utility a consumer gets from the product (U) and the costs of produc-
tion (C), that is, U — C. A company creates value by converting factors of production
that cost C into a product from which customers gets a utility of U. A company

U = Utility to consumer
u-pr P = Price

C = Cost of production

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

U - C = Value created

C C ——— Includes cost of capital
per unit




Chapter 3 Internal Analysis: Distinctive Competencies, Competitive Advantage, and Profitability

can create more value for its customers by lowering C or making the product more
attractive through superior design, performance, quality, service, and the like. When
customers assign a greater utility to the product (U increases), they are willing to pay
a higher price (P increases). This discussion suggests that a company has a competi-
tive advantage and high profitability when it creates more value for its customers
than do rivals.’

The company’s pricing options are captured in Figure 3.3. Suppose a company’s
current pricing option is the one pictured in the middle column of Figure 3.3. Imag-
ine that the company decides to pursue strategies to increase the utility of its prod-
uct offering from U to U* to boost its profitability. Increasing utility initially raises
production costs because the company has to spend money to increase product per-
formance, quality, service, and other factors. Now there are two different pricing
options that the company can pursue. Option 1 is to raise prices to reflect the higher
utility: the company raises prices more than its costs increase, and profit per unit
(P - C) increases. Option 2 involves a very different set of choices: the company low-
ers prices to expand unit volume. Basically, what is happening here is that customers
recognize that they are getting a great bargain because price is now much lower than
utility (the consumer surplus has increased), so they rush out to buy more (demand
has increased). As unit volume expands due to increased demand, the company is
able to realize economies of scale and reduce its average unit costs. Although creat-
ing the extra utility initially costs more and prices are now lowered, profit margins
widen because the average unit costs of production fall as volume increases and
economies of scale are attained.

Managers need to understand the dynamic relationships among utility, pricing,
demand, and costs and make decisions on the basis of that understanding to maxi-
mize competitive advantage and profitability. Option 2 in Figure 3.3, for example,
might not be a viable strategy if demand did not increase rapidly with lower prices or
if there are few economies of scale to be had by increasing volume. Managers must

Figure 3.3 Value Creation and Pricing Options
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understand how value creation and pricing decisions affect demand and also how
unit costs change with increases in volume. In other words, they must have a good
grasp of the demand for the company’s product and its cost structure at different
levels of output if they are to make decisions that maximize profitability.

Consider the automobile industry. According to a 2008 study by Oliver Wyman,
in 2007 Toyota made $922 in profit on every vehicle it manufactured in North Amer-
ica. GM, in contrast, lost $729 on every vehicle it made.'® What accounts for the dif-
ference? First, Toyota has the best reputation for quality in the industry. According
to annual surveys issued by J. D. Power and Associates, Toyota consistently tops
the list in terms of quality, while GM cars are at best in the middle of the pack. The
higher quality translates into a higher utility and allows Toyota to charge 5% to
10% higher prices than GM for equivalent cars. Second, Toyota has a lower cost
per vehicle than GM, in part because of its superior labor productivity. For example,
in Toyota’s North American plants, it took an average of 30.37 employee hours to
build a car, compared to 32.29 at GM plants in North America. That 1.94-hour
productivity advantage translates into lower labor costs for Toyota; hence, a lower
overall cost structure. Therefore, as summarized in Figure 3.4, Toyota’s advantage
over GM derives from greater utility (U), which has allowed the company to charge
a higher price (P) for its cars, and from a lower cost structure (C), which taken
together implies significantly greater profitability per vehicle (P — C).

Toyota’s decisions with regard to pricing are guided by its managers’ understand-
ing of the relationship of utility, prices, demand, and costs. Given its ability to build
more utility into its products, Toyota could have charged even higher prices than
illustrated in Figure 3.4, but that might have led to lower sales volume, fewer econo-
mies of scale, higher unit costs, and lower profit margins. Toyota’s managers have
sought to find the pricing option that enables the company to maximize its profits
given their assessment of demand for its products and its cost function. Thus, to cre-
ate superior value, a company does not have to have the lowest cost structure in an
industry or create the product with the highest utility in the eyes of customers. All
that is necessary is that the gap between perceived utility (U) and costs of production
(C) is greater than the gap attained by competitors.

Toyota
General Motors /,/"’/’ U-p Toyota creates
___________ 7 more utility
_____ A ,/—/”// Toyota can charge
N P-C P—C higher prices

Toyota makes more
profits per unit

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

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

THE VALUE CHAIN

All of the functions of a company—such as production, marketing, product develop-
ment, service, information systems, materials management, and human resources—
have a role in lowering the cost structure and increasing the perceived utility (value)
of products through differentiation. As the first step in examining this concept, con-
sider the value chain, which is illustrated in Figure 3.5.' The term value chain refers
to the idea that a company is a chain of activities for transforming inputs into out-
puts that customers value. The transformation process involves a number of primary
activities and support activities that add value to the product.

Primary Activities

Primary activities have to do with the design, creation, and delivery of the product,
its marketing, and its support and after-sales service. In the value chain illustrated in
Figure 3.5, the primary activities are broken down into four functions: research and
development, production, marketing and sales, and customer service.

Research and Devlopment Research and development is concerned with the
design of products and production processes. Although we think of R&D as being
associated with the design of physical products and production processes in manu-
facturing enterprises, many service companies also undertake R&D. For example,
banks compete with each other by developing new financial products and new ways
of delivering those products to customers. Online banking and smart debit cards are
two recent examples of the fruits of new-product development in the banking indus-
try. Earlier examples of innovation in the banking industry were ATM machines,
credit cards, and debit cards.

By creating superior product design, R&D can increase the functionality of prod-
ucts, which makes them more attractive to customers, thereby adding value. Alterna-
tively, the work of R&D may result in more efficient production processes, thereby
lowering production costs. Either way, the R&D function can help to lower costs or
raise the utility of a product and permit a company to charge higher prices. At Intel,

Ethical Dilemma

Your friend manages a
highly profitable retailer.
She attributes the princi-
ple source of competitive
advantage to low labor
costs, which are a result
of her hiring minimum
wage workers, denying
worker benefits, and her
consistent opposition
to unionization at the
company. Although she
acknowledges that this
approach leads to high
employee turnover, she
argues that the jobs are
low skilled and easily
refilled. Is your friend’s
approach to doing busi-
ness ethical? Are there
ways of achieving low
labor costs without rely-
ing on placement of
minimum wage workers?
Would you council your
friend to use an alterna-
tive approach?
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Figure 3.5 The Value Chain
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for example, R&D creates value by developing ever more powerful microprocessors
and helping to pioneer ever more efficient manufacturing processes (in conjunction
with equipment suppliers).

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

Production Production is concerned with the creation of a good or service. For
physical products, when we talk about production, we generally mean manufactur-
ing. For services such as banking or retail operations, “production” typically takes
place when the service is delivered to the customer, as when a bank makes a loan
to a customer. By performing its activities efficiently, the production function of a
company helps to lower its cost structure. For example, the efficient production
operations of Honda and Toyota help those automobile companies achieve higher
profitability relative to competitors such as General Motors. The production func-
tion can also perform its activities in a way that is consistent with high product qual-
ity, which leads to differentiation (and higher value) and lower costs.

Marketing and Sales There are several ways in which the marketing and sales
functions of a company can help to create value. Through brand positioning and
advertising, the marketing function can increase the value that customers perceive to
be contained in a company’s product (and thus the utility they attribute to the prod-
uct). Insofar as these help to create a favorable impression of the company’s product
in the minds of customers, they increase utility. For example, the French company
Perrier persuaded U.S. customers that slightly carbonated bottled water was worth
$1.50 per bottle rather than a price closer to the $0.50 that it cost to collect, bottle,
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3.1 STRATEGY IN ACTION

Value Creation at Burberry

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

When asked how she achieved the transformation,
Bravo explained that there was hidden brand value that
was unleashed by constant creativity and innovation.
Bravo hired world-class designers to redesign Burberry's
tired fashion line and bought in Christopher Bailey, one

of the very best, to lead the design team. The marketing
department worked closely with advertisers to develop
hip ads that would appeal to a younger, well-heeled audi-
ence. The ads featured supermodel Kate Moss promoting
the line, using a top fashion photographer to shoot the
model wearing Burberry. Burberry exercised tight control
over distribution, pulling its products from stores whose
image was not consistent with the brand, and expanding
its own chain of Burberry stores.

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

Sources: Quotes from S. Beatty, “Bass Talk: Plotting Plaid's Future,” The Wall Street Journal, September 9, 2004, B1. Also see
C. M. Moore and G. Birtwistle, “The Burberry Business Model," International Journal of Retail and Distribution Management 32

(2004): 412-422; M. Dickson, “Bravo's Legacy in Transforming Burberry,” Financial Times, October 6, 2005, 22.

and distribute the water. Perrier’s marketing function essentially increased the per-
ception of utility that customers ascribed to the product. Similarly, by helping to
re-brand the company and its product offering, the marketing department at
Burberry helped to create value (see Strategy in Action 3.1). Marketing and sales can
also create value by discovering customer needs and communicating them back to
the R&D function of the company, which can then design products that better match
those needs.

Customer Service The role of the service function of an enterprise is to provide
after-sales service and support. This function can create superior utility by solving cus-
tomer problems and supporting customers after they have purchased the product. For
example, Caterpillar, the U.S.-based manufacturer of heavy earth-moving equipment,
can get spare parts to any point in the world within 24 hours, thereby minimizing
the amount of downtime its customers have to face if their equipment malfunctions.
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This is an extremely valuable support capability in an industry where downtime is
expensive. It has helped to increase the utility that customers associate with Caterpil-
lar products and, thus, the price that Caterpillar can charge for its products.

Support Activities

The support activities of the value chain provide inputs that allow the primary activi-
ties to take place. These activities are broken down into four functions: materials
management (or logistics), human resources, information systems, and company
infrastructure (see Figure 3.5).

Materials Management (Logistics) The materials management (or logistics)
function controls the transmission of physical materials through the value chain,
from procurement through production and into distribution. The efficiency with
which this is carried out can significantly lower costs, thereby creating more value.
Dell has a very efficient materials management process. By tightly controlling the
flow of component parts from its suppliers to its assembly plants and into the hands
of consumers, Dell has dramatically reduced its inventory holding costs. Lower
inventories mean lower costs and, hence, greater value creation. Another company
that has benefited from very efficient materials management, the Spanish fashion
company Zara, is discussed in Strategy in Action 3.2.

Human Resources There are a number of ways in which the human resource
function can help an enterprise create more value. This function ensures that the
company has the right mix of skilled people to perform its value creation activities
effectively. It is also the job of the human resource function to ensure that people
are adequately trained, motivated, and compensated to perform their value cre-
ation tasks. If the human resources are functioning well, employee productivity rises
(which lowers costs) and customer service improves (which raises utility), thereby
enabling the company to create more value.

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

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

Competitive Advantage at Zara

The fashion retailer Zara is one of Spain’'s fastest growing
and most successful companies with sales of some
$8.5 billion and a network of 2,800 stores in 64 countries.
Zara's competitive advantage centers on one thing—
speed. While it takes most fashion houses six to nine
months to go from design to having merchandise deliv-
ered to a store, Zara can pull off the entire process in
just five weeks. This rapid response time enables Zara to
quickly respond to changing fashions.

Zara achieves this by breaking many of the rules of
operation in the fashion business. While most fashion
houses outsource production, Zara has its own factories
and keeps about half of its production in-house. Zara also
has its own designers and stores. Its designers are in
constant contact with the stores, not only tracking what
is selling on a real-time basis through information sys-
tems but also talking to store managers once a week to
get their subjective impressions of what is hot. This infor
mation supplements data gathered from other sources,
such as fashion shows.

Drawing on this information, Zara's designers create
approximately 40,000 new designs per year from which
10,000 are selected for production. Zara then purchases
basic textiles from global suppliers but performs capi-
tal intensive production activities in its own factories.
These factories use computer-controlled machinery

to cut pieces for garments. Zara does not produce in
large volumes to attain economies of scale; instead it
produces in small lots. Laborintensive activities, such
as sewing, are performed by subcontractors located
close to Zara's factories. Zara makes a practice of hav-
ing more production capacity than necessary, so that
if an emerging fashion trend is spotted, the company
can quickly respond by designing garments and ramping
up production.

Once garments have been made, they are delivered
to one of Zara's warehouses and then shipped to its
stores weekly. Zara deliberately underproduces prod-
ucts, supplying small batches of products in hot demand
before quickly shifting to the next fashion trend. Often
the merchandise sells out quickly. The empty shelves in
Zara stores create a scarcity value—which helps to gen-
erate demand. Customers quickly snap up products they
like because they know they may soon be out of stock
and not produced again.

As a result of this strategy, which is supported by
competencies in design, information systems, and logis-
tics management, Zara carries fewer inventories than
competitors (Zara's inventory amounts to about 10% of
sales, compared to 15% at rival stores like Gap Inc. and
Benetton). This means fewer price reductions to move
products that have not sold and higher profit margins.

Source: Staff Reporter, “Shining Examples,” The Economist: A Survey of Logistics, June 17, 2006, 4-6; K. Capell, et al., “Fashion
Conquistador,” Business Week, September 4, 2006, 38-39; K. Ferdows, et al., “Rapid Fire Fulfillment,” Harvard Business Review 82

(2004), 101-107.

THE BUILDING BLOCKS

OF COMPETITIVE ADVANTAGE

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

Efficiency

In one sense, a business is simply a device for transforming inputs into outputs.
Inputs are basic factors of production, such as labor, land, capital, management,
and technological know-how. Outputs are the goods and services that the business
produces. The simplest measure of efficiency is the quantity of inputs that it takes
to produce a given output, that is, efficiency = outputs/inputs. The more efficient a
company is, the fewer the inputs required to produce a given output.

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

Quality as Excellence and Reliability

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

When customers evaluate the quality of a product, they commonly measure
it against two kinds of attributes: those related to quality as excellence and those
related to quality as reliability. From a quality-as-excellence perspective, the impor-
tant attributes are things such as a product’s design and styling, its aesthetic appeal,
its features and functions, the level of service associated with the delivery of the
product, and so on. For example, customers can purchase a pair of imitation leather
boots for $20 from Walmart, or they can buy a handmade pair of butter-soft leather
boots from Nordstrom for $500. The boots from Nordstrom will have far superior
styling, feel more comfortable, and look much better than those from Walmart. The
utility consumers will get from the Nordstrom boots will in all probability be much
greater than the utility derived from the Walmart boots, but of course, they will have
to pay far more for them. That is the point: when excellence is built into a product
offering, consumers have to pay more to own or consume it.

With regard to quality as reliability, a product can be said to be reliable when it
consistently does the job it was designed for, does it well, and rarely, if ever, breaks
down. As with excellence, reliability increases the utility a consumer gets from a
product and, thus, the price the company can charge for that product. Toyota’s cars,
for example, have the highest reliability ratings in the automobile industry, and,
therefore, consumers are prepared to pay more for them than for cars that are very
similar in other attributes. As we shall see, increasing product reliability has been the
central goal of an influential management philosophy that came out of Japan in the
1980s, which is commonly referred to as total quality management (TQM).

The position of a product against two dimensions, reliability and other attri-
butes, can be plotted on a figure similar to Figure 3.7. For example, a Lexus has
attributes—such as design, styling, performance, and safety features—that customers
perceive as demonstrating excellence in quality and that are viewed as being supe-
rior to those of most other cars. Lexus is also a very reliable car. Thus, the overall

Figure 3.7 A Quality Map for Automobiles
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level of quality of the Lexus is very high, which means that the car offers consumers
significant utility. This gives Toyota the option of charging a premium price for the
Lexus. Toyota also produces another very reliable vehicle, the Toyota Corolla, but
this product is positioned for less-wealthy customers and lacks many of the supe-
rior attributes of the Lexus. Thus, although the Corolla is also a high-quality car in
the sense of being reliable, it is not as high-quality as a Lexus in the sense of being
an excellent product. At the other end of the spectrum, we can find poor-quality
products that have both low reliability and inferior attributes, such as poor design,
performance, and styling. An example is the Proton, which is built by the Malaysian
car firm of the same name. The design of the car is more than a decade old and has a
dismal reputation for styling and safety. Moreover, Proton’s reliability record is one
of the worst of any car, according to J. D. Power."

The concept of quality applies whether we are talking about Toyota automobiles,
clothes designed and sold by Gap Inc. the customer service department of Citibank,
or the ability of airlines to arrive on time. Quality is just as relevant to services as
it is to goods.' The impact of high product quality on competitive advantage is
twofold."” First, providing high-quality products increases the utility those products
provide to customers, which gives the company the option of charging a higher price
for them. In the automobile industry, for example, Toyota can charge a higher price
for its cars because of the higher quality of its products.

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

The importance of reliability in building competitive advantage has increased
dramatically over the past decade. Indeed, so crucial is the emphasis placed on reli-
ability by many companies that achieving high product reliability can no longer be
viewed as just one way of gaining a competitive advantage. In many industries, it has
become an absolute imperative for survival.

Innovation

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

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

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

Customer Responsiveness

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

Another factor that stands out in any discussion of responsiveness to customers
is the need to customize goods and services to the unique demands of individual
customers or customer groups. For example, the proliferation of soft drinks and
beers can be viewed partly as a response to this trend. Automobile companies have
become more adept at customizing cars to the demands of individual customers.
For instance, following the lead of Toyota, Saturn builds cars to order for individual
customers, letting them choose from a wide range of colors and options.

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

Other sources of enhanced responsiveness to customers are superior design, ser-
vice, and after-sales service and support. All of these factors enhance responsiveness
to customers and allow a company to differentiate itself from its less-responsive
competitors. In turn, differentiation enables a company to build brand loyalty and
charge premium prices for its products. Consider how much more people are pre-
pared to pay for next-day delivery of Express Mail, as opposed to standard delivery
in three to four days. In 2009, a two-page letter sent overnight by Express Mail
within the United States cost about $13, compared with 44 cents for regular mail.
Thus, the price premium for express delivery (reduced response time) was $12.60, or
a premium of about 2,757% over the regular price.
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BUSINESS MODELS, THE VALUE CHAIN,
AND GENERIC DISTINCTIVE COMPETENCIES

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

For example, the main strategic goal of Walmart is to be the lowest-cost opera-
tor offering a wide range of general merchandise in the retail industry. Walmart’s
business model involves offering general merchandise in a self-service supermarket
type of setting. Walmart’s strategies flesh out this business model and help the com-
pany to attain its strategic goal. To reduce costs, Walmart limits investments in the
fittings and fixtures of its stores. One of the keys to generating sales and lowering
costs in this setting is rapid inventory turnover, which is achieved through strategic
investments in logistics and information systems. Walmart makes major investments
in process innovation to improve the effectiveness of its information and logistics
systems, which enables the company to respond to customer demands for low-priced
goods when they walk in the door and to do so in a very efficient manner.

Walmart’s business model is much different from that found at a retailer such
as Nordstrom. Nordstrom’s business model is to offer high-quality, high-priced
apparel in a full-service, sophisticated setting. This implies differences in the way

Figure 3.8 Competitive Advantage and the Value Creation Cycle
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the value chain is configured. Nordstrom devotes far more attention to in-store cus-
tomer service than Walmart does, which implies significant investments in its sales-
people. Moreover, Nordstrom invests far more in the furnishings and fittings for
its stores, as opposed to Walmart, whose stores have a basic “warehouse feel” to
them. Nordstrom recaptures the costs of its investment by charging higher prices for
higher-quality merchandise. Thus, even though Walmart and Nordstrom both sell
apparel (Walmart is the biggest seller of apparel in the United States), their business
models imply very different positioning in the marketplace and a very different con-
figuration of value chain activities and investments.

ANALYZING COMPETITIVE ADVANTAGE
AND PROFITABILITY

If a company’s managers are to perform a good internal analysis, they need to be
able to analyze the financial performance of their company, identifying how its
strategies contribute (or not) to profitability. To identify strengths and weaknesses
effectively, they need to be able to compare, or benchmark, the performance of their
company against that of competitors and the historic performance of the company
itself. This will help them determine whether (1) they are more or less profitable than
competitors and whether the performance of the company has been improving or
deteriorating over time; (2) their company strategies are maximizing the value being
created; (3) their cost structure is out of line with those of competitors; and (4) they
are using the resources of the company to the greatest effect.

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

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

A company’s ROIC can be algebraically decomposed into two major compo-
nents: return on sales and capital turnover.?* Specifically:

ROIC = net profits/invested capital

= (net profits/revenues) X (revenues/invested capital)
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where net profits/revenues is the return on sales, and revenues/invested capital is cap-
ital turnover. Return on sales measures how effectively the company converts rev-
enues into profits. Capital turnover measures how effectively the company employs
its invested capital to generate revenues. These two ratios can be further decomposed

into some basic accounting ratios, as shown in Figure 3.9 (these ratios are defined
in Table 3.1).%

Figure 3.9 Dirivers of Profitability (ROIC)
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Table 3.1 Definitions of Basic Accounting Terms
Term Definition Source
Cost of Goods Sold (COGS) Total costs of producing products Income statement
Sales, General, and Administrative Costs associated with selling products and Income statement
Expenses (SG&A) administering the company
R&D Expenses (R&D) Research and development expenditure Income statement
Working Capital The amount of money the company has to “work”  Balance sheet
with in the short term: Current assets — current
liabilities

Property, Plant, and Equipment (PPE) The value of investments in the property, plant, and Balance sheet
equipment that the company uses to manufacture
and sell its products; also known as fixed capital

Return on Sales (ROS) Net profit expressed as a percentage of sales; Ratio
measures how effectively the company converts
revenues into profits

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

Return on Invested Capital (ROIC) Net profit divided by invested capital Ratio
Net Profit Total revenues minus total costs before tax Income statement
Invested Capital Interest-bearing debt plus shareholders’ equity Balance sheet
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Figure 3.9 says that a company’s managers can increase ROIC by pursuing strat-
egies that increase the company’s return on sales (ROS). To increase a company’s
ROS, they can: pursue strategies that reduce the cost of goods sold (COGS) for a
given level of sales revenues (COGS/sales); reduce the level of spending on sales
force, marketing, general, and administrative expenses (SG&A) for a given level of
sales revenues (SG& A/sales); and reduce research and development (R&D) spending
for a given level of sales revenues (R&D/sales). Alternatively, they can increase ROS
by pursuing strategies that increase sales revenues more than they increase the costs
of the business, as measured by COGS, SG& A, and R&D expenses. That is, they can
increase the ROS by pursuing strategies that lower costs or increase value through
differentiation, thus allowing the company to increase its prices more than its costs.

Figure 3.9 also states that a company’s managers can boost the profitability of
their company by getting greater sales revenues from the invested capital, thereby
increasing capital turnover. They do this by pursuing strategies that reduce the
amount of working capital, such as the amount of capital invested in inventories,
needed to generate a given level of sales (working capital/sales), and then pursuing
strategies that reduce the amount of fixed capital that they have to invest in plant,
property, and equipment (PPE) to generate a given level of sales (PPE/sales). That is,
they pursue strategies that reduce the amount of capital that they need to generate
every dollar of sales and their cost of capital. The cost of capital is part of the cost
structure of a company (see Figure 3.2). Hence, strategies designed to increase capi-
tal turnover also lower the cost structure.

To see how these basic drivers of profitability help to explain what is going on
in a company and identify its strengths and weaknesses, compare the financial per-
formance of Walmart against one of its closest and more efficient competitors—
Target. This is done in the following Running Case.

On the other hand, you will notice that Walmart spends significantly less on
SG&A expenses as a percentage of sales than Target (18.77% versus 22.95%). There
are three reasons for this as outlined on the next page.

RUNNING CASE

Comparing Walmart and Target

For the financial year ending January 2008, Walmart
earned a ROIC of 14.1%, while Target earned a
respectable 10.6%. Walmart's superior profitability can
be understood in terms of the impact of its strategies
on the various ratios identified in Figure 3.9. These are
summarized in Figure 3.10.

First, note that \Walmart has a lower ROS than
Target. This is because Walmart's COGS as a percent-
age of sales are higher than Target's (76.5% versus

66.1%). For a retailer, the COGS reflect the price that
Walmart pays to its suppliers for merchandise. The
lower COGS/Sales ratio implies that Walmart does not
mark up prices as much as Target—its profit margin
on each item sold is lower. Consistent with its long-
time strategic goal, Walmart passes on the low prices
it gets from suppliers to customers. \Walmart's higher
COGS/Sales ratio reflects its strategy of being the
lowest-price retailer.
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Figure 3.10 Comparing Walmart and Target
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(1) Walmart’s early strategy was to focus on small towns that could only support
one discounter. In small towns, the company does not have to advertise heav-
ily because it is not competing against other discounter.

(2) Walmart has become such a powerful brand that the company does not need
to advertise as heavily as its competitors, even when its stores are located
close to them in suburban areas.

(3) Because Walmart sticks to its low-price philosophy and manages its inven-
tory so well, it does not usually have an overstock problem. Thus, the com-
pany does not have to hold periodic sales, nor does it have to bear the costs
of promoting those sales (e.g., sending out advertisements and coupons in
local newspapers). By reducing spending on sales promotions, these factors
reduce Walmart’s SG& A/sales ratio.

In addition, Walmart operates with a flat-organization structure that has very
few layers of management between the head office and store managers (the company
has no regional headquarters). This reduces administrative expenses (which are a
component of SG&A), and hence, the SG&A/sales ratio. Walmart can operate with
such flat structure because its information systems allow the company’s top manag-
ers to monitor and control individual stores directly rather than relying on interven-
ing layers of subordinates to do that for them.

It is when we consider the capital turnover side of the ROIC equation, however,
that the financial impact of Walmart’s competitive advantage in information systems
and logistics becomes apparent. Walmart generates $3.82 for every dollar of capital
invested in the business, whereas Target generates only $2.08 for every dollar of cap-
ital invested. Walmart is much more efficient in its use of capital than Target. Why?
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A big reason is that Walmart has a much lower working capital/sales ratio than
Target. In fact, Walmart has a negative ratio (—2.90%), while Target has a positive
ratio (11.24%). The negative working capital ratio implies that Walmart does not
need any capital to finance its day-to-day operations. In fact, Walmart is using its
suppliers’ capital to finance those operations. This is very unusual, but Walmart is
able to do this for two reasons. First, Walmart is so powerful that it can demand
and get very favorable payment terms from its suppliers. It does not have to pay for
merchandise until 60 days after it is delivered. Second, Walmart turns over its inven-
tory rapidly—7.72 times a year or every 47 days—that it typically sells merchandise
before it has to pay its suppliers. Thus, suppliers finance Walmart’s inventory and the
company’s short-term capital needs. Walmart’s high inventory turnover is the result
of strategic investments in information systems and logistics. It is these value chain
activities, more than any other, that explain Walmart’s competitive advantage.

Finally, note that Walmart has a significantly lower PPE/sales ratio than Target:
25.9% versus 35.02%. There are several explanations for this. First, many of Wama-
rt’s stores are still located in small towns where land is cheap, whereas most of Target’s
stores are located in more expensive suburban mall locations. Thus, on average, Wal-
mart needs to spend less on a store than Target. Again, strategy has a clear impact on
financial performance. Second, because Walmart turns its inventory over so rapidly, it
does not need to devote as much space in stores to storing inventory. This means that
more floor space can be devoted to selling merchandise. Other things being equal, this
will result in a higher PPE/sales ratio. By the same token, efficient inventory manage-
ment means that it needs less space at a distribution center to support a store, which
again reduces total capital spending of PPE. Third, the higher PPE/sales ratio may also
reflect the fact that Walmart’s brand is so powerful and its commitment to low pricing
so strong that store traffic is higher than at comparable discounters such as Target.
The stores are simply busier. Hence, the PPE/sales ratio is higher.

In sum, Walmart’s high profitability is a function of its strategy and the distinctive
competencies that strategic investments have built over the years, particularly in the
area of information systems and logistics. As in the Walmart example, the methodol-
ogy described in this section can be a very useful tool for analyzing why and how
well a company is achieving and sustaining a competitive advantage. It highlights a
company’s strengths and weaknesses, showing where there is room for improvement
and where a company is excelling. As such, it can drive strategy formulation. More-
over, the same methodology can be used to analyze the performance of competitors,
and gain a greater understanding of their strengths and weaknesses, which can in
turn inform strategy.

THE DURABILITY
OF COMPETITIVE ADVANTAGE

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

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

How quickly rivals will imitate a company’s distinctive competencies is an impor-
tant issue because the speed of imitation has a bearing on the durability of a compa-
ny’s competitive advantage. Other things being equal, the more rapidly competitors
imitate a company’s distinctive competencies, the less durable its competitive advan-
tage will be, and the more important it is that the company endeavor to improve its
competencies to stay one step ahead of the imitators. It is important to stress that
ultimately almost any distinctive competency can be imitated by a competitor. The
critical issue is time: the longer it takes competitors to imitate a distinctive compe-
tency, the greater the opportunity the company has to build a strong market position
and reputation with customers, which are then more difficult for competitors to
attack. The longer it takes to achieve an imitation, the greater is the opportunity for
the imitated company to improve on its competency or build other competencies,
thereby staying one step ahead of the competition.

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

Imitating Resources In general, the easiest distinctive competencies for prospec-
tive rivals to imitate tend to be those based on the possession of firm-specific and valu-
able tangible resources, such as buildings, plant, and equipment. Such resources are
visible to competitors and can often be purchased on the open market. For example,
if a company’s competitive advantage is based on sole possession of efficient-scale
manufacturing facilities, competitors may move fairly quickly to establish similar
facilities. Although Ford gained a competitive advantage over GM in the 1920s by
being the first to adopt an assembly-line manufacturing technology to produce auto-
mobiles, GM quickly imitated that innovation, competing away Ford’s distinctive
competency in the process. A similar process is occurring in the auto industry now,
as companies try to imitate Toyota’s famous production system. However, Toyota
has slowed down the rate of imitation by not allowing competitors access to its lat-
est equipment.

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

Marketing and technological know-how are also important intangible resources
and can be relatively easy to imitate. The movement of skilled marketing personnel
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between companies may facilitate the general dissemination of marketing know-
how. For example, in the 1970s, Ford was acknowledged as the best marketer among
the big three U.S. auto companies. In 1979, it lost much of its marketing know-how
to Chrysler when its most successful marketer, Lee Iacocca, joined Chrysler and sub-
sequently hired many of Ford’s top marketing people to work with him at Chrysler.
More generally, successful marketing strategies are relatively easy to imitate because
they are visible to competitors. Thus, Coca-Cola quickly imitated PepsiCo’s Diet
Pepsi brand with the introduction of its own brand, Diet Coke.

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

Imitating Capabilities Imitating a company’s capabilities tends to be more dif-
ficult than imitating its tangible and intangible resources, chiefly because capabilities
are based on the way in which decisions are made and processes are managed deep
within a company. It is hard for outsiders to discern them.

On its own, the invisible nature of capabilities would not be enough to halt imi-
tation; competitors could still gain insights into how a company operates by hiring
people away from that company. However, a company’s capabilities rarely reside in a
single individual. Rather, they are the product of how numerous individuals interact
within a unique organizational setting.?’ It is possible that no one individual within
a company may be familiar with the totality of a company’s internal operating rou-
tines and procedures. In such cases, hiring people away from a successful company
as a way to imitate its key capabilities may not be helpful.

Capability of Competitors

According to Pankaj Ghemawat, a major determinant of the capability of competi-
tors to imitate a company’s competitive advantage rapidly is the nature of the com-
petitors’ prior strategic commitments.*® By strategic commitment, Ghemawat means
a company’s commitment to a particular way of doing business, that is, to develop-
ing a particular set of resources and capabilities. Ghemawat’s point is that once a
company has made a strategic commitment, it will have difficulty responding to new
competition if doing so requires a break with this commitment. Therefore, when
competitors have long-established commitments to a particular way of doing busi-
ness, they may be slow to imitate an innovating company’s competitive advantage.
Its competitive advantage will thus be relatively durable.

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

Another determinant of the ability of competitors to respond to a company’s
competitive advantage is the absorptive capacity of competitors.’! Absorptive capac-
ity refers to the ability of an enterprise to identify, value, assimilate, and use new
knowledge. For example, in the 1960s and 1970s, Toyota developed a competitive
advantage based on its innovation of lean production systems. Competitors such as
GM were slow to imitate this innovation, primarily because they lacked the neces-
sary absorptive capacity. GM was a bureaucratic and inward-looking organization;
thus, it was difficult for the company to identify, value, assimilate, and use the knowl-
edge that underlies lean production systems. Indeed, long after GM had identified
and understood the importance of lean production systems, it was still struggling to
assimilate and use that new knowledge. Internal inertia forces can make it difficult for
established competitors to respond to a rival whose competitive advantage is based
on new products or internal processes, such as innovation.

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

Industry Dynamism

A dynamic industry environment is one that is changing rapidly. We examined the
factors that determine the dynamism and intensity of competition in an industry in
Chapter 2 when we discussed the external environment. The most dynamic industries
tend to be those with a high rate of product innovation, for example, the consumer
electronics industry and the personal computer industry. In dynamic industries, the
rapid rate of innovation means that product life cycles are shortening, and competi-
tive advantage can be fleeting. A company that has a competitive advantage today
may find its market position outflanked tomorrow by a rival’s innovation.

In the personal computer industry, the rapid increase in computing power during
the past two decades has contributed to a high degree of innovation and a turbulent
environment. Reflecting the persistence of innovation, in the late 1970s and early
1980s, Apple had an industry-wide competitive advantage due to its innovation. In
1981, IBM seized the advantage by introducing its first personal computer. By the
mid-1980s, IBM had lost its competitive advantage to high-power “clone” manu-
facturers such as Compagq that had beaten IBM in the race to introduce a computer
based on Intel’s 386 chip. In turn, in the 1990s, Compaq subsequently lost its com-
petitive advantage to Dell, which pioneered new low-cost ways of delivering com-
puters to customers using the Internet as a direct-selling device.

Summarizing Durability of Competitive Advantage

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

AVOIDING FAILURE AND SUSTAINING
COMPETITIVE ADVANTAGE

How can a company avoid failure and escape the traps that have snared so many
once-successful companies? How can managers build a sustainable competitive
advantage? Much of the remainder of this book deals with these issues. Following,
we identify several key points that set the scene for the coming discussion.

Why Companies Fail

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

Why does a company lose its competitive advantage and fail? The question is
particularly pertinent because some of the most successful companies of the last half-
century have seen their competitive position deteriorate at one time or another. IBM,
GM, American Express, Digital Equipment Corporation (DEC), and Sears, among
many others, which all at one time were held up as examples of managerial excel-
lence, have gone through periods where their financial performance was poor and
they clearly lacked any competitive advantage. We explore three related reasons for
failure: inertia, prior strategic commitments, and the Icarus paradox.

Inertia The inertia argument says that companies find it difficult to change their
strategies and structures when adapting to changing competitive conditions.’> IBM
is a classic example of this problem. For 30 years, it was viewed as the world’s
most successful computer company. Then in the space of a few years, its success
turned into a disaster: it lost $5 billion in 1992, leading to layoffs of more than
100,000 employees. IBM’s troubles were caused by a dramatic decline in the cost of
computing power as a result of innovations in microprocessors. With the advent of
powerful low-cost microprocessors, the locus of the computer market shifted from
mainframes to small, low-priced personal computers, leaving IBM’s huge mainframe
operations with a diminished market. Although IBM had a significant presence in
the personal computer market, it had failed to shift the focus of its efforts away from
mainframes and toward personal computers. This failure meant deep trouble for one
of the most successful companies of the 20th century. (IBM has now executed a suc-
cessful turnaround with a repositioning as a provider of e-commerce infrastructure
and solutions.)
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One reason that companies find it so difficult to adapt to new environmental
conditions seems to be the role of capabilities in causing inertia. Organizational
capabilities—the way a company makes decisions and manages its processes—can
be a source of competitive advantage, but they are difficult to change. IBM always
emphasized close coordination among operating units and favored decision pro-
cesses that stressed consensus among interdependent operating units as a prereq-
uisite for a decision to go forward.>* This capability was a source of advantage for
IBM during the 1970s, when coordination among its worldwide operating units
was necessary to develop, manufacture, and sell complex mainframes. But the slow-
moving bureaucracy that it had spawned was a source of failure in the 1990s, when
organizations had to adapt readily to rapid environmental change.

Capabilities are difficult to change because a certain distribution of power and
influence is embedded within the established decision-making and management pro-
cesses of an organization. Those who play key roles in a decision-making process
clearly have more power. It follows that changing the established capabilities of an
organization means changing its existing distribution of power and influence; those
whose power and influence would diminish then resist such change. Proposals for
change trigger turf battles. This power struggle and the political resistance associated
with trying to alter the way in which an organization makes decisions and manages
its process—that is, trying to change its capabilities—bring on inertia. This is not to
say that companies cannot change. However, because change is so often resisted by
those who feel threatened by it, change in most cases has to be induced by a crisis.
By then, the company may already be failing, as happened at IBM.

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

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

The Road to Ruin at DEC

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

Buoyed by its success, DEC turned into an engineer
ing monoculture—its engineers became idols; its market-
ing and accounting staff, however, were barely tolerated.
Component specifications and design standards were all
that senior managers understood. Technological fine-tuning
became such an obsession that the needs of customers
for smaller, more economical, userfriendly computers
were ignored. DEC’s personal computers, for example,
bombed because they were out of touch with the needs

of customers, and the company failed to respond to the
threat to its core market presented by the rise of com-
puter workstations and client-server architecture. Indeed,
Ken Olson was known for dismissing such new products.
He once said, “We always say that customers are right,
but they are not always right” Perhaps. But DEC, blinded
by its early success, failed to remain responsive to its
customers and changing-market conditions. In another
famous statement, when asked about personal comput-
ers in the early 1980s, Olson said, “| can see of no reason
why anybody would ever want a computer on their desk.”

By the early 1990s, DEC was in deep trouble. Olson
was forced out in July 1992, and the company lost bil-
lions of dollars between 1992 and 1995. It returned to
profitability in 1996, primarily because of the success
of a turnaround strategy aimed at reorienting the com-
pany to serve precisely those areas that Olson had dis-
missed. In 1998, the company was acquired by Compaq
Computer Corporation (which was subsequently pur
chased by Hewlett Packard) and disappeared from the
business landscape as an independent entity.

Sources: D. Miller, The Icarus Paradox (New York: HarperBusiness, 1990); P D. Llosa, “We Must Know What We Are Doing," Fortune,

November 14, 1994, 68.

Steps to Avoid Failure

Given that so many traps wait for companies, the question arises as to how strategic
managers can use internal analysis to find them and escape them. We now look at
several tactics that managers can use.

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

Institute Continuous Improvement and Learning The only constant in the
world is change. Today’s source of competitive advantage may soon be rapidly imi-
tated by capable competitors or made obsolete by the innovations of a rival. In such
a dynamic and fast-paced environment, the only way that a company can maintain
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a competitive advantage over time is to continually improve its efficiency, quality,
innovation, and responsiveness to customers. The way to do this is to recognize the
importance of learning within the organization.’® The most-successful companies
are not those that stand still, resting on their laurels. They are those that are always
seeking out ways of improving their operations and, in the process, are constantly
upgrading the value of their distinctive competencies or creating new competencies.
Companies such as GE and Toyota have a reputation for being learning organiza-
tions. This means that they are continually analyzing the processes that underlie their
efficiency, quality, innovation, and responsiveness to customers. Their objective is to
learn from prior mistakes and to seek out ways to improve their processes over time.
This has enabled Toyota, for example, to continually upgrade its employee produc-
tivity and product quality, and thus stay ahead of imitators.

Track Best Industrial Practice and Use Benchmarking One of the best ways to
develop distinctive competencies that contribute to superior efficiency, quality, inno-
vation, and responsiveness to customers is to identify and adopt best industrial prac-
tice. Only in this way will a company be able to build and maintain the resources and
capabilities that underpin excellence in efficiency, quality, innovation, and respon-
siveness to customers. (We discuss what constitutes best industrial practice in some
depth in chapter 4.) It requires tracking the practice of other companies, and perhaps
the best way to do so is through benchmarking: measuring the company against the
products, practices, and services of some of its most efficient global competitors.

Overcome Inertia Overcoming the internal forces that are a barrier to change
within an organization is one of the key requirements for maintaining a competitive
advantage, and an entire chapter, Chapter 4, is spent discussing this issue. Suffice it
to say that identifying barriers to change is an important first step. Once this step
has been taken, implementing change requires good leadership, the judicious use of
power, and appropriate changes in organizational structure and control systems.

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

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

1.

Distinctive competencies are the firm-specific
strengths of a company. Valuable distinctive
competencies enable a company to earn a profit
rate that is above the industry average.

The distinctive competencies of an organiza-
tion arise from its resources (its financial, physi-
cal, human, technological, and organizational
assets) and capabilities (its skills at coordinating
resources and putting them to productive use).
In order to achieve a competitive advantage, a
company needs to pursue strategies that build
on its existing resources and capabilities and for-
mulate strategies that build additional resources
and capabilities (develop new competencies).
The source of a competitive advantage is supe-
rior value creation.

To create superior value, a company must lower
its costs or differentiate its product so that it cre-
ates more value and can charge a higher price or
do both simultaneously.

Managers must understand how value creation
and pricing decisions affect demand and how
costs change with increases in volume. They
must have a good grasp of the demand con-
ditions in the company’s market and the cost
structure of the company at different levels of
output if they are to make decisions that maxi-
mize the profitability of their enterprise.

The four building blocks of competitive advan-
tage are efficiency, quality, innovation, and

DISCUSSION QUESTIONS

1.

2.

3.

What are the main implications of the material
discussed in this chapter for strategy formulation?
When is a company’s competitive advantage
most likely to endure over time?

It is possible for a company to be the lowest-
cost producer in its industry and simultaneously
have an output that is the most valued by cus-
tomers. Discuss this statement.

10.

11.

4.

5.

responsiveness to customers. These are generic
distinctive competencies. Superior efficiency
enables a company to lower its costs; superior
quality allows it to charge a higher price and
lower its costs; and superior customer service
lets it charge a higher price. Superior innova-
tion can lead to higher prices, particularly
in the case of product innovations, or lower
unit costs, particularly in the case of process
innovations.

If a company’s managers are to perform a good
internal analysis, they need to be able to ana-
lyze the financial performance of their company,
identifying how the strategies of the company
relate to its profitability, as measured by the
ROIC.

The durability of a company’s competitive
advantage depends on the height of barriers
to imitation, the capability of competitors, and
environmental dynamism.

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

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

Why is it important to understand the drivers of
profitability, as measured by the ROIC?

Which is more important in explaining the
success and failure of companies: strategizing
or luck?
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PRACTICING STRATEGIC M ANAGEMENT

Small-Group Exercise:
Analyzing Competitive Advantage

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

1. Does your business school have a competitive
advantage?

2. If so, on what is this advantage based and is
this advantage sustainable?

3. If your school does not have a competitive
advantage in the market for business educa-
tion, identify the inhibiting factors that are
holding it back.

4. How might the Internet change the way in
which business education is delivered?

5. Does the Internet pose a threat to the com-
petitive position of your school in the market
for business education or is it an opportunity
for your school to enhance its competitive
position? (Note that it can be both.)

Article File 3

Find a company that has sustained its competitive
advantage for more than 10 years. Identify the
source of the competitive advantage and explain
why it has lasted so long.

Strategic Management Project: Module 3

This module deals with the competitive position
of your company. With the information you have
at your disposal, perform the following tasks and
answer the questions:

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

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

3. What are the distinctive competencies of your
company?

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

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

6. What are the barriers to imitating the distinc-
tive competencies of your company?

7. Is there any evidence that your company finds
it difficult to adapt to changing industry condi-
tions? If so, why do you think this is the case?
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Southwest Airlines

Southwest Airlines has long been one of the stand-
out performers in the U.S. airline industry. It is
famous for its low fares, which are often some 30%
lower than those of its major rivals. These are bal-
anced by an even lower cost structure, enabling it
to record superior profitability even in bad years
such as 2002, when the industry faced slumping
demand in the wake of the September 11 terror-
ist attacks. Indeed, from 2001 to 2005, quite possi-
bly the worst four years in the history of the airline
industry, while every other major airline lost money,
Southwest made money every year and earned an
ROIC of 5.8%. Even in 2008, an awful year for
most airlines, Southwest made a profit and earned
an ROIC of 4%.

Southwest operates somewhat differently from
many of its competitors. While operators like Ameri-
can Airlines and United Airlines route passengers
through hubs, Southwest Airlines flies point-to-
point, often through smaller airports. By competing
in a way that other airlines do not, Southwest has
found that it can capture enough demand to keep
its planes full. Moreover, because it avoids many
hubs, Southwest has experienced fewer delays. In the
first eight months of 2008, Southwest planes arrived
on schedule 80% of the time, compared to 76% at
United and 74% at Continental.

Southwest flies only one type of plane, the Boeing
737. This reduces training costs, maintenance costs,
and inventory costs while increasing efficiency in
crew and flight scheduling. The operation is nearly
ticketless, with no seat assignments, which reduces
cost and back-office accounting functions. There are
no meals or movies in flight, and the airline will not
transfer baggage to other airlines, reducing the need
for baggage handlers.

Southwest also has high employee productivity.
One-way airlines measure employee productivity
is by the ratio of employees to passengers carried.
According to figures from company 10-K statements,
in 2008 Southwest had an employee-to-passenger
ratio of 1 to 2,400, the best in the industry. By com-
parison, the ratio at United Airlines was 1 to 1,175
and, at Continental, it was 1 to 1,1235.

Southwest devotes enormous attention to the peo-
ple it hires. On average, the company hires only 3%
of those interviewed in a year. When hiring, it empha-
sizes teamwork and a positive attitude. Southwest
rationalizes that skills can be taught, but a positive
attitude and a willingness to pitch in cannot. South-
west also creates incentives for its employees to work
hard. All employees are covered by a profit-sharing
plan, and at least 25% of an employee’s share of the
profit-sharing plan has to be invested in Southwest
Airlines stock. This gives rise to a simple formula:
the harder employees work, the more profitable
Southwest becomes, and the richer the employees
get. The results are clear. At other airlines, one would
never see a pilot helping to check passengers onto
the plane. At Southwest, pilots and flight attendants
have been known to help clean the aircraft and check
in passengers at the gate. They do this to turn around
an aircraft as quickly as possible and get it into the
air again because an aircraft does not make money
while it is on the ground. This flexible and motivated
workforce leads to higher productivity and reduces
the company’s need for more employees.

Because Southwest flies point-to-point rather
than through congested airport hubs, there is no
need for dozens of gates and thousands of employ-
ees to handle banks of flights that come in and then
disperse within a two-hour window, leaving the hub
empty until the next flights a few hours later. The
result: Southwest can operate with far fewer employ-
ees than airlines that fly through hubs.3*

Case Discussion Questions

1. How would you characterize the business model
of Southwest Airlines? How does this differ from
the business model used at many other airlines,
such as United and American Airlines?

2. Identify the resources, capabilities, and distinc-
tive competencies of Southwest Airlines.

3. How do Southwest’s resources, capabilities, and
distinctive competencies translate into superior
financial performance?

4. How secure is Southwest’s competitive advan-
tage? What are the barriers to imitation here?

105



BUILDING COMPETITIVE ADVANTAGE
THROUGH FUNCTIONAL-LEVEL STRATEGY

LEAIRNING

After reading this chapter, you should be able to

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

¢ David could look back on a very impressive
. 15 years at the helm, during which time rev-
: enues tripled while net profits rose tenfold.
: Today, United Technologies is a $60 billion
. diversified manufacturing enterprise with busi-
i nesses including jet-engine-maker Pratt &
¢ Whitney; Carrier, an air-conditioning business;
i and Otis Elevators.

A major source of the profit surge over the

¢ last 15 years has been productivity improve-
. ments. At the heart of these is a program known
. as Achieve Competitive Excellence (ACE). The
. program was a result of collaboration between
: David and a Japanese quality consultant,
: Yuzuru Ito, who at one time was a quality
i expert at Matsushita, the Japanese consumer
i electronics giant. David brought Ito in to figure

OB JECT.I

V E S

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

e Explain how an enterprise can use functional-level
strategies to increase its customer responsiveness

- Productivity Improvement at United Technologies :
- In 2007, George David, the long-time CEO of United Technologies, retired.

out why Otis Elevators performed so poorly :
compared to those from rival Mitsubishi. The :
number of times a building owner had to call a :
mechanic was 40 times per year for Otis prod- :
ucts and just 0.5 times a year for those from :
Mitsubishi. What Ito uncovered was a range :
of problems ranging from bad design to poor :
manufacturing practices and a lack of qual- :
ity control in Otis’ factories. Ito explained to :
David how poor quality hurt employee pro- :
ductivity because time was wasted building :
defective products. Poor quality also hurt :
demand because customers were less likely :
to buy products from a company with a poor :

reputation for quality.

The solution to these problems at Otis :
included designing elevators so that they :
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Overview

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

It is important to keep in mind the relationships between functional strategies,
distinctive competencies, differentiation, low cost, value creation, and profitability
(see Figure 4.1). Distinctive competencies shape the functional-level strategies that a
company can pursue. Managers, through their choices with regard to functional-level
strategies, can build resources and capabilities that enhance a company’s distinctive
competencies. Note also that the ability of a company to attain superior efficiency,
quality, innovation, and customer responsiveness will determine if its product offer-
ing is differentiated from that of its rivals and if it has a low cost structure. Recall
that companies that increase the utility consumers get from their products through
differentiation, while simultaneously lowering their cost structures, create more
value than their rivals. This leads to a competitive advantage and superior profit-
ability and profit growth.

The Opening Case illustrates some of these relationships. Managers at United
Technologies pursued functional-level strategies that raised productivity, increasing
the efficiency of their production processes, while also increasing the reliability of
their final product offering. The superior efficiency enabled United Technologies to
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Figure 4.1 The Roots of Competitive Advantage
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lower costs, while superior reliability enhanced product quality and helped to differ-
entiate the product offerings of United Technologies, thereby boosting sales volume.
The result: United Technologies created more value, and its profitability increased.
Consistent with the United Technologies example, much of this chapter is
devoted to looking at the basic strategies that can be adopted at the functional level
to improve competitive position. By the end of this chapter, you will understand how
functional-level strategies can be used to build a sustainable competitive advantage.

ACHIEVING SUPERIOR EFFICIENCY

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

Efficiency and Economies of Scale

Economies of scale are unit cost reductions associated with a large scale of output.
You will recall from the previous chapter that it is very important for managers to
understand how the cost structure of their enterprise varies with output because this
understanding should help to drive strategy. For example, if unit costs fall signifi-
cantly as output is expanded—that is, if there are significant economies of scale—a
company may benefit by keeping prices down and increasing volume.
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One source of economies of scale is the ability to spread fixed costs over a large
production volume. Fixed costs are costs that must be incurred to produce a prod-
uct whatever the level of output; examples are the costs of purchasing machinery,
setting up machinery for individual production runs, building facilities, advertis-
ing, and R&D. For example, Microsoft spent approximately $5 billion to develop
the latest version of its Windows operating system, Windows Vista. It can realize
substantial scale economies by spreading the fixed costs associated with developing
the new operating system over the enormous unit sales volume it expects for this
system (95% of the world’s 250 million personal computers use Microsoft operating
systems). These scale economies are significant because of the trivial incremental (or
marginal) cost of producing additional copies of Windows Vista. Once the master
copy has been produced, additional CDs containing the operating system can be
produced for a few cents. The key to Microsoft’s efficiency and profitability (and that
of other companies with high fixed costs and trivial incremental or marginal costs) is
to increase sales rapidly enough that fixed costs can be spread out over a large unit
volume so that substantial scale economies can be realized.

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

These examples illustrate that economies of scale can boost profitability, as
measured by ROIC, in a number of ways. Economies of scale exist in produc-
tion, sales and marketing, and R&D, and the overall effect of realizing econo-
mies of scale is to reduce spending as a percentage of revenues on COGS, SG&A
expenses, and R&D expenses, thereby boosting ROS and, by extension, ROIC (see
Figure 3.9). Moreover, by making more intensive use of existing capacity, a com-
pany can increase the amount of sales generated from its PPE, thereby reducing
the amount of capital it needs to generate a dollar of sales, thus increasing its
capital turnover and its ROIC.

The concept of economies of scale is illustrated in Figure 4.2, which shows that
as a company increases its output, unit costs fall. This process comes to an end at an
output of Q1, where all scale economies are exhausted. Indeed, at outputs of greater
than Q1, the company may encounter diseconomies of scale, which are the unit
cost increases associated with a large scale of output. Diseconomies of scale occur
primarily because of the increasing bureaucracy associated with large-scale enter-
prises and the managerial inefficiencies that can result.? Larger enterprises have a
tendency to develop extensive managerial hierarchies in which dysfunctional politi-
cal behavior is commonplace, information about operating matters is accidentally
and deliberately distorted by the number of managerial layers through which it has
to travel to reach top decision makers, and poor decisions are the result. As a result,
past some point (such as Q1 in Figure 4.2), the inefficiencies that result from such
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Figure 4.2 Economies and Diseconomies of Scale
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developments outweigh any additional gains from economies of scale, and unit costs
start to rise as output expands.

Managers must know not only the extent of economies of scale but also where
diseconomies of scale begin to occur. At Nucor for example, the realization that dis-
economies of scale exist has led to a decision not to build plants that employ more
than 300 individuals. The belief is that it is more efficient to build two plants, each
employing 300 people, than one plant employing 600 people. Although the larger
plant might theoretically be able to reap greater scale economies, Nucor’s manage-
ment believes that these would be swamped by the diseconomies of scale that come
with larger organizational units.

Efficiency and Learning Effects

Learning effects are cost savings that come from learning by doing. Labor, for exam-
ple, learns by repetition how best to carry out a task. Therefore, labor productivity
increases over time, and unit costs fall as individuals learn the most efficient way
to perform a particular task. Equally important, management in new manufactur-
ing facilities typically learns over time how best to run the new operation. Hence,
production costs decline because of increasing labor productivity and management
efficiency. Japanese companies like Toyota are noted for making learning a central
part of their operating philosophy.

Learning effects tend to be more significant when a technologically complex
task is repeated because there is more to learn. Thus, learning effects will be more
significant in an assembly process that has 1,000 complex steps than in one with
100 simple steps. Although learning effects are normally associated with the manu-
facturing process, there is every reason to believe that they are just as important in
service industries. For example, one famous study of learning in the context of the
health care industry found that more-experienced medical providers posted signifi-
cantly lower mortality rates for a number of common surgical procedures, suggest-
ing that learning effects are at work in surgery.> The authors of this study used the
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evidence to argue for establishing regional referral centers for the provision of highly
specialized medical care. These centers would perform many specific surgical pro-
cedures (such as heart surgery), replacing local facilities with lower volumes and
presumably higher mortality rates. Another recent study found strong evidence of
learning effects in a financial institution. The study looked at a newly established
document-processing unit with 100 staff members and found that, over time, docu-
ments were processed much more rapidly as the staff learned the process. Overall,
the study concluded that unit costs fell every time the cumulative number of docu-
ments processed doubled.* Strategy in Action 4.1 looks at the determinants of differ-
ences in learning effects across a sample of hospitals performing cardiac surgery.

In terms of the unit cost curve of a company, although economies of scale imply a
movement along the curve (say, from A to B in Figure 4.3), the realization of learning
effects implies a downward shift of the entire curve (B to C in Figure 4.3) as both
labor and management become more efficient over time at performing their tasks at
every level of output. In accounting terms, learning effects in a production setting
will reduce the COGS as a percentage of revenues, enabling the company to earn a
higher ROS and ROIC.

No matter how complex the task is, however, learning effects typically die out
after a limited period of time. Indeed, it has been suggested that they are really
important only during the start-up period of a new process and cease after two or
three years.” When changes occur to a company’s production system—as a result of
merger or the use of new information technology, for example—the learning process
must begin again.

Efficiency and the Experience Curve

The experience curve refers to the systematic lowering of the cost structure, and
consequent unit cost reductions, that have been observed to occur over the life of a
product.® According to the experience-curve concept, unit manufacturing costs for a
product typically decline by some characteristic amount each time accumulated out-
put of the product is doubled (accumulated output is the total output of a product

Figure 4.2 The Impact of Learning and Scale Economies on Unit Costs
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Learning Effects in Cardiac Surgery

A study carried out by researchers at the Harvard Busi-
ness School tried to estimate the importance of learning
effects in the case of a specific new technology for mini-
mally invasive heart surgery that was approved by federal
regulators in 1996. The researchers looked at 16 hospitals
and obtained data on the operations for 660 patients.
They examined how the time required to undertake the
procedure varied with cumulative experience. Across
the 16 hospitals, they found that average time fell from
280 minutes for the first procedure with the new tech-
nology to 220 minutes by the time a hospital had per
formed 50 procedures. (Note that not all of the hospitals
performed 50 procedures, and the estimates represent an
extrapolation based on the data.)

Next they looked at differences across hospitals.
They found evidence of very large differences in learn-
ing effects. One hospital, in particular, stood out. This
hospital, which they called “Hospital M," reduced its net
procedure time from 500 minutes on case 1 to 132 min-
utes by case 50. Hospital M’s 88-minute procedure time
advantage over the average hospital at case 50 trans-
lated into a cost saving of approximately $2,250 per case
and allowed surgeons at the hospital to do one more
revenue-generating procedure per day.

The researchers tried to find out why Hospital M was
superior. They noted that all hospitals had similar state-
of-the-art operating rooms and used the same set of FDA
approved devices. All adopting surgeons went through

the same training courses, and all surgeons came from
highly respected training hospitals. Follow-up interviews,
however, suggested that Hospital M differed in how it
implemented the new procedure. The team was hand-
picked by the adopting surgeon to perform the surgery.
It had significant prior experience working together
(That was apparently a key criterion for team members.)
The team trained together to perform the new surgery.
Before undertaking a single procedure, they met with the
operating room nurses and anesthesiologists to discuss
the procedure. Moreover, the adopting surgeon man-
dated that the surgical team and surgical procedure was
stable in the early cases. The initial team went through
15 procedures, and new members were added or sub-
stituted 20 cases before the procedures were modified.
The adopting surgeon also insisted that the team meet
prior to each of the first 10 cases, and they also met after
the first 20 cases to debrief.

The picture that emerges is one of a core team that
was selected and managed to maximize the gains from
learning. Unlike other hospitals in which there was less
stability of team members and procedures, and less
attention to briefing, debriefing, and learning, surgeons
at Hospital M both learned much faster, and ultimately
achieved higher productivity than their peers in other
institutions. Clearly, differences in the implementation of
the new procedure were very important.

Source: G. P Pisano, R. M. J. Bohmer, and A. C. Edmondson, “Organizational Differences in Rates of Learning: Evidence from the
Adoption of Minimally Invasive Cardiac Surgery,” Management Science 47 (2001): 7562-768.

since its introduction). This relationship was first observed in the aircraft industry, in
which it was found that each time the accumulated output of airframes was doubled,
unit costs declined to 80% of their previous level.” Thus, the fourth airframe typically
cost only 80% of the second airframe to produce; the eighth airframe only 80% of
the fourth; the 16th only 80% of the eighth; and so on. The outcome of this process
is a relationship between unit manufacturing costs and accumulated output similar
to that illustrated in Figure 4.4. Economies of scale and learning effects underlie the
experience-curve phenomenon. Put simply, as a company increases the accumulated
volume of its output over time, it is able to realize both economies of scale (as vol-
ume increases) and learning effects. Consequently, unit costs and cost structure fall
with increases in accumulated output.
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Figure 4.4 The Experience Curve

Unit costs

Accumulated output over time

The strategic significance of the experience curve is clear: increasing a company’s
product volume and market share will lower its cost structure relative to its rivals.
Thus, company B in Figure 4.4, because it is farther down the experience curve, has
a cost advantage over company A because of its lower cost structure. The concept is
very important in industries that mass-produce a standardized output (for example,
the manufacture of semiconductor chips). A company that wishes to become more
efficient and lower its cost structure must try to ride down the experience curve as
quickly as possible. This means constructing efficient scale manufacturing facilities
even before it has generated demand for the product and aggressively pursuing cost
reductions from learning effects. It might also need to adopt an aggressive marketing
strategy—cutting prices to the bone, stressing heavy sales promotions and extensive
advertising to build up demand, hence, accumulating volume as quickly as possible.
The need to be aware of the relationship of demand, price options, and costs noted
in Chapter 3 is clear.

Once down the experience curve because of its superior efficiency, the company
is likely to have a significant cost advantage over its competitors. For example, it has
been argued that Intel uses such tactics to ride down the experience curve and gain a
competitive advantage over its rivals in the market for microprocessors.®

However, there are three reasons why managers should not become complacent
about efficiency-based cost advantages derived from experience effects. First, because
neither learning effects nor economies of scale go on forever, the experience curve
is likely to bottom out at some point; indeed, it must do so by definition. When this
occurs, further unit cost reductions from learning effects and economies of scale will
be hard to come by. Thus, in time, other companies can lower their cost structures
and match the cost leader. Once this happens, a number of low-cost companies can
have cost parity with each other. In such circumstances, a sustainable competitive
advantage must rely on strategic factors besides the minimization of production
costs by using existing technologies—factors such as better responsiveness to cus-
tomers, product quality, or innovation.

Second, as noted in Chapter 2, changes that are always taking place in the exter-
nal environment disrupt a company’s business model, so cost advantages gained

13



14

Part 2 The Nature of Competitive Advantage

from experience effects can be made obsolete by the development of new technolo-
gies. The price of television picture tubes followed the experience-curve pattern from
the introduction of television in the late 1940s until 1963. The average unit price
dropped from $34 to $8 (in 1958 dollars) in that time. However, the advent of color
TV interrupted the experience curve. To make picture tubes for color TVs, a new
manufacturing technology was required, and the price of color TV tubes shot up to
$51 by 1966. Then, the experience curve reasserted itself. The price dropped to $48
in 1968, $37in 1970, and $36 in 1972.° In short, technological change can alter the
rules of the game, requiring that former low-cost companies take steps to reestablish
their competitive edge.

A further reason for avoiding complacency is that producing a high volume of
output does not necessarily give a company a lower cost structure. Different technol-
ogies have different cost structures. For example, the steel industry has two alterna-
tive manufacturing technologies: an integrated technology, which relies on the basic
oxygen furnace, and a mini-mill technology, which depends on the electric arc fur-
nace. Whereas the basic oxygen furnace requires high volumes to attain maximum
efficiency, mini-mills are cost efficient at relative low volumes. Moreover, even when
both technologies are producing at their most efficient output levels, steel companies
with basic oxygen furnaces do not have a cost advantage over mini-mills. Conse-
quently, the pursuit of experience economies by an integrated company using basic
oxygen technology may not bring the kind of cost advantages that a naive reading
of the experience-curve phenomenon would lead the company to expect. Indeed,
there have been significant periods of time when integrated companies have not
been able to get enough orders to run at optimum capacity. Hence, their production
costs have been considerably higher than those of mini-mills.!® As we discuss next,
new flexible manufacturing technologies in many industries hold out the promise of
allowing small manufacturers to produce at unit costs comparable to those of large
assembly-line operations.

Efficiency, Flexible Production Systems,
and Mass Customization

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

This view of production efficiency has been challenged by the rise of flexible pro-
duction technologies. The term flexible production technology—or lean production
as it is sometimes called—covers a range of technologies designed to reduce setup
times for complex equipment, increase the use of individual machines through better
scheduling, and improve quality control at all stages of the manufacturing process.'!
Flexible production technologies allow the company to produce a wider variety of
end products at a unit cost that at one time could be achieved only through the
mass production of a standardized output (see Figure 4.5b). Indeed, research sug-
gests that the adoption of flexible production technologies may increase efficiency
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Figure 4.5 Tradeoff between Costs and Product Variety
(a) Traditional Manufacturing (b) Flexible Manufacturing
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and lower unit costs relative to what can be achieved by the mass production of a
standardized output, while at the same time enabling the company to customize its
product offering to a much greater extent than was once thought possible. The term
mass customization has been coined to describe the ability of companies to use flex-
ible manufacturing technology to reconcile two goals that were once thought to be
incompatible: low cost and differentiation through product customization.!? For an
extended example of the benefits of mass customization, see Strategy in Action 4.2,
which looks at mass customization at Lands’ End.

Flexible machine cells are a common flexible production technology. A flexible
machine cell is a grouping of various types of machinery, a common materials han-
dler, and a centralized cell controller (a computer). Each cell normally contains four
to six machines capable of performing a variety of operations but dedicated to pro-
ducing a family of parts or products. The settings on the machines are computer
controlled, which allows each cell to switch quickly between the production of dif-
ferent parts or products.

Improved capacity utilization and reductions in work in progress (that is, stock-
piles of partly finished products) and waste are major efficiency benefits of flexible
machine cells. Improved capacity utilization arises from the reduction in setup times
and the computer-controlled coordination of production flow between machines,
which eliminates bottlenecks. The tight coordination between machines also reduces
work in progress. Reductions in waste are due to the ability of computer-controlled
machinery to identify ways to transform inputs into outputs while producing a mini-
mum of unusable waste material. Freestanding machines might be in use 50% of
the time; the same machines when grouped into a cell can be used more than 80% of
the time and produce the same end product with half the waste, thereby increasing
efficiency and resulting in lower costs.

The effects of installing flexible production technology on a company’s cost
structure can be dramatic. Ford is currently introducing flexible production



116

4.2 STRATEGY IN ACGTION

Part 2 The Nature of Competitive Advantage

Mass Customization at Lands’ End

Years ago, almost all clothing was made to individual
order by a tailor (a job shop production method). Then
along came the 20th century and techniques for mass
production, mass marketing, and mass selling. Produc-
tion in the industry shifted toward larger volume and
less variety based on standardized sizes. The benefits in
terms of production cost reductions were enormous, but
the customer did not always win. Offset against lower
prices was the difficulty of finding clothes that fit as well
as tailored clothes did. People come in a bewildering vari-
ety of shapes and sizes. Going into a store to purchase a
shirt, you get to choose between just foursizes—small,
medium, large, and extra large. It is estimated the cur
rent sizing categories in clothing fit only about one-third
of the population. The rest of us wear clothes in which
the fit is less than ideal.

The mass production system has drawbacks for
apparel manufacturers and retailers as well. Year after
year, apparel firms find themselves saddled with billions
of dollars in excess inventory that is either thrown away,
or put on sale, because retailers had too many items of
the wrong size and color. To try and solve this problem,
Lands' End has been experimenting with mass customi-
zation techniques.

To purchase customized clothes from Lands' End,
the customer provides information on Lands' End Web
site by answering a series of 15 questions (for pants) or
25 questions (for shirts) covering nearly everything from

waist to inseam. The process takes about 20 minutes the
first time through, but once the information is saved by
Lands’ End, it can be quickly accessed for repeat pur
chases. The customer information is then analyzed by an
algorithm that pinpoints a person’s body dimensions by
taking these data points and running them against a huge
database of typical sizes to create a unique, customized
pattern. The analysis is done automatically by a computer
that transmits the order to one of five contract manu-
facturer plants in the United States and elsewhere; the
plant cuts and sews the garment and ships the finished
product directly to the customer.

Today customization is available for most categories
of Lands’ End clothing. Some 40% of its online shop-
pers choose a customized garment over the standard-
sized equivalent when they have the choice. Even though
prices for customized clothes are at least $20 higher
and take about three to four weeks to arrive, custom-
ized clothing reportedly accounts for a rapidly growing
percentage of Lands’ End’s $500 million online business.
Lands’ End states that its profit margins are roughly the
same for customized clothes as regular clothes, but
the reductions in inventories that come from matching
demand to supply account for additional cost savings.
Moreover, customers who customize appear to be more
loyal, with reordering rates that are 34% higher than for
buyers of standard-sized clothing.

Sources: J. Schlosser, “Cashing in on the New World of Me," Fortune, December 13, 2004, 244-249; V. S. Borland, " Global
Technology in the Twenty-First Century,” Textile World, January 2003, 42-56; http://www.landsend.com.

technologies into its automotive plants around the world. These new technologies
should allow Ford to produce multiple models from the same line and to switch
production from one model to another much more quickly than in the past. In
total, Ford hopes to take $2 billion out of its cost structure between 2006 and 2010
through flexible manufacturing.'®

More generally, in terms of the profitability framework developed in Chapter 3,
flexible production technology should boost profitability (measured by ROIC) by
reducing the COGS as a percentage of revenues, reducing the working capital needed
to finance work-in-progress (because there is less of it), and reducing the amount of
capital that needs to be invested in PPE to generate a dollar of sales (because less
space is needed to store inventory).
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Marketing and Efficiency

The marketing strategy that a company adopts can have a major impact on effi-
ciency and cost structure. Marketing strategy refers to the position that a company
takes with regard to pricing, promotion, advertising, product design, and distribu-
tion. Some of the steps leading to greater efficiency are fairly obvious. For example,
riding down the experience curve to achieve a lower cost structure can be facilitated
by aggressive pricing, promotions, and advertising, all of which are the task of the
marketing function. Other aspects of marketing strategy have a less obvious but no
less important impact on efficiency. One important aspect is the relationship of cus-
tomer defection rates, cost structure, and unit costs.'*

Customer defection rates (or “churn rates”) are the percentage of a company’s
customers who defect every year to competitors. Defection rates are determined by
customer loyalty, which in turn is a function of the ability of a company to satisfy
its customers. Because acquiring a new customer entails certain one-time fixed costs
for advertising, promotions, and the like, there is a direct relationship between defec-
tion rates and costs. The longer a company holds on to a customer, the greater is the
volume of customer-generated unit sales that can be set against these fixed costs and
the lower the average unit cost of each sale. Thus, lowering customer defection rates
allows a company to achieve a lower cost structure.

One consequence of the defection-cost relationship is illustrated in Figure 4.6.
Because of the relatively high fixed costs of acquiring new customers, serving custom-
ers who stay with a company only for a short time before switching to competitors
often leads to a loss on the investment made to acquire those customers. The longer
a customer stays with a company, the more the fixed costs of acquiring that customer
can be spread out over repeat purchases, boosting the profit per customer. Thus, there
is a positive relationship between the length of time that a customer stays with a com-
pany and profit per customer. If a company can reduce customer defection rates, it
can make a much better return on its investment in acquiring customers and thereby
boost its profitability. In terms of the profitability framework developed in Chapter 3,

Figure 4.6 The Relationship between Customer Loyalty
and Profit per Customer
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reduced customer defection rates mean that the company needs to spend less on
SG& A expenses to generate a dollar of sales revenue, which increases both return on
sales and ROIC.

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

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

The key message, then, is that reducing customer defection rates and building
customer loyalty can be major sources of a lower cost structure. One study has
estimated that a 5% reduction in customer defection rates leads to the following
increases in profits per customer over average customer life: 75% in the credit card
business; 50% in the insurance brokerage industry; 45% in the industrial laundry
business; and 35% in the computer software industry.!®

A central component of developing a strategy to reduce defection rates is to iden-
tify customers who have defected, find out why they defected, and act on that infor-
mation so that other customers do not defect for similar reasons in the future. To
take these measures, the marketing function must have information systems capable
of tracking customer defections.

MATERIALS MANAGEMENT,
JUST-IN-TIME, AND EFFICIENCY

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

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

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

The drawback of JIT systems is that they deny companies buffer stocks of inven-
tory. Although buffer stocks are expensive to store, they can help tide a company
over shortages of inputs brought about by disruption among suppliers (for instance,
a labor dispute at a key supplier) and can help a company respond quickly to
increases in demand. However, there are ways around these limitations. For exam-
ple, to reduce the risks linked to dependence on just one supplier for an important
input, a company might decide to source inputs from multiple suppliers.

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

R&D Strategy and Efficiency

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

The second way in which the R&D function can help a company achieve a lower
cost structure is by pioneering process innovations. A process innovation is an inno-
vation in the way production processes operate that improves their efficiency. Pro-
cess innovations have often been a major source of competitive advantage. Toyota’s
competitive advantage is based partly on the company’s invention of new flexible
manufacturing processes that dramatically reduced setup times. This process inno-
vation enabled it to obtain efficiency gains associated with flexible manufacturing
systems years ahead of its competitors.

Human Resource Strategy and Efficiency

Employee productivity is one of the key determinants of an enterprise’s efficiency,
cost structure, and profitability.?’ Productive manufacturing employees can lower
COGS as a percentage of revenues, a productive sales force can increase sales rev-
enues for a given level of expenses, and productive employees in the company’s
R&D function can boost the percentage of revenues generated from new products
for a given level of R&D expenses. Thus, productive employees lower the costs of
generating revenues, increase ROS, and by extension boost the company’s ROIC.
The challenge for a company’s human resource function is to devise ways to increase
employee productivity. Among the choices it has are using certain hiring strategies,
training employees, organizing the workforce into self-managing teams, and linking
pay to performance. The running case in this chapter looks at the steps Walmart has
taken to boost employee productivity.

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

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

Self-Managing Teams The use of self-managing teams, whose members coordi-
nate their own activities and make their own hiring, training, work, and reward deci-
sions, has been spreading rapidly. The typical team comprises five to fifteen employees
who produce an entire product or undertake an entire task. Team members learn all
team tasks and rotate from job to job. Because a more flexible workforce is a result,
team members can fill in for absent coworkers and take over managerial duties such
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RUNNING CASE

Human Resource Strategy and Productivity at Walmart

Walmart has one of the most productive workforces
of any retailer. The roots of Walmart's high productivity
go back to the company's early days and the business
philosophy of the company's founder, Sam Walton.
Walton started off his career as a management trainee
at JCPenney. There he noticed that all employees were
called associates, and, moreover, that treating them
with respect seemed to reap dividends in the form of
high employee productivity.

When he founded Walmart, \Walton decided to call
all employees “associates” to symbolize their impor
tance to the company. He reinforced this by emphasiz-
ing that at Walmart, “Our people make the difference.”
Unlike many managers who have stated this mantra,
Walton believed it and put it into action. He believed
that if he treated people well, they would return the
favor by working hard, and that if he empowered
them, ordinary people could work together to achieve
extraordinary things. These beliefs formed the basis
for a decentralized organization that operated with an
open-door policy and open books. This allowed asso-
ciates to see just how their store and the company
were doing.

Consistent with the open-door policy, Walton con-
tinually emphasized that management needed to lis-
ten to associates and their ideas. As he noted:

The folks on the front lines—the ones who
actually talk to the customer—are the only
ones who really know what's going on out
there. You'd better find out what they know.
This really is what total quality is all about. To
push responsibility down in your organization,
and to force good ideas to bubble up within it,
you must listen to what your associates are
trying to tell you.

For all of his belief in empowerment, however,
Walton was notoriously tight on pay. Walton opposed
unionization, fearing that it would lead to higher pay
and restrictive work rules that would sap productivity.
The culture of Walmart also encouraged people to work
hard. One of Walton's favorite homilies was the “sun-

down rule,” which stated that one should never put off
until tomorrow what can be done today. The sundown
rule was enforced by senior managers, including Wal-
ton, who would drop in unannounced at a store, pep-
pering store managers and employees with questions,
but at the same time praising them for a job well done
and celebrating the “heroes” who took the sundown
rule to heart and did today what could have been put
off for tomorrow.

The key to getting extraordinary effort out of
employees, while paying them meager salaries, was
to reward them with profit-sharing plans and stock-
ownership schemes. Long before it became fash-
ionable in American business, Walton was placing a
chunk of Walmart's profits into a profit-sharing plan
for associates, and the company put matching funds
into employee stock-ownership programs. The idea
was simple: reward associates by giving them a stake
in the company, and they will work hard for low pay
because they know they will make it up in profit shar
ing and stock price appreciation.

For years, this formula worked extraordinarily well,
but there are now signs that Walmart's very success is
creating problems. In 2008, the company had a stag-
gering 2.1 million associates, making it the largest pri-
vate employer in the world. As the company has grown,
it has become increasingly difficult to hire people that
Walmart has traditionally relied on—those willing to
work long hours for low pay based on the promise of
advancement and reward through profit sharing and
stock ownership. The company has come under attack
for paying its associates low wages and pressuring
them to work long hours without overtime pay. Labor
unions have made a concerted but so far unsuccessful
attempt over time to unionize stores, and the company
itself is the target of lawsuits from employees alleging
sexual discrimination. Walmart claims that the nega-
tive publicity is based on faulty data, and perhaps that
is right, but if the company has indeed become too big
to put Walton's principles into practice, the glory days
may be over.

Sources: S. Walton and J. Huey, Sam Walton: Made in America (New York: Bantam, 1993). S. Maich, “Walmart's Mid Life Crisis,’
Maclean’s, August 23, 2004, 45; "The People Make It All Happen,” Discount Store News, October 1999, 103-106. http://www
.walmartstores.com.
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Ethical Dilemma

Reread the running case
on Walmart then discuss
the following question: Is
it ethical for Walmart to
pay its employees mini-
mum wage and to oppose
unionization, given that the
organization also works
its people very hard? Are
Walmart's  employment
and compensation prac-
tices  for  lowerlevel
employees (i.e., associ-
ates) ethical?

Part 2 The Nature of Competitive Advantage

as scheduling work and vacation, ordering materials, and hiring new members. The
greater responsibility thrust on team members and the empowerment it implies are
seen as motivators. (Empowerment is the process of giving lower-level employees
decision-making power.) People often respond well to being given greater autonomy
and responsibility. Performance bonuses linked to team production and quality tar-
gets work as an additional motivator.

The effect of introducing self-managing teams is reportedly an increase in pro-
ductivity of 30% or more and a substantial increase in product quality. Further
cost savings arise from eliminating supervisors and creating a flatter organizational
hierarchy, which also lowers the cost structure of the company. In manufacturing
companies, perhaps the most potent way to lower the cost structure is to com-
bine self-managing teams with flexible manufacturing cells. For example, after the
introduction of flexible manufacturing technology and work practices based on
self-managing teams, a GE plant in Salisbury, North Carolina, increased produc-
tivity by 250% compared with GE plants that produced the same products four
years earlier.??

Still, teams are no panacea; in manufacturing companies, self-managing teams
may fail to live up to their potential unless they are integrated with flexible manu-
facturing technology. Also, teams put a lot of management responsibilities on team
members, and helping team members to cope with these responsibilities often requires
substantial training—a fact that many companies often forget in their rush to drive
down costs, with the result that the teams do not work out as well as planned.?

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

Information Systems and Efficiency

With the rapid spread of computers, the explosive growth of the Internet and corpo-
rate intranets (internal corporate computer networks based on Internet standards),
and the spread of high-bandwidth fiber optics and digital wireless technology, the
information systems function is moving to center stage in the quest for operating
efficiencies and a lower cost structure.?* The impact of information systems on pro-
ductivity is wide ranging and potentially affects all other activities of a company. For
example, Cisco Systems has been able to realize significant cost savings by moving
its ordering and customer service functions online. The company has just 300 service
agents handling all of its customer accounts, compared to the 900 it would need
if sales were not handled online. The difference represents an annual saving of
$20 million a year. Moreover, without automated customer service functions, Cisco
calculates that it would need at least 1,000 additional service engineers, which
would cost about $75 million.” Dell also makes extensive use of the Internet to
lower its cost structure and differentiate itself from rivals.
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Like Cisco and Dell, many companies are using Web-based information systems
to reduce the costs of coordination between the company and its customers and the
company and its suppliers. By using Web-based programs to automate customer
and supplier interactions, companies can substantially reduce the number of peo-
ple required to manage these interfaces, thereby reducing costs. This trend extends
beyond high-tech companies. Banks and financial service companies are finding that
they can substantially reduce costs by moving customer accounts and support func-
tions online. Such a move reduces the need for customer service representatives, bank
tellers, stockbrokers, insurance agents, and others. For example, it costs an average
of about $1.07 to execute a transaction at a bank, such as shifting money from one
account to another; executing the same transaction via the Internet costs $0.01.2¢

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

Infrastructure and Efficiency

A company’s infrastructure—that is, its structure, culture, style of strategic lead-
ership, and control system—determines the context within which all other value
creation activities take place. It follows that improving infrastructure can help a
company increase efficiency and lower its cost structure. Above all, an appropri-
ate infrastructure can help foster a company-wide commitment to efficiency and
promote cooperation among different functions in pursuit of efficiency goals. These
issues are addressed at length in later chapters.

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

Summary: Achieving Efficiency

Table 4.1 summarizes the primary roles that various functions must take to achieve
superior efficiency. Bear in mind that achieving superior efficiency is not something
that can be tackled on a function-by-function basis. It requires an organization-wide
commitment and an ability to ensure close cooperation among functions. Top man-
agement, by exercising leadership and influencing the infrastructure, plays a major
role in this process.
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Table 4.1 Primary Roles of Value Creation Functions in Achieving Superior Efficiency

Value Creation Function Primary Roles

Infrastructure (leadership) 1. Provide company-wide commitment to efficiency
2. Facilitate cooperation among functions

Production 1. Where appropriate, pursue economies of scale and learning economics
2. Implement flexible manufacturing systems

Marketing 1. Where appropriate, adopt aggressive marketing to ride down the
experience curve

2. Limit customer defection rates by building brand loyalty
Materials management 1. Implement JIT systems

2. Implement supply-chain coordination
R&D 1. Design products for ease of manufacture

2. Seek process innovations
Information systems 1. Use information systems to automate processes

2. Use information systems to reduce costs of coordination
Human resources 1. Institute training programs to build skills

2. Implement self-managing teams

3. Implement pay for performance

ACHIEVING SUPERIOR QUALITY

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



Chapter 4 Building Competitive Advantage Through Functional-Level Strategy

Attaining Superior Reliability

The principal tool that most managers now use to increase the reliability of their
product offering is the Six Sigma quality-improvement methodology. The Six
Sigma methodology is a direct descendant of the TQM philosophy that was widely
adopted, first by Japanese companies and then by American companies, during the
1980s and early 1990s.2” The TQM concept was developed by a number of American
management consultants, including W. Edwards Deming, Joseph Juran, and A. V.
Feigenbaum.?

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

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

2. As aresult, productivity improves.

3. Better quality leads to higher market share and allows the company to raise
prices.

4. This increases the company’s profitability and allows it to stay in business.

5. Thus the company creates more jobs.?

Deming identified a number of steps that should be part of any quality-
improvement program: A company should have a clear business model to specify
where it is going and how it is going to get there.

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

2. Quality of supervision should be improved by allowing more time for supervi-
sors to work with employees and giving them appropriate skills for the job.

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

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

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

6. Achieving better quality requires the commitment of everyone in the company.

It took the rise of Japan to the top rank of economic powers in the 1980s
to alert western business to the importance of the TQM concept. Since then,
quality-improvement programs have spread rapidly throughout western industry.
Strategy in Action 4.3 describes one of the most successful implementations of a
quality-improvement process, GE’s Six Sigma program.

Despite such instances of spectacular success, quality-improvement practices are
not universally accepted. A study by the American Quality Foundation found that
only 20% of United States companies regularly review the consequences of qual-
ity performance, compared with 70% of Japanese companies.®® Another study, this
one by Arthur D. Little, of 500 American companies using TQM found that only
36% believed that TQM was increasing their competitiveness.’! A prime reason for
this, according to the study, was that many companies had not fully understood or
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GE’s Six Sigma Quality Improvement Process

Six Sigma, a quality and efficiency program adopted by
several major corporations, including Motorola, GE, and
Allied Signal, aims to reduce defects, boost productivity,
eliminate waste, and cut costs throughout a company.
“Sigma” comes from the Greek letter that statisticians use
to represent a standard deviation from a mean: the higher
the number of sigma, the smaller the number of errors. At
Six Sigma, a production process would be 99.99966 % accu-
rate, creating just 3.4 defects per million units. Although it
is almost impossible for a company to achieve such perfec-
tion, several companies strive toward that goal.

GE is perhaps the most well-known adopter of Six
Sigma programs. Under the direction of long-serving
CEO Jack Welch, GE spent nearly $1 billion to convert all
of its divisions to the Six Sigma faith.

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

Achieving that reliability took a lot of work. GE's
engineers deconstructed the scanner into its basic

components and tried to improve the reliability of each
component through a detailed step-by-step analysis. For
example, the most important part of CT scanners is vac-
uum tubes that focus X-ray waves. The tubes that GE used
in previous scanners, which cost $60,000 each, suffered
from low reliability. Hospitals and clinics wanted the tubes
to operate for 12 hours a day for at least six months, but
typically they lasted only half that long. Moreover, GE was
scrapping some $20 million in tubes each year because
they failed preshipping performance tests, and a disturb-
ing number of faulty tubes were slipping past inspection,
only to be pronounced dead on arrival.

To try to solve the reliability problem, the Six Sigma
team took the tubes apart. They knew that one problem
was a petroleum-based oil used in the tube to prevent short
circuits by isolating the anode, which has a positive charge,
from the negatively charged cathode. The oil often dete-
riorated after a few months, leading to short circuits, but
the team did not know why. By using statistical “what-if"
scenarios on all parts of the tube, the researchers learned
that the lead-based paint on the inside of the tube was
adulterating the oil. Acting on this information, the team
developed a paint that would preserve the tube and pro-
tect the oil. By pursuing this and other improvements, the
Six Sigma team was able to extend the average life of a
vacuum tube in the CT scanner from three months to over
a year. Although the improvements increased the cost of
the tube from $60,000 to $85,000, the increased cost was
outweighed by the reduction in replacement costs, mak-
ing it an attractive proposition for customers.

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

embraced the TQM concept. They were looking for a quick fix, whereas implement-
ing a quality-improvement program is a long-term commitment.

Implementing Reliability Improvement Methodologies

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

First, it is important that senior managers buy into a quality-improvement pro-
gram and communicate its importance to the organization. Second, if a quality-
improvement program is to be successful, individuals must be identified to lead the
program. Under the Six Sigma methodology, exceptional employees are identified
and put through a “black belt” training course on the Six Sigma methodology. The
black belts are taken from their regular job roles and assigned to work solely on Six
Sigma projects for the next two years. In effect, the black belts become internal con-
sultants and project leaders. Because they are dedicated to Six Sigma programs, the
black belts are not distracted from the task at hand by day-to-day operating respon-
sibilities. To make a black belt assignment attractive, many companies now use it as
a step in a career path. Successful black belts may not return to their prior jobs after
two years but instead are promoted and given more responsibility.

Third, quality-improvement methodologies preach the need to identify
defects that arise from processes, trace them to their source, find out what caused
them, and make corrections so that they do not recur. Production and materials
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Table 4.2 Roles Played by Different Functions in Implementing Reliability Improvement Methodologies

Infrastructure (leadership) 1. Provide leadership and commitment to quality

2. Find ways to measure quality

3. Set goals and create incentives

4. Solicit input from employees

5. Encourage cooperation among functions
Production 1. Shorten production runs

2. Trace defects back to the source
Marketing 1. Focus on the customer

2. Provide customers’ feedback on quality

Materials management 1. Rationalize suppliers

. Help suppliers implement quality-improvement methodologies

2
3. Trace defects back to suppliers

R&D 1. Design products that are easy to manufacture

Information systems

Human resources

. Use information systems to monitor defect rates
. Institute quality-improvement training programs
. Identify and train “black belts”

. Organize employees into quality teams
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management typically have primary responsibility for this task. To uncover defects,
quality-improvement methodologies rely upon the use of statistical procedures to
pinpoint variations in the quality of goods or services. Once variations have been
identified, they must be traced to their source and eliminated.

One technique that greatly helps in tracing defects to their source is reducing
lot sizes for manufactured products. With short production runs, defects show up
immediately. Consequently, they can be quickly traced to the source, and the prob-
lem can be addressed. Reducing lot sizes also means that when defective products are
produced, their number will not be large, thus decreasing waste. Flexible manufac-
turing techniques can be used to reduce lot sizes without raising costs. JIT inventory
systems also play a part. Under a JIT system, defective parts enter the manufacturing
process immediately; they are not warehoused for several months before use. Hence,
defective inputs can be quickly spotted. The problem can then be traced to the sup-
ply source and corrected before more defective parts are produced. Under a more
traditional system, the practice of warehousing parts for months before they are used
may mean that large numbers of defects are produced by a supplier before they enter
the production process.

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

Fifth, once a metric has been devised, the next step is to set a challenging qual-
ity goal and create incentives for reaching it. Under Six Sigma programs, the goal is
3.4 defects per million units. One way of creating incentives to attain such a goal is
to link rewards, like bonus pay and promotional opportunities, to the goal.

Sixth, shop floor employees can be a major source of ideas for improving product
quality, so their participation needs to be incorporated into a quality-improvement
program.

Seventh, a major source of poor-quality finished goods is poor-quality compo-
nent parts. To decrease product defects, a company must work with its suppliers to
improve the quality of the parts they supply.

Eighth, the more assembly steps a product requires, the more opportunities there
are for making mistakes. Thus, designing products with fewer parts is often a major
component of any quality-improvement program.

Finally, implementing quality-improvement methodologies requires organization-
wide commitment and substantial cooperation among functions. R&D must
cooperate with production to design products that are easy to manufacture; market-
ing must cooperate with production and R&D so that customer problems identified
by marketing can be acted on; human resource management has to cooperate with
all the other functions of the company to devise suitable quality-training programs;
and so on.

Improving Quality as Excellence

As we stated in Chapter 3, a product is a bundle of different attributes, and reli-
ability is just one of them, albeit an important one. Products can also be differenti-
ated by attributes that collectively define product excellence. These attributes include
the form, features, performance, durability, and styling of a product. In addition, a
company can create quality as excellence by emphasizing attributes of the service
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associated with the product, such as ordering ease, prompt delivery, easy installa-
tion, the availability of customer training and consulting, and maintenance services.
Dell, for example, differentiates itself on ease of ordering (via the Web), prompt
delivery, easy installation, and the ready availability of customer support and main-
tenance services. Differentiation can also be based on the attributes of the people
in the company whom customers interact with when making a product purchase,
such as their competence, courtesy, credibility, responsiveness, and communication.
Singapore Airlines, for example, enjoys an excellent reputation for quality service,
largely because passengers perceive their flight attendants as competent, courteous,
and responsive to their needs. Thus, we can talk about the product attributes, the
service attributes, and the personnel attributes associated with a company’s product
offering (see Table 4.3).

For a product to be regarded as high in the excellence dimension, a company’s
product offering must be seen as superior to that of its rivals. Achieving a percep-
tion of high quality on any of these attributes requires specific actions by managers.
First, it is important for managers to collect marketing intelligence indicating which
of these attributes are most important to customers. For example, consumers of
personal computers may place a low weight on durability because they expect their
PCs to be made obsolete by technological advances within three years, but they may
place a high weight on features and performance. Similarly, ease of ordering and
timely delivery may be very important attributes for customers of online booksellers
(as they indeed are for customers of amazon.com), whereas customer training and
consulting may be very important attributes for customers who purchase complex
business-to-business software to manage their relationships with suppliers.

Second, once the company has identified the attributes that are important to
customers, it needs to design its products, and the associated services, so that those
attributes are embodied in the product, and it needs to make sure that personnel in
the company are appropriately trained so that the correct attributes are emphasized.
This requires close coordination between marketing and product development (the
topic of the next section) and the involvement of the human resource management
function in employee selection and training.

Third, the company must decide which of the significant attributes to promote
and how best to position them in the minds of consumers, that is, how to tailor the
marketing message so that it creates a consistent image in the minds of customers.

Table 4.3 Attributes Associated with a Product Offering

Associated Personnel

Product Attributes Service Attributes Attributes
Form Ordering ease Competence
Features Delivery Courtesy
Performance Installation Credibility
Durability Customer training Reliability

Reliability Customer consulting Responsiveness

Style Maintenance and repair Communication
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At this point, it is important to recognize that although a product might be differ-
entiated on the basis of six attributes, covering all of those attributes in the company’s
communication messages may lead to an unfocused message. Many marketing
experts advocate promoting only one or two central attributes to customers. For
example, Volvo consistently emphasizes the safety and durability of its vehicles in all
marketing messages, creating the perception in the minds of consumers (backed by
product design) that Volvo cars are safe and durable. Volvo cars are also very reliable
and have high performance, but the company does not emphasize these attributes in
its marketing messages. In contrast, Porsche emphasizes performance and styling in
all of its marketing messages; thus, a Porsche is positioned differently in the minds
of consumers than a Volvo is. Both are regarded as high-quality products because
both have superior attributes, but the attributes that the two companies have chosen
to emphasize are very different. They are differentiated from the average car in
different ways.

Finally, it must be recognized that competition does not stand still, but instead
produces continual improvement in product attributes and often the development
of new-product attributes. This is obvious in fast-moving high-tech industries where
product features that were considered leading edge just a few years ago are now
obsolete, but the same process is also at work in more stable industries. For example,
the rapid diffusion of microwave ovens during the 1980s required food compa-
nies to build new attributes into their frozen food products: they had to maintain
their texture and consistency while cooked in microwaves. A product could not be
considered high quality unless it could do that. This speaks to the importance of
having a strong R&D function in the company that can work with marketing and
manufacturing to continually upgrade the quality of the attributes that are designed
into the company’s product offerings. Exactly how to achieve this is covered in the
next section.

ACHIEVING SUPERIOR INNOVATION

In many ways, innovation is the most important source of competitive advantage.
This is because innovation can result in new products that better satisfy customer
needs, can improve the quality (attributes) of existing products, or can reduce the
costs of making products that customers want. The ability to develop innovative new
products or processes gives a company a major competitive advantage that allows it
to (1) differentiate its products and charge a premium price, and/or (2) lower its cost
structure below that of its rivals. Competitors, however, attempt to imitate success-
ful innovations and often succeed. Therefore, maintaining a competitive advantage
requires a continuing commitment to innovation.

Successful new product launches are major drivers of superior profitability. Rob-
ert Cooper looked at more than 200 new product introductions and found that of
those classified as successes, some 50% achieve a return on investment in excess
of 33%; half have a payback period of two years or less; and half achieve a mar-
ket share in excess of 35%.% Many companies have established a track record for
successful innovation. Among them Sony, whose successes include the Walkman,
the CD, and the PlayStation; Nokia, which has been a leader in the development
of wireless phones; Pfizer, a drug company that during the 1990s and early 2000s
produced eight blockbuster new drugs; 3M, which has applied its core competency
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in tapes and adhesives to developing a wide range of new products; Intel, which has
consistently managed to lead in the development of innovative new microprocessors
to run personal computers; and Cisco Systems, whose innovations helped to pave the
way for the rapid growth of the Internet.

The High Failure Rate of Innovation

Although promoting innovation can be a source of competitive advantage, the fail-
ure rate of innovative new products is high. Research evidence suggests that only
10% to 20% of major R&D projects give rise to a commercial products.** Well-pub-
licized product failures include Apple’s Newton, a personal digital assistant, Sony’s
Betamax format in the video player and recorder market, and Sega’s Dreamcast
videogame console. Although many reasons have been advanced to explain why so
many new products fail to generate an economic return, five explanations for failure
appear on most lists.>

First, many new products fail because the demand for innovations is inherently
uncertain. It impossible to know prior to market introduction whether the new prod-
uct has tapped an unmet customer need, and if there is sufficient market demand to
justify making the product. Although good market research can reduce the uncer-
tainty about likely future demand for a new technology, it cannot be eradicated, so
a certain failure rate is to be expected.

Second, new products often fail because the technology is poorly commercial-
ized. This occurs when there is definite customer demand for a new product, but
the product is not well adapted to customer needs because of factors such as poor
design and poor quality. For instance, the failure of Apple to establish a market for
the Newton, a handheld personal digital system that Apple introduced in the 1990s
can be traced to poor commercialization of a potentially attractive technology. Apple
predicted a $1 billion market for the Newton, but sales failed to materialize when it
became clear that the Newton’s handwriting software, an attribute that Apple chose
to emphasize in its marketing promotions, could not adequately recognize messages
written on the Newton’s message pad.

Third, new products may fail because of poor positioning strategy. Positioning
strategy is the specific set of options a company adopts for a product on four main
dimensions of marketing: price, distribution, promotion and advertising, and prod-
uct features. Apart from poor product quality, another reason for the failure of the
Newton was poor positioning strategy. The Newton was introduced at such a high
initial price (close to $1,000) that there would probably have been few buyers even
if the technology had been adequately commercialized.

Fourth, many new product introductions fail because companies often make
the mistake of marketing a technology for which there is not enough demand. A
company can get blinded by the wizardry of a new technology and fail to examine
whether there is customer demand for the product.

Finally, companies fail when they are slow to get their products to market. The
more time that elapses between initial development and final marketing—the slower
the “cycle time”—the more likely it is that someone else will beat the company to
market and gain a first-mover advantage.*® In the car industry, GM has suffered from
being a slow innovator. Its product development cycle has been about five years,
compared with two to three years at Honda, Toyota, and Mazda and three to four
years at Ford. Because they are based on five-year-old technology and design con-
cepts, GM cars are already out of date when they reach the market.
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Reducing Innovation Failures

One of the most important things that managers can do to reduce the high fail-
ure rate associated with innovation is to make sure that there is tight integration
between R&D, production, and marketing.’” Tight cross-functional integration can
help a company to ensure that:

Product development projects are driven by customer needs.

New products are designed for ease of manufacture.

Development costs are kept in check.

Time to market is minimized.

Close integration between R&D and marketing is achieved to ensure that prod-
uct development projects are driven by the needs of customers.

Sk whe

A company’s customers can be one of its primary sources of new product ideas.
The identification of customer needs, and particularly unmet needs, can set the con-
text within which successful product innovation takes place. As the point of contact
with customers, the marketing function can provide valuable information. Moreover,
integrating R&D and marketing is crucial if a new product is to be properly com-
mercialized. Otherwise, a company runs the risk of developing products for which
there is little or no demand.

Integration between R&D and production can help a company ensure that prod-
ucts are designed with manufacturing requirements in mind. Design for manufactur-
ing lowers manufacturing costs and leaves less room for mistakes, which can lower
costs and increase product quality. Integrating R&D and production can help lower
development costs and speed products to market. If a new product is not designed with
manufacturing capabilities in mind, it may prove too difficult to build, given existing
manufacturing technology. In that case, the product will have to be redesigned, and
both overall development costs and time to market may increase significantly. Making
design changes during product planning can increase overall development costs by
50% and add 25% to the time it takes to bring the product to market.*

One of the best ways to achieve cross-functional integration is to establish cross-
functional product development teams, composed of representatives from R&D,
marketing, and production. The objective of a team should be to take a product
development project from the initial concept development to market introduction. A
number of attributes seem to be important for a product development team to func-
tion effectively and meet all its development milestones.*

First, a heavyweight project manager—one who has high status within the
organization and the power and authority required to get the financial and human
resources that the team needs to succeed—should lead the team and be dedicated
primarily, if not entirely, to the project. The leader should believe in the project (a
champion) and be skilled at integrating the perspectives of different functions and
helping personnel from different functions work together for a common goal. The
leader should also be able to act as an advocate of the team to senior management.

Second, the team should be composed of at least one member from each key
function. The team members should have a number of attributes, including an ability
to contribute functional expertise, high standing within their function, a willingness
to share responsibility for team results, and an ability to put functional advocacy
aside. It is generally preferable if core team members are 100% dedicated to the
project for its duration. This makes sure that their focus is on the project, not on the
ongoing work of their function.
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Third, the team members should be physically co-located to create a sense of
camaraderie and facilitate communication. Fourth, the team should have a clear plan
and clear goals, particularly with regard to critical development milestones and devel-
opment budgets. The team should have incentives to attain those goals; for example,
pay bonuses when major development milestones are hit. Fifth, each team needs to
develop its own processes for communication and conflict resolution. For example,
one product development team at Quantum Corporation, a California-based manu-
facturer of disk drives for personal computers, instituted a rule that all major deci-
sions would be made and conflicts resolved at meetings that were held every Monday
afternoon. This simple rule helped the team to meet its development goals.*

Finally, there is good evidence that developing competencies in innovation
requires managers to take proactive steps to learn from their experience with prod-
uct development and incorporate the lessons from past successes and failures in
future new product development processes.*! This is easier said than done. To learn,
managers need to undertake an objective postmortem of a product development
project, identify key success factors and the root causes of failures, and allocate
resources toward fixing failures. Leaders also need to admit their own failures if they
are to encourage others to step up to the plate and identify what they did wrong.
Strategy in Action 4.4 looks at how Corning learned from a prior mistake to develop
a potentially promising new product.

The primary role that the various functions play in achieving superior innova-
tion is summarized in Table 4.4. The table makes two matters clear. First, top man-
agement must bear primary responsibility for overseeing the whole development

Table 4.4 Functional Roles for Achieving Superior Innovation
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Value Creation Function Primary Roles

Infrastructure (leadership) 1. Manage overall project (i.e., manage the development function)

2. Facilitate cross-functional cooperation

Production 1. Cooperate with R&D on designing products that are easy to manufacture

2. Work with R&D to develop process innovations
Marketing 1. Provide market information to R&D

2. Work with R&D to develop new products
Materials management No primary responsibility

R&D 1. Develop new products and processes

2. Cooperate with other functions, particularly marketing and manufacturing, in the

development process

Information systems 1. Use information systems to coordinate cross-functional and cross-company

product development work

Human resources 1. Hire talented scientists and engineers
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Corning: Learning from Innovation Failures

In 1998, Corning, then the world’s largest supplier of
fiber optic cable, decided to diversify into the develop-
ment and manufacture of DNA microarrays (DNA chips).
DNA chips are used to analyze the function of genes and
are an important research tool in the drug development
process. Corning tried to develop a DNA chip that could
print all 28,000 human genes onto a set of slides. By
2000, Corning had invested more than $100 million in
the project and its first chips were on the market, but the
project was a failure; in 2001 it was pulled.

What went wrong? Corning was late to market—a
critical mistake. The market was dominated by Affyme-
trix, which had been in the businesses since the early
1990s. By 2000, Affymetrix's DNA chips were the domi-
nant design; researchers were familiar with them, they
performed well, and few people were willing to switch
to chips from unproven competitors. Corning was late
because it adhered to its long-established innovation
processes, which were not entirely appropriate in the
biological sciences. In particular, Corning’s own in-house
experts in the physical sciences insisted on sticking to
rigorous quality standards that customers and life scien-
tists felt were higher than necessary. These quality stan-
dards proved to be very difficult to achieve. As a result,
the product launch was delayed, giving Affymetrix time

to consolidate its hold on the market. Moreover, Corning
failed to give prototypes of its chips to potential custom-
ers, and, consequently, it missed incorporating some cru-
cial features that customers wanted.

After reviewing this failure, Corning decided that
going forward, it needed to bring customers into the
development process earlier; it needed to hire more out-
side experts if it was diversifying into an area where it
lacked competencies to give those experts a larger say in
the development process.

The project was not a total failure, however, for
through it Corning discovered a vibrant and growing mar
ket: the market for drug discovery. By combining what it
had learned about drug discovery with another failed busi-
nesses, photonics, which manipulates data using light
waves, Corning created a new product called Epic. Epic is
a revolutionary technology for drug testing that uses light
waves instead of fluorescent dyes (the standard indus-
try practice). Epic promises to accelerate the process of
testing potential drugs and saving pharmaceutical com-
panies valuable R&D money. Unlike its DNA microarray
project, Corning had 18 pharmaceutical companies test
Epic before development was finalized. Corning used this
feedback to refine Epic. The company believes that ulti-
mately Epic could generate $500 million annually.

Sources: V. Govindarajan and C. Trimble, “How Forgetting Leads to Innovation,” Chief Executive, March 2006, 46-50.
J. McGregor, “"How Failure Breeds Success,” Business Week, July 10, 2006, 42-52.

process. This entails both managing the development funnel and facilitating coop-
eration among the functions. Second, the effectiveness of R&D in developing new
products and processes depends on its ability to cooperate with marketing and

production.

ACHIEVING SUPERIOR RESPONSIVENESS

TO CUSTOMERS

To achieve superior responsiveness to customers, a company must give customers
what they want, when they want it, and at a price they are willing to pay—so long as
the company’s long-term profitability is not compromised in the process. Customer
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responsiveness is an important differentiating attribute that can help to build brand
loyalty. Strong product differentiation and brand loyalty give a company more pric-
ing options; the company can charge a premium price for its products or keep prices
low to sell more goods and services to customers. Either way, the company that is
more responsive to its customers’ needs than its rivals will have a competitive advan-
tage, all else being equal.

Achieving superior responsiveness to customers means giving customers value
for money. Steps taken to improve the efficiency of a company’s production process
and the quality of its products should be consistent with this aim. In addition, giv-
ing customers what they want may require the development of new products with
new features. In other words, achieving superior efficiency, quality, and innovation
are all part of achieving superior responsiveness to customers. There are two other
prerequisites for attaining this goal. First, a company has to develop competency in
listening to and focusing on its customers and in investigating and identifying their
needs. Second, it constantly needs to seek better ways to satisfy those needs.

Focusing on the Customer

A company cannot be responsive to its customers’ needs unless it knows what those
needs are. Thus, the first step to building superior responsiveness to customers is to
motivate the whole company to focus on the customer. The means to this end are
demonstrating leadership, shaping employee attitudes, and using mechanisms for
bringing customers into the company.

Demonstrating Leadership Customer focus must start at the top of the orga-
nization. A commitment to superior responsiveness to customers brings attitudinal
changes throughout a company that ultimately can be built only through strong
leadership. A mission statement that puts customers first is one way to send a clear
message to employees about the desired focus. Another avenue is top management’s
own actions. For example, Tom Monaghan, the founder of Domino’s Pizza, stayed
close to the customers by visiting as many stores as possible every week, running
some deliveries himself, insisting that other top managers do the same, and eating
Domino’s pizza regularly.*?

Shaping Employee Attitudes Leadership alone is not enough to attain a superior
customer focus. All employees must see the customer as the focus of their activity
and be trained to focus on the customer, whether their function is marketing, manu-
facturing, R&D, or accounting. The objective should be to make employees think
of themselves as customers—to put themselves in customers’ shoes. At that point,
employees will be better able to identify ways to improve the quality of a customer’s
experience with the company.

To reinforce this mindset, incentive systems within the company should reward
employees for satisfying customers. For example, senior managers at the Four Sea-
sons hotel chain, who pride themselves on their customer focus, like to tell the story
of Roy Dyment, a doorman in Toronto who neglected to load a departing guest’s
briefcase into his taxi. The doorman called the guest, a lawyer, in Washington DC,
who desperately needed the briefcase for a morning meeting. Dyment hopped on a
plane to Washington and returned it—without first securing approval from his boss.
Far from punishing Dyment for making a mistake and not checking with manage-
ment before going to Washington, the Four Seasons responded by naming Dyment
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Employee of the Year.*’ This action sent a powerful message to Four Seasons employ-
ees about the importance of satisfying customer needs.

Bringing Customers into the Company “Know thy customer” is one of the keys
to achieving superior responsiveness to customers. Knowing the customer not only
requires that employees think like customers themselves; it also demands that they
listen to what their customers have to say and, as much as possible, bring them into
the company. Although this may not involve physically bringing customers into the
company, it does mean bringing in customers’ opinions by soliciting feedback on the
company’s goods and services and by building information systems that communi-
cate the feedback to the relevant people.

For example, consider direct-selling clothing retailer Lands’ End. Through its
catalog, the Internet, and customer service telephone operators, Lands’ End actively
solicits comments from its customers about the quality of its clothing and the kind
of merchandise they want it to supply. Indeed, it was customers’ insistence that ini-
tially prompted the company to move into the clothing segment. Lands’ End used
to supply equipment for sailboats through mail-order catalogs. However, it received
so many requests from customers to include outdoor clothing in its offerings that
it responded by expanding the catalog to fill this need. Soon clothing became the
main business, and Lands’ End dropped the sailboat equipment. Today, the company
still pays close attention to customer requests. Every month, a computer printout
of customer requests and comments is given to managers. This feedback helps the
company to fine-tune the merchandise it sells. Indeed, frequently new lines of mer-
chandise are introduced in response to customer requests.**

Satisfying Customer Needs

Once a focus on the customer is an integral part of the company, the next require-
ment is to satisfy the customer needs that have been identified. As already noted, effi-
ciency, quality, and innovation are crucial competencies that help a company satisfy
customer needs. Beyond that, companies can provide a higher level of satisfaction
if they differentiate their products by (1) customizing them, where possible, to the
requirements of individual customers and (2) reducing the time it takes to respond
to or satisfy customer needs.

Customization Customization is varying the features of a good or service to tailor
it to the unique needs or tastes of groups of customers or, in the extreme case, indi-
vidual customers. Although extensive customization can raise costs, the development
of flexible manufacturing technologies has made it possible to customize products to
a much greater extent than was feasible 10 to 15 years ago without experiencing a
prohibitive rise in cost structure (particularly when flexible manufacturing technolo-
gies are linked with Web-based information systems). For example, online retail-
ers such as amazon.com have used Web-based technologies to develop a homepage
customized for each individual user. When a customer accesses amazon.com, he or
she is offered a list of recommendations for books or music to purchase based on
an analysis of prior buying history, a powerful competency that gives amazon.com
a competitive advantage.
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The trend toward customization has fragmented many markets, particularly
customer markets, into ever smaller niches. An example of this fragmentation
occurred in Japan in the early 1980s when Honda dominated the motorcycle mar-
ket there. Second-place Yamaha decided to go after Honda’s lead. It announced
the opening of a new factory that, when operating at full capacity, would make
Yamaha the world’s largest manufacturer of motorcycles. Honda responded by
proliferating its product line and stepping up its rate of new-product introduc-
tion. At the start of what became known as the “motorcycle wars,” Honda had
60 motorcycles in its product line. Over the next 18 months, it rapidly increased
its range to 113 models, customizing them to ever smaller niches. Honda was
able to accomplish this without bearing a prohibitive cost penalty because it has
a competency in flexible manufacturing. The flood of Honda’s customized models
pushed Yamaha out of much of the market, effectively stalling its bid to overtake
Honda.*

Response Time Giving customers what they want when they want it requires
speed of response to customer demands. To gain a competitive advantage, a com-
pany must often respond to customer demands very quickly, whether the transaction
is a furniture manufacturer’s delivery of a product once it has been ordered, a bank’s
processing of a loan application, an automobile manufacturer’s delivery of a spare
part for a car that broke down, or the wait in a supermarket checkout line. We live
in a fast-paced society, where time is a valuable commodity. Companies that can
satisfy customer demands for rapid response build brand loyalty, differentiate their
products, and can charge higher prices for them.

Increased speed often lets a company choose a premium pricing option, as
the mail delivery industry illustrates. The air express niche of the mail delivery
industry is based on the notion that customers are often willing to pay consid-
erably more for overnight Express Mail as opposed to regular mail. Another
example of the value of rapid response is Caterpillar, the manufacturer of heavy
earth-moving equipment, who can get a spare part to any point in the world
within 24 hours. Downtime for heavy construction equipment is very costly, so
Caterpillar’s ability to respond quickly in the event of equipment malfunction is
of prime importance to its customers. As a result, many of them have remained
loyal to Caterpillar despite the aggressive low-price competition from Komatsu
of Japan.

In general, reducing response time requires (1) a marketing function that
can quickly communicate customer requests to production; (2) production and
materials-management functions that can quickly adjust production schedules in
response to unanticipated customer demands; and (3) information systems that can
help production and marketing in this process.

Table 4.5 summarizes the steps different functions must take if a company is to
achieve superior responsiveness to customers. Although marketing plays the critical
role in helping a company attain this goal, primarily because it represents the point
of contact with the customer, Table 4.5 shows that the other functions also have
major roles. Moreover, like achieving superior efficiency, quality, and innovation,
achieving superior responsiveness to customers requires top management to lead in
building a customer orientation within the company.
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Table 4.5 Primary Roles of Different Functions in Achieving Superior Responsiveness to Customers

Value Creation Function Primary Roles

Infrastructure (leadership) e Through leadership by example, build a company-wide commitment to
responsiveness to customers

Production e Achieve customization through implementation of flexible manufacturing
e Achieve rapid response through flexible manufacturing

Marketing e Know the customer
e Communicate customer feedback to appropriate functions

Materials management e Develop logistics systems capable of responding quickly to unanticipated
customer demands (JIT)

SUMMARY OF CHAPTER

1. A company can increase efficiency through a

number of steps: exploiting economies of scale
and learning effects; adopting flexible manufac-
turing technologies; reducing customer defec-
tion rates; implementing JIT systems; getting
the R&D function to design products that are
easy to manufacture; upgrading the skills of
employees through training; introducing self-
managing teams; linking pay to performance;
building a company-wide commitment to effi-
ciency through strong leadership; and designing
structures that facilitate cooperation among dif-
ferent functions in pursuit of efficiency goals.
Superior quality can help a company lower its
costs, differentiate its product, and charge a pre-
mium price.

. Achieving superior quality demands an

organization-wide commitment to quality and
a clear focus on the customer. It also requires
metrics to measure quality goals and incentives
that emphasize quality, input from employ-

R&D e Bring customers into the product development process

Information systems e Use Web-based information systems to increase responsiveness to customers

Human resources e Develop training programs that get employees to think like customers
themselves

ees regarding ways in which quality can be
improved, a methodology for tracing defects to
their source and correcting the problems that
produce them, a rationalization of the compa-
ny’s supply base, cooperation with the suppli-
ers that remain to implement TQM programs,
products that are designed for ease of manu-
facturing, and substantial cooperation among
functions.

The failure rate of new-product introductions
is high because of factors such as uncertainty,
poor commercialization, poor positioning strat-
egy, slow cycle time, and technological myopia.

. To achieve superior innovation, a company must

build skills in basic and applied research; design
good processes for managing development proj-
ects; and achieve close integration between the
different functions of the company, primarily
through the adoption of cross-functional product
development teams and partly parallel develop-
ment processes.
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6. To achieve superior responsiveness to custom-
ers often requires that the company achieve
superior efficiency, quality, and innovation.

7. To achieve superior responsiveness to custom-
ers, a company needs to give customers what
they want when they want it. It must ensure a
strong customer focus, which can be attained

DISCUSSION QUESTIONS

1. How are the four generic building blocks of
competitive advantage related to each other?

2. What role can top management play in helping
a company achieve superior efficiency, quality,
innovation, and responsiveness to customers?

3. In the long run, will adoption of Six Sigma
quality-improvement processes give a company
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by emphasizing customer focus through leader-
ship; training employees to think like customers;
bringing customers into the company through
superior market research; customizing products
to the unique needs of individual customers or
customer groups; and responding quickly to
customer demands.

a competitive advantage or will it be required
just to achieve parity with competitors?

In what sense might innovation be called the
single most important building block of com-
petitive advantage?

PRACTICING STRATEGIC M ANAGEMENT

Small-Group Exercise: Identifying Excellence

Break up into groups of three to five people and
appoint one group member as a spokesperson who
will communicate your findings to the class.

You are the management team of a start-up
company that will produce hard disc drives for
the personal computer industry. You will sell your
product to manufacturers of personal comput-
ers (original equipment manufacturers). The disk
drive market is characterized by rapid technologi-
cal change, product life cycles of only six to nine
months, intense price competition, high fixed costs
for manufacturing equipment, and substantial
manufacturing economies of scale. Your customers,
the original equipment manufacturers, issue very
demanding technological specifications that your
product has to comply with. They also pressure you
to deliver your product on time so that it fits in with
their own product introduction schedule.

1. In this industry, what functional competen-
cies are the most important for you to build?

2.

How will you design your internal processes
to ensure that those competencies are built
within the company?

Article File 4

Choose a company that is widely regarded as
excellent. Identify the source of its excellence and
relate it to the material discussed in this chapter.
Pay particular attention to the role played by the
various functions in building excellence.

Strategic Management Project: Module 4

This module deals with the ability of your company
to achieve superior efficiency, quality, innovation,
and responsiveness to customers. With the informa-
tion you have at your disposal, answer the follow-
ing questions and perform the tasks listed:

1. Isyour company pursuing any of the efficiency-
enhancing practices discussed in this chapter?

2. Is your company pursuing any of the quality-
enhancing practices discussed in this chapter?
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3. Isyour company pursuing any of the practices
designed to enhance innovation discussed in
this chapter?

4. TIs your company pursuing any of the prac-
tices designed to increase responsiveness to
customers discussed in this chapter?

Part 2 The Nature of Competitive Advantage

5. Evaluate the competitive position of your
company in the light of your answers to ques-
tions 1-4. Explain what, if anything, the com-
pany needs to do to improve its competitive
position.

Boosting Efficiency at Matsushita

In 2000, when Kunio Nakamura became CEQO of the
venerable Japanese electronics giant, Matsushita, it
was a company in deep trouble. Earnings had been
going south for years, and the company’s market
capitalization had shrunk to less than half of that of
long-time rival Sony. Employees were frustrated and
moral was poor. By the time he retired in June 2006,
Matsushita was delivering its best financial perfor-
mance in more than a decade. After losing $3.7 bil-
lion in 2002, in 2006 the company registered profits
of $1.37 billion. Moreover, earnings grew 20% to
$1.7 billion in 2007.

For a long time, the policy at Matsushita had
been to allow different divisions to develop identical
products, although at the end of the day typically
only one division was granted the right to market a
product. Early in his tenure, Nakamura put an end
to this internal competition, believing that it would
produce efficiency gains. He also effectively ended
the long-standing practice at Matsushita of lifetime
employment. He slashed the domestic workforce by
19% and reduced the number of layers in the man-
agement hierarchy. He pushed factory managers to
do everything possible to raise productivity, giv-
ing them challenging productivity goals, and tying
bonuses to the attainment of those goals.

Matsushita’s factory in Saga, Japan, exempli-
fies the obsession with productivity improvements.
Employees at the factory, which makes cordless
phones, faxes, and security cameras, doubled pro-
ductivity between 2000 and 2004 by introducing
robots into the assembly line, but factory managers
were not happy. An analysis of flow in the produc-
tion system showed that bottlenecks on the assembly

line meant that robots sat idle for longer than they
were working. So the plant’s managers ripped out
the assembly line conveyer belts and replaced them
with clusters of robots grouped into cells. The cells
allowed them to double up on slower robots to make
the entire manufacturing process run more smoothly.
Then they developed software to synchronize pro-
duction so that each robot jumped into action as
soon as the previous step was completed. If one
robot broke down, the workflow could be shifted to
another to do the same job.

The results were impressive. The time that it
took to build products was drastically reduced. It
formerly took two-and-one-half days into a produc-
tion run before the first finished products came off
the assembly line; now it takes as little as 40 min-
utes. Phones, for example, can now be assembled in
one-third of the time, doubling weekly output from
the same plant with the same number of employ-
ees. Shorter cycle times enabled the factory to slash
inventories. Work in progress, such as partly finished
products, along with components such as chipsets,
keypads, and circuit boards now spent far less time
in the factory.

The Saga factory is known as a “mother plant”
within Matsushita. Once process improvements have
been refined at a mother plant, they have to be trans-
ferred to other plants within the group as quickly as
possible. There are six other plants in the Saga group
in China, Malaysia, Mexico, and Britain. Most were
able to quickly copy what was done at Saga and saw
similar cuts in inventory and boosts in productivity.

Despite the faster pace of work, the factory
employees paid close attention to product quality.
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The short cycle times helped employees to identify
the source of defective products and quickly fix any
errors that led to quality problems. Consequently, at
less than 1% of output, by 2006 defect rates were
at an all time low in every factory. The reduction in
waste further boosted productivity and helped the
company to strengthen its reputation for producing
high-quality merchandise.*®

Case Discussion Questions

1. What are the benefits of eliminating the long-
standing policy at Matsushita that different divi-
sions should be allowed to develop the same basic
product? Are there any potential drawbacks of
such a policy change?

2. What do you think were the benefits of life-
time employment at Matsushita? Why then did

Nakamura effectively end this practice? What
benefits did he realize for Matsushita by doing so?

. What does the example of the Saga factory at

Matsushita tell you about the benefits of opti-
mizing workflow for (a) work in progress, (b) the
productivity of both employees, and (c) the capi-
tal invested in plant and equipment?

. What are the benefits to Matsushita of a reduc-

tion in defect rates?

. What does the Matsushita example tell you about

the importance of functional-level strategies for
competitive advantage?

. Matsushita is a manufacturing company. Do you

think that the principles discussed in the case are
as important for a service enterprise?
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BUILDING COMPETITIVE ADVANTAGE
THROUGH BUSINESS-LEVEL STRATEGY

LEAIRNDNING

After reading this chapter, you should be able to

Explain why a company must define its business
and how managers do this through their choices
about which customer groups, customer needs,
and distinctive competencies to pursue

Define competitive positioning and explain the
tradeoffs between differentiation, cost, and
pricing options

Identify the choices managers make to pursue a
business model based on some combination of

: Why? It had a policy of “self-promotion” that
. allowed Sony engineers to seek out projects
. anywhere in the company they thought they
¢ could contribute to new product innovation.
. Sony had hundreds of new product develop-
: ment teams in which its engineers churned out
: innovative electronics such as the Sony Play-
¢ Station, Trinitron TVs, and Walkman cassette

OB JECT.I

V E S

the main generic business-level strategies: cost
leadership, differentiation, and focus

Explain why each business model allows a
company to outperform its rivals, reach the
value creation frontier, and obtain above average
profitability

Discuss why some companies can successfully
make the competitive positioning decisions

that allow them to sustain their competitive
advantage over time while others cannot

. Sony’s Failure in Competitive Positioning :
Just a few years ago, engineers at Sony turned out an average of four :
- ideas for new products every day, and the company was the innova- :
. tion leader in the consumer electronics industry. :

players that allowed it to differentiate its prod-
ucts from competitors and charge customers :
premium prices.! By the early 2000s, Sony was :
the most profitable company in the electronics :
industry, but in 2009 it warned that instead of :
the $2.2 billion in profits, it expected to earn it :
now forecast a $2.9 billion operating loss—its :

first in 14 years.?
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What went wrong? Sony’s Welsh-born CEO

Howard Stringer who had been hired in 2006
¢ to develop a new business model that would
¢ allow it to maintain its leading industry posi-
. tion had no doubt that the company’s prob-
. lems were due to poor competitive positioning.
. On the one hand, Sony had failed to develop
¢ strategies to deal with competitors that were
. developing new and improved technologies
¢ and sustain its differentiated position. On the
i other hand, it had failed to develop strategies
¢ to deal with increasing low-cost competitors
i from Korea and Taiwan that were offering elec-
: tronic products at rock-bottom prices. Stringer
: claimed that despite the fact that Sony had an

“unbeatable” combination of top-notch con-

. sumer electronic products, and entertainment
. content such as blockbuster movies, TV pro-
. grams, and music, it had not managed to fuse
. them together into a digital package that could
¢ be easily delivered to customers online.?

On the differentiation side, Sony’s repu-

: tation as the most innovative company was
¢ challenged by the rapid advances of other elec-
: tronics and computer companies. Companies
¢ like Samsung, Visio, and Sharp had been much
: faster than Sony in developing the flat screen
: LCD technology that had made its Trinitron
. TVs obsolete. Apple had revolutionized music
. hardware and software with its iPod and
. iTunes platform that had made Sony’s Walk-
. man obsolete.* And, because Sony made more
¢ than 55% of its profits from its PlayStation
. business group, the performance of this divi-
i sion had been badly affected by the increas-
i ing popularity of Nintendo’s pioneering Wi,
: with its innovative “interactive” features, and
: from Microsoft’s Xbox, with its sophisticated
. Internet-linked consol and services. Indeed,
. by 2009 Nintendo had sold 50 million Wiis
. worldwide and had become the most profit-
. able consumer electronics company.

Why was Sony suffering from these failures

¢ in product positioning, despite the fact that it
. still had thousands of talented engineers con-
: tinually working on developing its distinctive

: competence

in innovation? Stringer said

frankly that the problem was because of the :
intense competition between Sony’s different :
product groups that had developed over time; :
groups were not sharing knowledge; they were :
hoarding it, and Sony’s position as the industry :
leader suffered as a result. “Too often we have :
been late to market with new products and this :
practice cannot be tolerated going forward.”” :
Although he had made attempts to change :
the way Sony operated, in 2009, Stringer :
announced that he was changing Sony’s tradi- :
tional product-group decision-making to one :
based on speedier, top-down decision-making. :
He removed Ryoji Chubachi, Sony’s powerful :
vice chairman and director of engineering, who :
he blamed for the slow pace of change. Stringer’s :
goal was to force a change in Sony’s competitive :
positioning by encouraging engineers to think :
about how consumers will use a new product :
before they focus on the product’s technical :
capabilities when deciding which new prod- :
ucts to invest in—to force a customer-oriented, :
not a product-oriented, business definition on :

the company.
On the cost side, however, Sony engineers’

focus on technical innovation also had dev- :
astating effects on its product positioning. :
Stringer announced that Sony’s practice of :
allowing its product divisions and individual :
engineers to champion whatever products :
they wished might increase innovation, but :
it had also resulted in a bloated cost struc- :
ture that was draining the company’s profits. :
Not only was the competition for resources :
between divisions for funds increasing costs, :
it had also led managers to ignore the need :
to manage the supply chain efficiently. For :
example, Sony was still making many com- :
ponents that other companies had out- :
sourced to efficient suppliers long ago. Sony :
was now behind its competitors because :
of its higher cost structure, and Stringer :
changed the company’s product position- :
ing in major ways. To reduce costs, Stringer :
announced thousands of layoffs and plans :
to close 10 of its 57 factories worldwide, :
and he ordered divisions to outsource all :
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Overview

As the Opening Case suggests, even an industry leader like Sony can experience
major problems in managing its business model successfully over time to maintain
its competitive advantage. This chapter examines how a company selects, pursues,
and maintains a business model that will allow it to compete effectively in an indus-
try and increase its profitability over time. A successful business model results from
business-level strategies that create a competitive advantage over rivals and achieve
superior performance in an industry.

In Chapter 2, we examined how the competitive forces at work inside an industry
affect its profitability. As industry forces change, so they change the profitability of
an industry and, thus, the profitability of any particular business model. Industry
analysis is vital in formulating a successful business model because it determines
(1) how existing companies will decide to change their business-level strategies to
improve the performance of their business model over time; (2) whether established
companies outside an industry may decide to create a business model to enter it;
and (3) whether entrepreneurs can devise a business model that will allow them to
compete successfully against existing companies in an industry.

In Chapter 3, we examined how competitive advantage depends on a company
developing a business model that allows it to achieve superior efficiency, quality,
innovation, and customer responsiveness—the building blocks of competitive advan-
tage. In Chapter 4, we discussed how every function must develop the distinctive
competencies that allow a company to implement a business model that will lead to
superior performance and competitive advantage in an industry.

In this chapter, we examine the competitive decisions involved in creating a busi-
ness model that will attract and retain customers and continue to do so over time so
that a company enjoys growing profitability. To create a successful business model,
strategic managers must (1) formulate business-level strategies that will allow a com-
pany to attract customers away from other companies in the industry (its competi-
tors) and (2) implement those business-level strategies, which also involves the use of
functional-level strategies to increase responsiveness to customers, efficiency, innova-
tion, and quality. As the Opening Case suggests, Sony failed to do this, and, by 2009,
it was unprofitable as a result.

By the end of this chapter, you will be able to distinguish between the principal
generic business models and business-level strategies that a company uses to obtain
a competitive advantage over its rivals. You will also understand why, and under
what circumstances, strategic leaders of companies like Sony, Apple, Nintendo, and
Microsoft change their company’s strategies over time to pursue different kinds of
business models to try to increase their competitive advantage over industry rivals.
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COMPETITIVE POSITIONING
AND THE BUSINESS MODEL

To create a successful business model, managers must choose a set of business-level
strategies that work together to give a company a competitive advantage over its
rivals; that is, they must optimize competitive positioning. As we noted in Chapter 1,
to craft a successful business model, a company must first define its business, which
entails decisions about (1) customer needs, or what is to be satisfied; (2) customer
groups, or who is to be satisfied; and (3) distinctive competencies, or how customer
needs are to be satisfied.® The decisions managers make about these three issues
determine which set of strategies they formulate and implement to put a company’s
business model into action and create value for customers. Consequently, we need to
examine the principal choices facing managers as they make these three decisions.

Formulating the Business Model:
Customer Needs and Product Differentiation

Customer needs are desires, wants, or cravings that can be satisfied by means of the
attributes or characteristics of a product (a good or service). For example, a person’s
craving for something sweet can be satisfied by a box of Godiva chocolates, a car-
ton of Ben & Jerry’s ice cream, a Snickers bar, or a spoonful of sugar. Two factors
determine which product a customer chooses to satisfy these needs: (1) the way a
product is differentiated from other products of its type so that it appeals to custom-
ers and (2) the price of the product. All companies must differentiate their products
to a certain degree to attract customers. Some companies, however, decide to offer
customers low-priced products and do not engage in much product differentiation.
Companies that seek to create something unique about their product differentiate
their products to a much greater degree than others so that they satisfy customers’
needs in ways other products cannot.

Product differentiation is the process of designing products to satisfy custom-
ers’ needs. A company obtains a competitive advantage when it creates, makes, and
sells a product in a way that better satisfies customer needs than its rivals do. Then
the four building blocks of competitive advantage come into play, for a company’s
decision to pursue one or more of these building blocks determine its approach to
product differentiation. If managers devise strategies to differentiate a product by
innovation, excellent quality, or responsiveness to customers, they are choosing a
business model based on offering customers differentiated products. On the other
hand, if managers base their business model on finding ways to increase efficiency
and reliability to reduce costs, they are choosing a business model based on offering
customers low-priced products.

Creating unique or distinctive products can be achieved in countless different
ways, which explains why there are usually many different companies competing in an
industry. Distinctiveness obtained from the physical characteristics of a product com-
monly results from pursuing innovation or quality, such as when a company focuses on
developing state-of-the-art car safety systems or on engineering a sports utility vehicle
(SUV) to give it sports car-like handling, something Porsche and BMW strive to achieve.
Similarly, companies might try to design their cars with features such as butter-soft,
hand-sewn leather interiors, fine wood fittings, and sleek, exciting body styling to appeal
to customers’ psychological needs, such as a personal need for prestige and status or to
declare a particular “lifestyle,” something Mercedes-Benz and Lexus strive for.”
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Differentiation has another important aspect. Companies that invest their
resources to create something distinct or different about their products can often
charge a higher or premium price for their product. For example, superb design or
technical sophistication allows companies to charge more for their products because
customers are willing to pay these higher prices. Porsche and Mercedes-Benz buyers
pay a high premium price to enjoy their sophisticated vehicles, as do customers of
Godiva chocolates, which retail for about $26 a pound—much more than, say, a box
of Whitman’s candies or a Hershey bar.

Consider the high-price segment of the car market, in which customers are will-
ing to pay more than $35,000 to satisfy their needs for a “personal luxury vehicle.”
In this segment, Cadillac, Mercedes-Benz, Infiniti, BMW, Jaguar, Lexus, Lincoln,
Audi, Volvo, Acura, and others are engaged in a continuing battle to design the “per-
fect” luxury vehicle—the one that best meets the needs of those who want such a
vehicle. Over time, the companies that attract the most luxury car buyers—because
they have designed the cars that possess the innovative features or excellent quality
and reliability these customers desire the most—are the ones that achieve a sustained
competitive advantage over rivals. For example, some customers value a sporty ride
and performance handling; Mercedes-Benz and BMW, because of their cutting-edge
technical design, can offer this driving experience better than any other carmaker.
Toyota’s Lexus division is well known for the smoothness and quietness of its cars
and their exceptional reliability. Lexus cars consistently outrank all other cars in
published reliability rankings, and this excellence appeals to a large group of custom-
ers who appreciate these qualities. Infinity’s reputation for both sportiness and reli-
ability has increased steadily in the 2000s as has its market share, and both Bentley
and Rolls-Royce that produce prestige cars can sell all they can make. Other luxury
carmakers have not fared so well. Cadillac, Lincoln, Audi, Acura, Saab, and Volvo
have found it more difficult to differentiate their cars, which sometimes compare
unfavorably to their rivals in terms of ride, comfort, safety, or reliability. Although
these less successful companies still sell many cars, customers often find their needs
better satisfied by the attributes and qualities of their rivals’ cars. It is the latter that
can sustain their competitive advantage over time. Even in the luxury car segment,
however, carmakers must be concerned with efficiency because price affects a buying
decision, even for highly differentiated products. Luxury carmakers compete to offer
customers the car with the ride, performance, and features that provide them with
the most value (satisfies their needs best) given the price of the car. Thus, Lexus cars
are always several thousand dollars less than comparable cars, and Toyota can price
these cars lower because of its low cost structure. For example, the Lexus LS460
at about $64,000 costs at least $20,000 less than the BMW 7 Series and Mercedes
S Class, its closest rivals. Most customers are discriminating and match price to dif-
ferentiation, even in the luxury car segment of the market, so BMW and Mercedes
have to offer customers something that justifies their vehicles’ higher prices.

At every price range in the car market—under $15,000, from $15,000 to $25,000,
from $25,000 to $35,000, and the luxury segment above $35,000—many models
of cars compete to attract customers. For each price range, a carmaker has to decide
how best to differentiate a particular car model to suit the needs of customers in that
price range. Typically, the more differentiated a product is, the more it will cost to
design and produce, and so differentiation leads to a higher cost structure. Thus, if
a carmaker is to stay within the $15,000 to $25,000 price range and yet design and
produce a differentiated car with a competitive advantage that allows it to outper-
form its rivals in the same price range, its managers have to make difficult choices.
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They have to forecast what features customers will most value; for example, they
may decide to trade-off sporty styling to increase safety features so that the car will
not cost too much to produce, which allows them to make a profit and still sell the
car for less than $25,000.

In sum, in devising a business model, strategic managers are always constrained
by the need to differentiate their products against the need to keep their cost structure
under control so that they can offer the product at a competitive price—a price that
offers customers as much or more value than the products of its rivals. Companies
that have built a competitive advantage through innovation, quality, and reliability
can differentiate their products more successfully than their rivals. In turn, because
customers perceive there is more value in their products, these companies can charge
a premium price, as Sony used to be able to do.

Formulating the Business Model:
Customer Groups and Market Segmentation

The second main choice involved in formulating a successful business model is to
decide which kind of product(s) to offer to which customer group(s). Customer
groups are the sets of people who share a similar need for a particular product.
Because a particular product usually satisfies several different kinds of desires and
needs, many different customer groups normally exist in a market. In the car market,
for example, some customers need basic transportation, some desire top-of-the-line
luxury, and others want the thrill of driving a sports car; these are three of the cus-
tomer groups in the car market.

In the athletic shoe market, the two main customer groups are those people who
use them for sporting purposes and those who like to wear them because they are
casual and comfortable. Within each customer group, there are often subgroups
composed of people who have an even more specific need for a product. Inside the
group of people who buy athletic shoes for sporting purposes, for example, are sub-
groups of people who buy shoes suited to a specific kind of activity, such as running,
aerobics, walking, and soccer (see Figure 5.1).

A company searching for a successful business model must group customers
according to the similarities or differences in their needs to discover what kinds of
products to develop for different kinds of customers. The marketing function per-
forms research to discover a group of customers’ primary need for a product, how
they will use it, and their income or buying power (to determine the balance between
differentiation and price). Other important attributes of a customer group are then
identified that more narrowly target their specific needs. Once a group of custom-
ers who share a similar or specific need for a product has been identified, this group
is treated as a market segment. Companies then decide whether to make and sell a
product designed to satisfy the specific needs of this customer segment.

Three Approaches to Market Segmentation Market segmentation is the way a
company decides to group customers, based on important differences in their needs
or preferences, to gain a competitive advantage.® First, the company must segment
the market according to how much customers are able and willing to pay for a par-
ticular product, such as the different price ranges for cars mentioned above. Once
price has been taken into consideration, customers can be segmented according to
the specific needs that are being satisfied by a particular product, such as the econ-
omy, luxury, or speed of cars mentioned earlier.
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Figure 5.1 Identifying Customer Groups and Market Segments
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In crafting a business model, managers have to think strategically about which
segments they are going to compete in and how they will differentiate their prod-
ucts for each segment. In other words, once market segments have been identified,
a company has to decide how responsive it should be to the needs of customers in
the different segments to obtain a competitive advantage. This decision determines a
particular company’s product range. There are three main approaches toward mar-
ket segmentation in devising a business model (Figure 5.2):

1. First, a company might choose 70t to recognize that different market segments
exist and make a product targeted at the average or typical customer. In this
case, customer responsiveness is at a minimum, and competitive advantage is
achieved through low price, not differentiation.

2. Second, a company can choose to recognize the differences between customer
groups and make a product targeted toward most or all of the different market
segments. In this case, customer responsiveness is high and products are being
customized to meet the specific needs of customers in each group, so competi-
tive advantage is obtained through differentiation, not low price.

3. Third, a company might choose to target just one or two market segments and
devote its resources to developing products for customers in just these segments.
In this case, it may be highly responsive to the needs of customers in only these
segments, or it may offer a bare-bones product to undercut the prices charged
by companies who do focus on differentiation. So, competitive advantage may
be obtained through a focus on low price or differentiation.

Because a company’s cost structure and operating costs increase when it makes
a different product for each market segment rather than just one product for the
whole market, why would a company devise a business model based on serving
customers in multiple market segments? The answer is that although operating costs
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Figure 5.2 Three Approaches to Market Segmentation
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increase, the decision to produce a range of products that are closely aligned with
the needs of customers in different market segments attracts many more customers
(because responsiveness to customers increases), and, therefore, sales revenues and
profits increase. A car company that offers a wide range of cars customized to the
needs of customers in different market segments increases the total number of cars it
can sell. As long as a company’s revenues increase faster than its operating costs as
its product range expands, profitability increases.

This does 7ot mean that all companies should decide to produce a wide range
of products aimed at each market segment. Profitability increases to the degree
that there are significant differences in customer needs for a product in a particu-
lar market or industry. In some industries, like cars, customer needs differ widely.
There are considerable differences in buyers’ primary needs for a car: income levels,
lifestyles, ages, and so on. For this reason, major global carmakers broaden their
product range and make vehicles to serve most market segments because this does
increase profitability. A company that produces only a single model, compared to a
company that produces 25 models, may therefore find itself at a serious competitive
disadvantage.

On the other hand, in some markets customers have similar needs for a prod-
uct, and so the relative price of competing products drives their buying choices.
In this situation, a company that strives to gain a competitive advantage by using
its resources to make and sell a single product as inexpensively as possible might
be the most profitable. The average customer buys the product because it’s “OK”
and good “value for the money.” This is the business model followed by companies
that specialize in making a low-cost product, such as BIC, which makes low-cost
razors and ballpoint pens, and Arm & Hammer, which makes baking soda. These
are products that most people use in the same way. This is also the business model
followed by companies like Walmart whose goal is to buy products from suppliers
as cheaply as possible and then sell them to customers at the lowest possible prices.
BIC and Walmart do not segment the market; they decide to serve the needs of
customers who want to buy products as inexpensively as possible. Walmart prom-
ises everyday low prices and price rollbacks; BIC promises the lowest-priced razor
blades that work acceptably.
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The third approach to market segmentation is to target a product just at one or
two market segments. To pursue this approach, a company must develop something
very special or distinctive about its product to attract a large share of customers
in those particular market segments. In the car market, for example, Rolls-Royce
and Porsche target their products at specific market segments. Porsche, for example,
targets its well-known sports cars at buyers in the high-priced sports car segment.
In a similar way, specialty retailers compete for customers in a particular market
segment, such as the segment composed of affluent people who can afford to buy
expensive handmade clothing, or people who enjoy wearing “trendy” shoes or jeans.
A retailer might also specialize in a particular style of clothing, such as western wear,
beachwear, or accessories. In many markets, these are enormous opportunities for
small companies to specialize in satisfying the needs of a specific market segment.
Often, these companies can better satisfy their customers’ needs because they are so
close to them and understand how their needs are changing over time.

Market segmentation is an evolving, ongoing process that presents considerable
opportunities for strategic managers to improve their company’s business model.
For example, in the car industry, savvy strategists often identify a “new” customer
group whose specific needs have not been met and who have had to “satisfice” and
buy a model that does not meet their needs exactly but is a reasonable compro-
mise. Now a car company can decide to treat this group as a market segment and
create a product designed to meet their specific needs, and, if it makes the right
choice, it has a blockbuster product. This was the origin of the minivan; the SUV;
crossover vehicles like the Honda Pilot, Toyota Scion, or Dodge Magnum; and
hybrid vehicles such as Toyota’s Prius and Honda’s 2009 Insight. In the case of
SUVs, many car buyers wanted a more rugged and powerful vehicle capable of car-
rying many passengers or towing heavy loads. They liked the comfort of a car but
also the qualities of a pickup. By combining these two, carmakers created the SUV
market segment. If managers make mistakes, however, and design a product for a
market segment that is much smaller than they expected, the opposite can occur.
After oil prices soared, United States carmakers ended production of many gas-
guzzling vehicles, such as the luxury Lincoln truck and Excursion SUV, and mas-
sively reduced production of other models after customer demand collapsed; even
Toyota had to temporarily suspend production of its blockbuster Tundra pickup.

Implementing the Business Model:
Building Distinctive Competencies

To develop a successful business model, strategic managers have to devise a set of
strategies that determine (1) how to differentiate and price their product and (2) how
much to segment a market and how wide a range of products to develop. Whether
these strategies will result in a profitable business model now depends on a strategic
manager’s ability to implement the business model, that is, to choose strategies that
will create products that provide customers with the most value, while keeping the
cost structure viable (because of the need to be price competitive).

In practice, this involves deciding how to invest a company’s capital to build
and shape distinctive competencies that result in a competitive advantage based on
superior efficiency, quality, innovation, and/or responsiveness to customers. Hence,
implementing a company’s business model sets in motion the specific set of functional-
level strategies needed to create a successful differentiation and low-cost business
strategy. We discussed how functional strategies can build competitive advantage
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RUNNING CASE

Walmart’'s Business Model and Competitive Positioning

As noted earlier, VWalmart's business model is based on
buying goods from suppliers as inexpensively as pos-
sible and then selling them to customers at the low-
est possible prices. Figure 5.3 identifies strategies that
SamWalton, the company's founder, developed to allow
the company to position itself to keep operating costs
to a minimum so that he could offer customers every-
day low prices and continuous price rollbacks. Walton
chose strategies to increase efficiency, such as having
low product differentiation (Walmart chooses minimal
advertising and low responsiveness to customers) and
targeting the mass market. His discount retail business
model was based on the idea that lower costs mean
lower prices.

Having devised a way to compete for customers,
Walton's task was now to implement the business

model in ways that would create a low-cost structure
to allow him to charge lower prices. One business-
level strategy he implemented was to locate his stores
in small towns where there were no low-cost competi-
tors; a second was to find ways to manage the value
chain to reduce the costs of getting products from
manufacturers to customers; and a third was to design
and staff store operations to increase efficiency. The
task of all functional managers in logistics, materi-
als management, sales and customer service, store
management, and so on, was to implement specific
functional-level strategies that supported the low-cost/
low-price business model. As Figure 5.3 suggests,
Walmart has made thousands of specific strategic
choices to allow it to implement its low-price business
model successfully.

in Chapter 4. The better the fit between a company’s business strategy and its
functional-level strategies, the more value and profit a company creates, as the Run-
ning Case on Walmart suggests.

COMPETITIVE POSITIONING
AND BUSINESS-LEVEL STRATEGY

Figure 5.4 presents a way of thinking about the competitive positioning decisions
that strategic managers make to create a successful business model.” The decision to
differentiate a product increases its perceived value to the customer so that market
demand for the product increases. Differentiation is expensive, however; for example,
strategies to improve product quality, support a higher level of service, or increase
innovation increase operating costs. Therefore, the decision to increase product dif-
ferentiation also raises a company’s cost structure and results in a higher unit cost.
(In some cases, if increased demand for the product allows a company to make large
volumes of the product and achieve economies of scale, these economies can offset
some of these extra costs; this effect is showed by the dashed line in Figure 5.4.)'°
To maximize profitability, managers must choose a premium pricing option that
compensates for the extra costs of product differentiation but is not so high that it
chokes off the increase in expected demand (to prevent customers from deciding
that the extra differentiation is not worth the higher price). Once again, to increase
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Figure 5.3 Walmart's Business Model
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profitability, managers must also search for other ways to reduce the cost structure
but not in ways that will harm the differentiated appeal of its products. There are
many specific functional strategies a company can adopt to achieve this. For exam-
ple, Nordstrom, the luxury department store retailer, differentiates itself in the retail
clothing industry by providing a high-quality shopping experience with elegant store
operations and a high level of customer service—all of which raise Nordstrom’s cost
structure. However, Nordstrom can still lower its cost structure by, for example,
managing its inventories efficiently and increasing inventory turnover. Also, its strat-
egy of being highly responsive to customers results in more customers and higher
demand, which means that sales per square foot increase. This revenue enables it
to make more intensive use of its facilities and salespeople, which leads to scale
economies and lower costs. Thus, no matter what level of differentiation a company
chooses to pursue in its business model, it always must recognize the way its cost
structure will vary as a result of its choice of differentiation and the other specific
strategies it adopts to lower its cost structure; in other words, differentiation and
cost structure decisions affect one another.

The last main issue shown in Figure 5.4 concerns the impact of the industry’s
competitive structure on a company’s differentiation, cost structure, and pricing
choices. Recall that strategies are developed in an industry environment populated
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Figure 5.4 Competitive Positioning at the Business Level
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Source: Copyright © C. W. L. Hill and G. R. Jones, “The Dynamics of Business-Level Strategy”
(unpublished manuscript, 2005).

by watchful and agile competitors; therefore, one company’s choice of competitive
positioning is always made with reference to those of its competitors. If, for example,
competitors start to offer products with new or improved features, a company may
be forced to increase its level of differentiation to remain competitive, even if this
reduces its profitability. Similarly, if competitors decide to develop products for new
market segments, the company will have to follow suit or become uncompetitive.
Thus, because differentiation increases costs, increasing industry competition can
drive up a company’s cost structure. When that happens, a company’s ability to
charge a premium price to cover these high costs may fall.

This is what happened to Sony when it lost its competitive advantage to competi-
tors making flat screen LCD TVs and gaming consoles. Its cost structure rose, but it
was unable to maintain its premium pricing, thus the result was lost profitability. Of
course, its competitors, like Apple and Nintendo, experienced the opposite situation.
Their innovative products, such as the iPhone and Wii, increased their cost structure,
but the technological lead they obtained has allowed them to charge customers pre-
mium prices, which has made them the most profitable companies in these product
markets. This is why competitive advantage can change so quickly in an industry
and why it is vital to make the right product positioning choices. In sum, maximiz-
ing the profitability of a company’s business model is about making the right choices
with regard to value creation through differentiation, cost structure, and pricing,
given the level of customer demand for its particular product and overall competitive
conditions in the industry.
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COMPETITIVE POSITIONING:
GENERIC BUSINESS-LEVEL STRATEGIES

As we discussed previously, a successful business model is the result of the way a
company formulates and implements a set of strategies to achieve a fit between its
differentiation, cost, and pricing options. Although no diagram can ever model all
the complexities involved in business-level strategy decisions, Figure 5.5 represents
a way to bring together the three issues involved in developing a successful business
model. In the figure, the vertical and horizontal axes represent the decisions of strate-
gic managers to position a company’s products with respect to the tradeoff between
differentiating products (higher costs/higher prices) and achieving the lowest cost
structure or cost leadership (lower costs/lower prices). The curve connecting the axes
represents the value creation frontier, that is, the maximum amount of value that the
products of different companies in an industry can provide to customers at any one
time using the different business models. Companies on the value creation frontier
are those that have built and maintained the most successful business models in a
particular industry over time—they have a competitive advantage and above average
profitability.

As Figure 5.5 illustrates, the value creation frontier is reached by pursuing one
or more of the four building blocks of competitive advantage (quality has been split
into its two components), which are listed from top to bottom in terms of how much

Differentiation
(higher costs/
higher prices)

Cost leadership
(lower costs/
lower prices)
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they can contribute to the creation of a differentiation or cost-leadership advantage.
Thus innovation, a costly process that results in unique products, is nearest the dif-
ferentiation axis, followed by quality as excellence, customer responsiveness, and
quality as reliability; efficiency with its focus on lowering the cost structure is closest
to the cost-leadership axis.

To reach the value creation frontier and so achieve above-average profitability, a
company must formulate and implement a business model based on one or a combi-
nation of three generic business-level strategies: cost leadership, differentiation, and
focused. A generic business-level strategy gives a company a specific form of com-
petitive position and advantage vis-a-vis its rivals that results in above-average prof-
itability."" Generic means that all companies can potentially pursue these strategies
regardless of whether they are manufacturing, service, or nonprofit enterprises; they
are also generic because they can be pursued across different kinds of industries.!?

Cost Leadership

A company pursuing a cost-leadership business model chooses strategies that do
everything possible to lower its cost structure so it can make and sell goods or ser-
vices at a lower cost than its competitors. These strategies include both functional
strategies designed to improve its operating performance and competitive strategies
intended to influence industry competition in its favor. In essence, a company seeks
to achieve a competitive advantage and above-average profitability by developing
a cost-leadership business model that positions it on the value creation frontier as
close as possible to the lower costs/lower prices axis.

Two advantages accrue to a company pursuing cost leadership. First, because the
company has lower costs, it will be more profitable than its closest competitors, the
companies that compete for the same set of customers and charge similar low prices
for their products. Second, the cost leader gains a competitive advantage because it
is able to charge a lower price than its competitors because of its lower cost struc-
ture. Offering customers the same kind of value from a product but at a lower price
attracts many more customers, so that even though the company has chosen a lower
price option, the increased volume of sales will cause profits to surge. If its competi-
tors try to get lost customers back by reducing their prices and all companies start
to compete on price, the cost leader will still be able to withstand competition better
than the other companies because of its lower costs. It is likely to win any competi-
tive struggle. For these reasons, cost leaders are likely to earn above-average profits.
A company becomes a cost leader when its strategic managers make the following
competitive positioning decisions.

Competitive Positioning Decisions The cost leader chooses a low to moderate
level of product differentiation relative to its competitors. Differentiation is expen-
sive; the more a company spends resources to make its products distinctive, the
more its costs rise.'"> The cost leader aims for a “sufficient” level of differentiation
obtainable at low cost."* Walmart, for example, does not spend hundreds of millions
of dollars on store design to create an attractive shopping experience as chains like
Macy’s, Dillard’s, or Nordstrom’s have done. As Walmart explains in its mission
statement, “We think of ourselves as buyers for our customers, and we apply our
considerable strengths to get the best value for you.” Such value is not obtained by
building lavish stores.’> Cost leaders often wait until customers want a feature or
service before providing it. For example, a cost leader like Vizio or Phillips is never
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the first to offer the state-of-the-art picture or sound quality; they increase their LCD
TV capabilities only when it is obvious that customers demand it—or competitors
start to do it first.

The cost leader also ignores the many different market segments in an industry.
It positions its products to appeal to the “average” customer to avoid the high costs
of developing and selling a wide range of products tailored to the needs of different
market segments. In targeting the average customer, the goal is to provide the small-
est number of products that will attract the largest number of customers—something
at the heart of Dell’s approach to building its PCs or Walmart’s approach to stocking
its stores. Thus, although customers may not get exactly the products they want, they
are attracted by their lower prices.

To implement cost leadership, the overriding goal of the cost leader must be to
choose strategies to increase its efficiency and lower its cost structure compared with
its rivals. The development of distinctive competencies in manufacturing, materi-
als management, and IT is central to achieving this goal. For example, manufac-
turing companies that pursue a cost-leadership strategy focus on doing everything
they can to continually ride down the experience curve to continuously lower cost
structure. Achieving a cost-leadership position requires a company to develop
skills in flexible manufacturing, adopt efficient materials-management techniques,
and do all it can to increase inventory turnover and reduce the cost of goods
sold. (Table 4.1 outlined the ways in which a company’s functions can be used to
increase efficiency.)

Consequently, the main goal is to reduce the operating costs of the manufactur-
ing and materials-management functions, and the other functions shape their dis-
tinctive competencies to help achieve this. The sales function, for example, may focus
on capturing large, stable sets of customer orders so that manufacturing can make
longer production runs and so obtain economies of scale that reduce costs. Similarly,
Dell provides its online PC customers with a limited set of options to choose from so
that it can provide customized PCs at a low cost.

By contrast, companies supplying services, such as retail stores like Walmart,
must develop distinctive competencies in the specific functions that contribute most
to their cost structure. For Walmart, this is the cost of purchasing products, so the
logistics or materials-management function becomes of central importance for
reducing product costs. Walmart continually takes advantage of advances in IT to
lower the costs associated with transferring products from manufacturers to cus-
tomers, just as Dell, the cost leader in the PC industry, uses the Internet to lower the
cost of selling its computers. Another major source of cost savings in pursuing cost
leadership is to choose an organizational structure and culture to implement this
strategy in the most cost-efficient way. Thus, a low-cost strategy implies minimizing
the number of managers in the hierarchy and the rigorous use of budgets to control
production and selling costs. An interesting example of the way a company can craft
a business model to become the cost leader in an industry is Ryanair, discussed in
Strategy in Action 5.1.

Competitive Advantages and Disadvantages Porter’s five forces model, intro-
duced in Chapter 2, explains why companies that employ each of the business models
successfully reach the value creation frontier shown in Figure 5.5 and achieve a com-
petitive advantage and above-average profitability. Recall that the five forces are
threats from competitors, powerful suppliers, powerful buyers, substitute products,
and new entrants. The cost leader has an advantage over industry competitors because
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9.1 STRATEGY IN ACTION

Ryanair Takes Control over the Sky in Europe

Ryanair, based in Dublin, Ireland, imitated and improved
on the cost-leadership business model pioneered by
Southwest Airlines in the United States and used it to
become a leading player in the European air travel mar
ket. Ryanair's CEQO, the flamboyant Michael O’Leary,
copied the specific strategies Southwest had developed
to cut costs and position Ryanair as the lowest-cost,
lowest-priced European airline. The average cost of a
Ryanair ticket within Europe is $48, compared to $330
on British Airways and $277 on Lufthansa, which have
long dominated the European air travel market. The result
is that Ryanair now flies more passengers inside Britain
than British Airways, and its share of the European mar
ket is growing as fast as it can gain access to new land-
ing spots and buy the new planes needed to service its
expanding route structure.

O'Leary also worked to improve Southwest's low-
cost business model. Ryanair imitated the main ele-
ments of Southwest's model, such as using only one
plane, the 737 to reduce maintenance costs, selling tick-
ets directly to customers, and eliminating seat assign-
ments and free in-flight meals. It also avoids high-cost
airports like Heathrow and chooses smaller ones outside
big cities, such as Luton, its London hub. However, to
reduce airplane operating costs, O'Leary also eliminated
free blankets, pillows, sodas or snacks, and even “sick”
bags—perks a passenger expects to receive on a more

differentiated airline. “You get what you pay for” is
Ryanair’s philosophy. To implement his cost-leadership
strategy, O'Leary and all employees are expected to find
ways to continually shrink the operating costs that arise
in performing the thousands of specific tasks needed to
run an airline. Through these tactics, Ryanair has lowered
its cost structure so far that no other European airline can
come close to offering its low-cost fares and break even,
let alone make a profit.

The other side of Ryanair's business model is to
add to its revenues by getting its customers to spend
as much as possible while they are on its flights. To
this end, Ryanair offers snacks, meals, and a variety of
drinks to encourage customers to open their wallets. In
addition, to cut costs his planes have no back-seat LCD
screens for viewing movies and playing games; passen-
gers can rent a digital handheld device for $6 a flight to
watch movies and sitcoms or play games or music. 14%
of its revenues come from these sources; they are so
important that the airline gives away millions of its unsold
seats free to customers so that it can at least generate
some revenue from passengers sitting in what other
wise would be empty seats. Ryanair and Southwest have
together shown that the cost-leadership business model
is the only one that will work in the future and globally; all
large airlines are rushing to adopt the specific strategies
that will allow them to pursue it.

Sources: D. McGinn, “Is This Any Way to Run an Airline?” Newsweek, October 4, 2004, E14-19; E. Torbenson, “Budget Carriers Rule
the European Skies,” Dallas Morning News, September 22, 2004, D1. http://www.ryanair.com.
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it has a lower cost structure. Its lower costs also mean that it will be less affected than
its competitors by increases in the price of inputs if there are powerful suppliers and
less affected by the lower prices it can charge if powerful buyers exist. Moreover,
because cost leadership usually requires a large market share, the cost leader pur-
chases in relatively large quantities, increasing its bargaining power over suppliers,
just as Walmart does. If substitute products begin to come onto the market, the cost
leader can reduce its price to compete with them and retain its market share. Finally,
the leader’s cost advantage constitutes a barrier to entry because other companies are
unable to enter the industry and match the leader’s low costs or prices. The cost leader
is therefore relatively safe as long as it can maintain its low-cost advantage.

The principal dangers of the cost-leadership approach arise when competitors
are able to develop new strategies that lower their cost structure and beat the cost
leader at its own game. For instance, if technological change makes experience-curve
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economies obsolete, new companies may apply lower-cost technologies that give
them a cost advantage. The steel mini-mills discussed in Chapter 4 pursued this
strategy to obtain a competitive advantage. Competitors may also obtain a cost
advantage from labor-cost savings. Global competitors located in countries overseas
often have very low labor costs; wage costs in the United States are roughly 600%
more than they are in Malaysia, China, or Mexico. Most United States companies
now assemble their products abroad as part of their low-cost strategy; many are
forced to do so simply to compete and stay in business.

Competitors’ ability to imitate the cost leader’s methods easily is another threat
to the cost-leadership strategy. For example, companies in China routinely take apart
the electronic products of Japanese companies like Sony and Panasonic to see how
they are designed and assembled. Then, using inexpensive Chinese-made components
and domestic labor, they manufacture clones of these products and flood the United
States market with lower-priced flat screen TVs, laptops, and mobile phones.

Finally, a danger arises if a strategic manager’s single-minded desire to reduce
costs to remain the cost leader results in decisions that might lower costs but also
drastically reduce demand for the product. This happened to Gateway Computer
when, to reduce the costs of customer service to better compete with Dell, cus-
tomer support people were instructed not to help customers who were experienc-
ing problems with their new Gateway PCs if they had installed their own new
software on the machines. New buyers, most of whom install their own software,
began to complain vociferously, and Gateway’s sales plunged. Within six months,
managers had reversed their decision, and once again began offering full customer
support.

Focused Cost Leadership

A cost leader is not always a large, national company that targets the average cus-
tomer. Sometimes a company can pursue a focused cost leadership business model
based on combining the cost leadership and focused business-level strategies to com-
pete for customers in just one or a few market segments. Focused cost leaders con-
centrate on a narrow market segment, which may be defined geographically, by type
of customer, or by segment of the product line.'® In Figure 5.6, focused cost leaders
are represented by the smaller circles next to the cost leader’s circle. For example,
because a geographic niche can be defined by region or even by locality, a cement-
making company, a carpet-cleaning business, or a pizza chain could pursue a cost-
leadership strategy in one or more cities in a region. Figure 5.7 compares a focused
cost-leadership business model with a pure cost-leadership model.

If a company uses a focused cost-leadership approach, it competes against the
cost leader in the market segments where it can operate at no cost disadvantage.
For example, in local lumber, cement, bookkeeping, or pizza delivery markets, the
focuser may have lower materials or transportation costs than the national cost
leader. The focuser may also have a cost advantage because it is producing complex
or custom-built products that do not lend themselves easily to economies of scale in
production and therefore offer few cost-saving possibilities. The focused cost leader
concentrates on small-volume custom products, for which it has a cost advantage,
and leaves the large-volume standardized market to the national cost leader—for
example, low-priced Mexican food specials versus Big Macs.

Because it has no cost disadvantage in its market segments, a focused cost leader
also operates on the value creation frontier and so earns above-average profits.
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Figure 5.6 Generic Business Models and the Value Creation Frontier
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Such a company has great opportunity to enlarge its market segment and compete
against companies pursuing cost-leadership or differentiated strategies. Ryanair, for
example, began as a focus company because at first it operated flights only between
Dublin and London. Because there was no cost leader in the European market, it
was able to quickly expand its operations, and today it is the European cost leader.
Similarly, Southwest began as a focused cost leader within the Texas market but is
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now a national airline and competes against new companies that pursue focused cost
leadership, such as JetBlue.

Because a focused company makes and sells only a relatively small quantity of a
product, its cost structure will often be higher than that of the cost leader. In some
industries, such as automotive, this can make it very difficult or impossible to com-
pete with the cost leader. However, sometimes, by targeting some new market seg-
ment or by implementing a business model in a superior way—such as by adopting a
more advanced technology—focused companies can be a threat to large cost leaders.
For example, flexible manufacturing systems have opened up many new opportu-
nities for focused companies because small production runs become possible at a
lower cost. The steel mini-mills discussed in Chapter 4 provide another good exam-
ple of how a focused company, in this case Nucor, by specializing in one market can
grow so efficient that it becomes the cost leader. Similarly, the growth of the Internet
has opened up many new opportunities for focused companies to develop business
models based on being the cost leader compared to bricks-and-mortar companies.
Amazon.com shows how effectively a company can craft a business model to become
the cost leader.

Implications and Conclusions To pursue cost leadership, strategic managers
need to devote enormous efforts to incorporate all the latest information, materi-
als management, and manufacturing technology into their operations to find new
ways to reduce costs. Often, as we saw in Chapter 4, using new technology will also
raise quality and increase responsiveness to customers. A low-cost approach requires
ongoing strategic thinking to make sure the business model is aligned with changing
environmental opportunities and threats.

Strategic managers in companies throughout the industry are watching the cost
leader and will move quickly to imitate its innovations because they also want to
reduce their costs. Today, a differentiator cannot let a cost leader get too great a
cost advantage because the leader might then be able to use its high profits to invest
more in product differentiation and beat the differentiator at its own competitive
game. For example, Toyota and Honda began as focused cost leaders, manufactur-
ing a reliable low-priced car. Their cars sold well, and they then invested their profits
to design and make new models of cars that became increasingly differentiated in
features and quality. Today, Toyota and Honda, with cars in every market segment,
pursue a differentiation strategy, although Toyota also has the lowest cost structure
of any global carmaker.

A cost leader must also imitate the strategic moves of its differentiated competi-
tors, and increase the quality and features of its products when they do, to prosper
in the long run. Even low-priced products, such as Timex watches and BIC razors,
cannot be too inferior to the more expensive Seiko watches or Gillette razors if the
lower costs/lower prices model is to succeed. Companies in an industry watch the
strategies their rivals are pursuing, and the changes they make to those strategies.
So, if Seiko or Swatch introduces a novel kind of LCD watch dial or Gillette a three-
or four-bladed razor, managers at Timex and BIC will respond within months by
incorporating these innovations in their low-priced products if required. This situ-
ation is also very common in the high-priced women’s fashion industry. As soon as
famous designers like Gucci and Dior have shown their spring and fall collections,
their designs are copied and the plans are transmitted to factories in Malaysia, where
workers are ready to manufacture low-priced imitations that within months will
reach low-price clothing retail stores around the world.
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Differentiation

A company pursuing a differentiation business model pursues business-level strate-
gies that allow it to create a unique product, one that customers perceive as different
or distinct in some important way. A differentiator (that is, a differentiated company)
gains a competitive advantage because it has the ability to satisfy customers’ needs
in a way that its competitors cannot, which allows it to charge a premium price for
its product. The ability to increase revenues by charging premium prices (rather than
by reducing costs, as the cost leader does) allows the differentiator to reach the value
frontier, outperform its competitors, and achieve superior profitability, as shown in
Figure 5.6. Customers pay a premium price when they believe the product’s differ-
entiated qualities are worth the extra money, so differentiated products are priced as
high as customers are willing to pay.

Mercedes-Benz cars are more expensive than the cars of its closest rivals because
customers believe they offer more features and confer more status on their own-
ers. Similarly, a BMW is not much more expensive to produce than a Honda, but
its high price is determined by customers who want its distinctive sporty ride and
the prestige of owning a BMW. (In fact, in Japan, BMW prices its entry cars quite
modestly to attract young, well-heeled Japanese customers from Honda.) Similarly,
Rolex watches do not cost much to produce—their design has not changed very
much for years—and their gold content represents only a small fraction of their
price. Customers, however, buy a Rolex because of the distinct qualities they per-
ceive in it: its beautiful design and its ability to hold its value as well as to confer
status on its wearer.

Competitive Positioning Decisions A differentiator invests its resources to
gain a competitive advantage from superior innovation, excellent quality, and
responsiveness to customer needs—the three principal routes to high product
differentiation. For example, Procter & Gamble claims that its product quality
is high and that Ivory soap is 99.44% pure. Toyota stresses reliability and the
best repair record of any carmaker. IBM promotes the quality service provided
by its well-trained sales force. Innovation is commonly the source of differentia-
tion for technologically complex products, and many people pay a premium price
for new and innovative products, such as a state-of-the-art gaming PC, gaming
console, or car.

When differentiation is based on responsiveness to customers, a company offers
comprehensive after-sales service and product repair. This is an especially important
consideration for complex products such as cars and domestic appliances, which are
likely to break down periodically. Whirlpool, Dell, and BMW all excel in respon-
siveness to customers. In service organizations, quality-of-service attributes are also
very important. Neiman Marcus, Nordstrom, and FedEx can charge premium prices
because they offer an exceptionally high level of service. Firms of lawyers, accoun-
tants, and consultants stress the service aspects of their operations to clients: their
knowledge, professionalism, and reputation.

Finally, a product’s appeal to customers’ psychological desires is a source of dif-
ferentiation. The appeal can be prestige or status, as it is with Rolls-Royce cars and
Rolex watches; safety of home and family, as with Aetna or Prudential Insurance; or
simply providing a superior shopping experience, as with Target and Macy’s. Differ-
entiation can also be tailored to age groups and socioeconomic groups. Indeed, the
bases of differentiation are endless.
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A company pursuing a business model based on differentiation pursues strategies
to differentiate itself along as many competitive dimensions as possible. The less it
resembles its rivals, the more it is protected from competition and the wider is its
market appeal. Thus, BMWs offer more than prestige; they also offer technological
sophistication, luxury, reliability, and good, although very expensive, repair service.
All these bases of differentiation help increase sales.

Generally, a differentiator chooses to divide its market into many segments
and offer different products in each segment, just as Sony, Toyota, and Dell do.
Strategic managers recognize how much revenues can be increased when each of
a company’s products, targeted at different market segments, can attract more
customers. A differentiator targets only the market segments in which customers
are willing to pay a premium price, however. For example, Sony produces many
flat screen TV models, but it targets only the niches from mid-priced to high-priced
sets; its lowest-priced model is still a few hundred dollars above that of its low-cost
competitors—despite its current problems.

Finally, in choosing how to implement its business model, a differentiated com-
pany concentrates on developing distinctive competencies in the functions that
provide the source of its competitive advantage. Differentiation on the basis of inno-
vation and technological competency depends on the R&D function, as discussed in
Chapter 4. Efforts to improve service to customers depend on the quality of the sales
and customer service function.

Pursuing a business model based on differentiation is expensive, so a differentia-
tor has a cost structure that is higher than a cost leader’s. Building new competen-
cies in the functions necessary to sustain a company’s differentiated appeal does not
mean neglecting the cost structure, however. Even differentiators benchmark how
cost leaders operate to find ways to imitate their cost-saving innovations while pre-
serving their products’ differentiated appeal. A differentiator must control its cost
structure to ensure the price of its products does not exceed the price customers are
willing to pay for them—something that Sony has failed to do. Also, superior profit-
ability is a function of a company’s cost structure, so it is important to keep costs
under control but not to reduce them so far that a company loses the source of its
differentiated appeal.'” The owners of the famous Savoy Hotel in London, England,
face just this problem. The Savoy’s reputation has always been based on the incred-
ibly high level of service it offers its customers. Three hotel employees serve the needs
of each guest, and in every room, a guest can summon a waiter, maid, or valet by
pressing a button at bedside. The cost of offering this level of service has been so high
that the hotel makes less than 1% net profit every year, despite the fact that a room
costs at least $500 a night!"® Its owners try to find ways to reduce costs to increase
profits, but if they reduce the number of hotel staff (the main source of the Savoy’s
high costs), they will destroy the main source of its differentiated appeal.

Competitive Advantages and Disadvantages The reason why the differentia-
tion business model also allows a company to obtain a competitive advantage and
reach the value creation frontier can also be explained by the five forces model. Dif-
ferentiation protects a company from competitors when customers develop brand
loyalty for its products, a valuable asset that allows it to charge a premium price.
Because the differentiated company’s strategy is geared more toward the premium
price it can charge than toward costs, powerful suppliers become less of a problem,
especially as differentiators can often pass on price increases to loyal customers.
Thus, a differentiator can tolerate moderate increases in input prices better than the
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cost leader can. Differentiators are unlikely to experience problems with powerful
buyers because they offer a distinctive product that commands brand loyalty and
only they can supply it. Differentiation and brand loyalty also create a barrier to
entry for other companies seeking to enter the industry. A new company must find
a way to make its own product distinctive to be able to compete, which involves
an expensive investment in building some kind of distinctive competence. Finally,
substitute products are a threat only if a competitor can develop a product that
satisfies a similar customer need as the differentiator’s product, thus causing custom-
ers to switch to the new product. This can happen; wired phone companies have suf-
fered as mobile phone companies offer an attractive wireless product, and lower-cost
alternative ways of making phone calls through PCs and the Internet are becoming
increasingly popular.

The main problems with a differentiation strategy center on how well strategic
managers can maintain a product’s perceived difference or distinctness to custom-
ers and hence maintain premium pricing. In the 2000s, it has become clear that it
is easier than ever for agile competitors to imitate and copy successful differentia-
tors. This has happened across many industries, such as retailing, computers, cars,
home electronics, telecommunications, and pharmaceuticals. Patents and first-mover
advantages (the advantages of being the first to market a product or service) last only
so long, and as the overall quality of competing products increases, brand loyalty
declines, as do prices. The problems L.L.Bean has had in maintaining its competitive
advantage, described in Strategy in Action 5.2, highlight many of the threats that
face a differentiator.

Implications and Conclusions A business model based on differentiation requires
a company to make strategic choices that reinforce each other and together increase
the value of a good or service in the eyes of customers. When a product has dis-
tinctness, differentiators can charge a premium price. The disadvantages of pursuing
differentiation are the ease with which competitors can imitate a differentiator’s
product and the difficulty of maintaining a premium price. When differentiation
stems from the design or physical features of the product, differentiators are at great
risk because imitation is easy; over time products such as LCD televisions and cell
phones became commodity-like products, and customers became increasingly price
sensitive. However, when differentiation stems from functional-level strategies that
lead to superior service or reliability, or from any intangible source, such as FedEx’s
guarantee or the prestige of a Rolex, a company is much more secure. It is difficult
to imitate intangible products, and a differentiator can often reap the benefits of pre-
mium prices for an indefinite time. Nevertheless, all differentiators must watch out
for imitators and be careful that they do not charge a premium price that is higher
than customers are willing to pay. These are issues that Sony neglected, contributing
to its currently declining sales as it loses its competitive advantage.

Focused Differentiation

A company that pursues a business model based on focused differentiation chooses
to combine the differentiation and focused generic business-level strategies and spe-
cializes in making distinctive products for one or two market segments. All the
means of differentiation that are open to the differentiator are available to the
focused differentiator. The point is that the focused company develops a business
model that allows it to successfully position itself to compete with the differentiator
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9.2 STRATEGY IN ACTION

L.L.Bean’s New Business Model

In 1911, Leon Leonwood Bean, a hunter who grew weary
of walking miles to hunt game as his feet became wetter
and wetter, decided he would create waterproof boots.
The ones he invented had leather uppers attached to
large rounded rubber bases. Soon he began selling his
boots through mail order. As word spread about their
reliability, backed by his policy of being responsive to
customers who complained (often replacing their boots
years after a sale), his company's reputation spread.
As the years went by, L.L.Bean expanded its now well-
known product line to include products such as canvas
tote bags and, of course, flannel dog beds. By 2000, the
company’'s mail order revenues exceeded $1 billion a
year, and L.L.Bean became known for offering one of
the highest-quality product lines of sporting clothes and
accessories.

To display its product line, the company built a
160,000-square-foot signature store in Freeport, Maine,
that stocks hundreds of versions of its backpacks, fleece
vests, shirts, moccasins, tents, and other items; more
than 3 million visitors a year shop its store. L.L.Bean
established this store partly to give customers hands-on
access to its products so that they would have a bet-
ter understanding of the high quality they were being
offered. Of course, L.L.Bean expects to command a
premium price for offering such a wide variety of high-
quality products, and historically it has enjoyed high profit
margins. Customers buy its products for their personal
use but also as gifts for friends and relatives.

L.L. Bean's business model began to suffer when
there was an explosion in the number of companies tout-
ing high-quality, high-priced products to customers; con-
sequently, L.L. Bean's catalogue lost its unique appeal.
Furthermore, the explosive growth of the Internet gave
customers access to many more companies that offered

quality products, often at much lower prices, such as
Lands’ End, which also began to feature fleece vests, dog
baskets, and so on, in its product lineup. The problem fac-
ing any differentiator is how to protect the distinctiveness
of its products from imitators who are always searching
for ways to steal away its customers by offering them
similar kinds of products at reduced prices.

Finding ways to protect L.L. Bean's business model
has proved to be a major challenge. Its catalogue sales
were stagnant for several years as buyers switched loyalty
to lowerpriced companies. To help the company rebuild
its competitive advantage, it began to build a chain of
L.L.Bean stores in major urban locations to encourage
potential customers to examine the quality of its products
and so attract them—either to buy them in the stores or
to use its Web site.

This has not proved easy to date because physical
retail stores have high cost structures; L.L. Bean has had
to search for the right way to implement its strategy. It
has also had to lower the price of its sporting clothes and
accessories in these stores; the days of premium prices
are gone. Another strategy has been to launch an aggres-
sive advertising campaign aimed at younger customers
who may not know the L.L. Bean story. Then, with physi-
cal stores, the Internet, and its catalogues, it may have a
better chance of getting their business.

The jury is out, however. Not only are other dif-
ferentiated sporting goods chains expanding, such as
Dick's Sporting Goods and Gander Mountain, but sites
like Amazon.com and Landsend.com, owned by Sears,
are offering lowerpriced products. Whether L.L.Bean's
differentiation business model can be reworked to allow
it to reach the value creation frontier remains to be seen,
and because cost leadership is not an option, the com-
pany faces a rocky road ahead.

Sources: D. McGinn, “Swimming Upstream,” Newsweek, October 1, 2004; E10-12 http://www.llbean.com.

in just one or a few segments. For example, Porsche, a focused differentiator, com-
petes against Toyota and BMW only in the sports car and luxury SUV segments of

the car market.

For the focused differentiator, selecting a market segment means the decision to
focus on one type of customer, such as serving only the very rich, the very young, or
the very adventurous; or to focus on only one kind of product in a particular mar-
ket, such as organic or vegetarian foods, very fast cars, luxury designer clothes, or
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exclusive sunglasses. Focused differentiators reach the value frontier when they have
developed a distinctive product that better meets the needs of customers in a particu-
lar segment than the differentiator (Figure 5.6). A competitive advantage may result,
for example, because a focused differentiator possesses better knowledge (than the
differentiator) about the needs of a small customer set (such as sports car buyers) or
superior expertise in a particular field (such as corporate law, management consult-
ing, or Web site management for retail customers or restaurants). Similarly, it might
develop superior skills in responsiveness to customers because of its ability to serve
the particular needs of regional or industry customers in ways that a national dif-
ferentiator would find very expensive. Finally, concentration on a narrow range of
products sometimes allows a focuser to develop innovations more quickly than a
large differentiator can.

The focuser does not attempt to serve all market segments because that would
bring it into direct competition with the differentiator. Instead, it concentrates on
building market share in one or a few market segments; if it is successful, it may
begin to serve more and more market segments and chip away at the differentiator’s
competitive advantage. However, if it is too successful at what it does, or if it does
try to compete with the differentiator, it may run into trouble because the differentia-
tor has the resources to imitate the focused company’s business model. For example,
when Ben & Jerry’s innovated luxury ice cream, their huge success led other com-
panies like Hiagen-Dazs and Godiva to bring out their competing products. A good
example of the way competition is changing, even among focused differentiators
that make a similar luxury product, in this case designer clothing, is profiled in Strat-
egy in Action 5.3.

In sum, a focused differentiator can protect its competitive advantage in a market
segment to the extent that it can provide a good or service that its rivals cannot, for
example, by being close to its customers and responding to their changing needs.
However, a focused company cannot easily move to another market segment, so if its
market segment disappears because of technological change or changes in custom-
ers’ tastes this is a major danger. For example, few people today want a VCR even
if it is state-of-the-art because of the shift to digital technology, and clothing store
chain Brooks Brothers ran into great difficulty when business casual not formal suits,
its main product, became the clothing norm at most companies. Similarly, corner
diners have become almost a thing of the past because they are unable to compete
with the low prices and speed of fast-food chains like McDonald’s and the upscale
atmosphere of Starbuck’s.

THE DYNAMICS OF COMPETITIVE
POSITIONING

Companies that successfully pursue one of the business models just discussed are able
to outperform their rivals and reach the value creation frontier. They have developed
the business-level strategies that result in competitive advantage and above-average
profitability and are the most successful and well-known companies in their indus-
try. Although some companies are able to develop the business model and strate-
gies that allow them to reach the value creation frontier, many others cannot and so
achieve only average or below-average profitability. For example, the most successful
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Ethical Dilemma

You are a top manager
of a small company that
has pioneered the devel-
opment of software that
allows Web users to inter
face online in real time.
A major rival recognized
the value of your product
and offered to buy your
company at a price you
think is inadequate. \When
you refused to sell your
company, the rival began
recruiting your top soft-
ware engineers to obtain
their specialized knowl-
edge. One engineer left
while others have banded
together, threatening to
leave if demands aren't
met. Consequently, you
stand to lose your com-
petitive advantage. Is it
ethical for you to apply for
a court order preventing
engineers from leaving
to join your competitor?
Is it ethical for your com-
petitor to recruit your
employees to obtain their
knowledge? Given your
answers to these ques-
tions, should you let the
differentiator buy your
company and take over
your market niche?
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9.3 STRATEGY IN AGTION

Zara Uses IT to Change the World of Fashion

Well-known fashion houses like Chanel, Dior, Gucci, and
Armani charge thousands of dollars for the fashionable
suits and dresses that they introduce twice yearly in
the fall and spring. Because only the very rich can afford
such differentiated and expensive clothing, to expand
demand for its products, most luxury designers produce
less expensive lines of clothing and accessories that are
sold in upscale fashion retailers such as Neiman Marcus,
Nordstrom, and Saks Fifth Avenue. In the 2000s, how-
ever, these luxury designers, which all pursue focused
differentiation, have come under increasing pressure
from small, agile fashion designers, such as England'’s
Jaeger and Laura Ashley and Spain's Zara, that have devel-
oped capabilities in using IT that allow them to pursue a
focused differentiation strategy but at a much lower cost
than the luxury fashion houses. This has allowed them
to circumvent barriers to entry into the high fashion seg-
ment and develop well-received brand names that still
command a premium price.

Zara, in particular, has achieved significant success.
Its sales have soared because it created innovative infor-
mation and materials management systems that keep

its cost structure low while reducing time to market. The
result is that Zara can produce fashionable clothes at
lower prices and turn them over quickly by selling them
in its own chain of clothing stores. Major fashion houses
like Dior and Gucci can take six or more months to design
their collections and then three to six more before their
moderately priced lines become available in upscale
retailers. Zara's designers closely watch the trends in the
high fashion industry and the kinds of innovations that
the major houses are introducing. Then, using sophisti-
cated IT that links Zara's designers to its suppliers and
clothing manufacturers abroad, the company can create
a new collection in only five weeks, and these clothes
can then be made in a week and delivered to its stores
soon after. This short time to market makes Zara very
flexible and allows it to compete effectively in the rap-
idly changing fashion market, where customer tastes
evolve quickly.

Because of the quick manufacturing-to-sales cycle
and just-in-time fashion, Zara has been able to offer its
collections at comparatively low prices and still make
profits that are the envy of the fashion clothing industry.

Sources: C. Vitzthum, “Just-in-Time-Fashion,” Wall Street Journal, May 18, 2001, B1, B4; http://www.zara.com.

companies in the retail industry, such as Neiman Marcus, Target, and Walmart,
have reached the value frontier; but their competitors, such as Saks, JCPenney, and
Sears/Kmart have not.

Moreover, few companies are able to continuously outperform their rivals and
remain on the value frontier over time. For example, high-performing companies
such as Sony and Dell that were on the frontier a few years ago have lost their
competitive advantage to rivals such as Panasonic, Samsung, Apple, and Hewlett-
Packard (HP). Companies such as Toyota, Walmart, and Zara that have maintained
their position on the frontier are rare. Why is it so hard for companies to sustain
their competitive advantage over time and remain on the frontier?

To understand why some companies perform better than others, and why the
performance of one company can increase or decrease over time, it is necessary to
understand the dynamics involved in positioning a company’s business model so that
it can compete successfully in an industry. In this section, we first explore another busi-
ness model that helps explain why some companies are able to sustain and increase
their competitive advantage over time. Second, we examine how the business model
a company pursues places it in a strategic group composed of other companies that
compete in a similar way and how this has a major affect on its profitability over
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time. Finally, we examine some competitive dynamics that explain why companies
run into major problems that can affect their very survival.

Competitive Positioning for Superior Performance:
Broad Differentiation

Companies that pursue cost leadership pursue a different business model and strate-
gies than companies that choose differentiation, yet each business model is a path
to superior performance and profitability. As we emphasize throughout this chapter,
no matter what business model a company pursues, it must control its cost structure
if it is to maintain and increase its profitability; at the same time, it also must find
ways to differentiate its product in some way to attract customers. This is particu-
larly important today because of intense global competition from companies abroad
and rapid technological change that allows competitors to develop strategies that
provide them with some kind of superior differentiation or cost advantage. In this
dynamic situation, a company that can combine the strategies necessary to success-
fully pursue both cost leadership and differentiation will develop the most competi-
tive and profitable business model in its industry.

Today, the most successful companies in an industry are often the ones that have
developed strategies to achieve this; these companies are the most profitable because
they can offer customers quality products at reasonable prices, that is, they offer
customers a superior “value proposition” compared to their rivals. The middle of
the value creation frontier is occupied by broad differentiators, companies that have
developed business-level strategies to better differentiate their products and lower
their cost structures simultaneously. Broad differentiators operate on the value fron-
tier because they have chosen a level of differentiation that gives them a competitive
advantage in the market segments they have targeted, and they have achieved this in
a way that has allowed them to lower their cost structure over time (see Figure 5.8).
Thus, although they may have higher costs than cost leaders, and offer a less dif-
ferentiated product than differentiators, they have found a competitive position that
offers their customers more value than industry rivals. Broad differentiators con-
tinually use their distinctive competencies to increase their product range, and they
search for new market segments to enter to increase their market share and profits.
At the same time, they work continuously to find ways to lower their cost structure
and increase their profitability. For example, companies such as Dell, Amazon.com,
Best Buy, and eBay have used the Internet as a way to become broad differentiators.
These companies have been rapidly expanding the range of products they offer cus-
tomers and taking advantage of their highly efficient information and/or materials-
management systems to drive down costs compared to bricks-and-mortar retailers.

Importantly, broad differentiators that have developed the business-level strate-
gies that enable them to reach this highly profitable position become an increasing
threat to both differentiators and cost leaders over time. These companies make dif-
ferentiated products so that they can charge higher prices than the cost leader, but
they can also charge lower (but still premium) prices than differentiators because
their cost structures are lower. The result is that many customers perceive the value
of the products offered by the broad differentiator versus the cost leader is worth the
higher price. At the same time, customers reluctant to pay the high premium prices
of a differentiator’s products decide that the lower price of the broad differentiator’s
product more than makes up for the loss of the “extra” differentiated features of the
luxury premium-priced products. In essence, customers choose TVs from Panasonic
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Figure 5.8 The Broad Differentiation Business Model

Differentiation
(higher costs/
higher prices)

Differentiators

Broad differentiators

Cost leaders

Cost leadership
(lower costs/
lower prices)

(a broad differentiator) over Vizio (a cost leader) or Sony (a differentiator), or a
bottle of Pantene shampoo from Procter & Gamble (a broad differentiator) over a
bottle from Estée Lauder (a differentiator) or Walmart (a cost leader).

As a result, if strategic managers have the skills to pursue this business model suc-
cessfully, broad differentiators steadily increase their market share and profitability
over time. This provides them with more capital to reinvest in their business, so they
can continually improve their business model. For example, their growing profits
allow broad differentiators to invest in new technology that both increases their dif-
ferentiation advantage and lower their cost structure, which weakens the competitive
position of their rivals. As they build their competitive advantage and become able to
offer customers a better value proposition, they push the value creation frontier to
the right and knock their competitors off the frontier, so they become less profitable.
Toyota, profiled in Strategy in Action 5.4, provides a good example of a company
that uses a broad differentiation business model that has increasingly put its rivals at
a competitive disadvantage. The result today is that it has replaced GM as the largest
and most profitable global carmaker.

Competitive Positioning and Strategic Groups

New developments such as (1) technological innovations that permit increased
product differentiation, (2) the identification of new customer groups and market
segments, and (3) the discovery of superior ways to lower cost structure continu-
ally change the competitive forces at work in an industry. In such a dynamic situa-
tion, the competitive position of companies can change rapidly. Higher performing
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9.4 STRATEGY IN ACTION

Toyota’s Goal? A High-Value Vehicle to Match Every Customer Need

The car industry has always been one of the most com-
petitive in the world because of the huge revenues and
profits that are at stake. Given the difficult economic
conditions in the late 2000s, it is hardly surprising that
rivalry has increased as global carmakers fight to develop
new car models that better satisfy the needs of particular
groups of buyers. One company at the competitive fore-
front is Toyota.

Toyota produced its first car 40 years ago, an ugly,
boxy vehicle that was, however, cheap. As the quality
of its car became apparent, sales increased. Toyota,
which was then a focused cost leader, plowed back
its profits into improving the styling of its vehicles and
into efforts to continually reduce production costs. Over
time, Toyota has taken advantage of its low cost struc-
ture to make an everincreasing range of reasonably
priced vehicles tailored to different segments of the car
market. Its ability to go from the initial design stage to
the production stage in two to three years allowed it to
bring out new models faster than its competitors and
capitalize on the development of new market segments.
Toyota has been a leader in positioning its whole range
of vehicles to take advantage of new, emerging market
segments. In the SUV segment, for example, its first
offering was the expensive Toyota Land Cruiser, then
priced at over $35,000. Realizing the need for SUVs
in lower price ranges, it next introduced the 4Runner,

priced at $20,000 and designed for the average SUV
customer; the RAV4, a small SUV in the low $20,000
range, followed; then came the Sequoia, a bigger, more
powerful version of the 4Runner in the upper $20,000
range. Finally, taking the technology from its Lexus divi-
sion, it introduced the luxury Highlander SUV in the low
$30,000 range. Today it offers six SUVs, each offering a
particular combination of price, size, performance, styl-
ing, and luxury to appeal to a particular customer group
within the SUV segment of the car market. In a similar
way, Toyota positions its sedans to appeal to the needs
of different sets of customers. For example, the Camry
is targeted at the middle of the market to customers
who can afford to pay about $23,000 and want a balance
of luxury, performance, safety, and reliability.

Toyota's broad differentiation business model is
geared toward making a range of vehicles that optimizes
the amount of value it can create for different groups of
customers. At the same time, the number of models it
makes is constrained by the need to maintain a low cost
structure and carpricing options that will generate maxi-
mum revenues and profits. Because competition in each
car market segment is now intense, all global carmakers
need to balance the advantages of having more cars to
attract customers against the increasing costs that result
when they expand the number of different models of car
they make.

Source: http://www.toyota.com, 2009.
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companies are able to gain if they can position themselves competitively to pursue
broad differentiation. Poorer performing companies often do not realize how fast
their competitive position is deteriorating because of their rivals’ strategies and some-
times discover it is too late to rebuild their business models. Strategic group analysis,
which we discussed in Chapter 2, is a tool that managers can use to better under-
stand the dynamics of competitive positioning so that they can change their business
models to maintain above-average profitability.

A company’s business model determines how it will compete for customers in one
or more market segments, and typically several companies compete for the same group
of customers. This means that, over time, companies competing for the same customer
group become rivals locked in a competitive struggle. The goal is to be the company
that reaches or pushes out the value frontier by pursuing the business-level strategies
that result in sustained competitive advantage and above average profitability.
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Within most industries, strategic groups, that is, the set of companies that pursue
a similar business model, emerge."” For example, those companies in an industry that
compete to be the cost leader form one strategic group, those that seek some form
of differentiation advantage form another, as do those companies that have devel-
oped a broad differentiation strategy. Companies pursuing focused differentiation or
focused cost leadership form yet other strategic groups.

The concept of strategic groups has several implications for competitive position-
ing. First, strategic managers must map their competitors according to their choice
of specific business model, for example, cost leadership and focused cost leadership.
The managers must identify the differences among the specific set of strategies each
company uses to pursue the same business model to explain their differences in
profitability. For example, how has one company better identified which particular
customer needs to satisfy or customer groups to serve, and how have they worked
to developed a particular distinctive competence? Strategic managers can then use
this knowledge to better position their business model so that they become closer to
customers, differentiate themselves from their competitors, or learn how to reduce
costs. Careful strategic-group analysis allows managers to uncover the most impor-
tant ways to compete for customers in one or more market segments and helps reveal
what strategies are needed in the future to maintain a competitive advantage.

Second, once a company has mapped its rivals, it can better understand how changes
taking place in the industry are affecting its competitive advantage from a differentia-
tion and cost structure perspective, as well as identify opportunities and threats. Often
a company’s nearest rivals are the competitors in its strategic group that are pursuing
a similar business model. Customers tend to view the products of such companies as
direct substitutes for each other. Thus, a major threat to a company’s profitability can
arise from within its own strategic group when its rivals find ways to either improve
product differentiation and get closer to customers or lower their cost structure. This
is why today companies benchmark their closest competitors on major performance
dimensions to determine if they are falling behind in some important respect. For
example, UPS and FedEx are constantly examining each other’s performance.

In sum, strategic-group analysis involves identifying and charting the business
models and business-level strategies that industry rivals are pursuing. Managers can
then determine which strategies are successful and unsuccessful and why a certain
business model is working or not. Importantly, they can also analyze how the rela-
tive competitive position of industry rivals, both those pursuing the same business
model and those pursuing different business models, is changing over time. This
knowledge allows them to either fine-tune or radically alter their business models
and strategies to improve their competitive position and reach or remain on the
value frontier.

Failures in Competitive Positioning

Successful competitive positioning requires that a company achieve a fit between its
strategies and its business model. Thus, a cost leader cannot strive for a high level of
market segmentation, and provide a wide range of products, as a differentiator does,
because this strategy would raise its cost structure too much, causing the company
to lose its low-cost advantage. Similarly, a differentiator with a competency in inno-
vation that tries to reduce its R&D costs, or one with a competency in after-sales
service that seeks to economize on its sales force to lower costs, is asking for trouble
because it is using the wrong strategies to implement its business model.
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To pursue a successful business model, managers must be careful to ensure that
the set of business-level strategies they have formulated and implemented are work-
ing in harmony to support each other and do not result in conflicts that ruin the
competitive position a company is aiming for through its choice of business model.
Many companies, through neglect, ignorance, or error—perhaps because of the Icarus
paradox discussed in Chapter 3—do not work to continuously improve their business
model, do not perform strategic-group analysis, and often fail to identify and respond
to changing opportunities and threats in the industry environment. As a result, a
company’s business model starts to fail because its business-level strategies do not
work together and its profitability starts to decline, as happened to Sony. Sometimes
a company’s performance can decline so quickly, it cannot recover and is taken over
by its competitors or goes bankrupt. For example, Circuit City could not find a buyer
because of its poor competitive situation and declared bankruptcy in 2009.

These companies have lost their position on the value frontier, either because
they have lost the source of their competitive advantage or because their rivals have
found ways to push out the value creation frontier and leave them behind. Some-
times these companies initially pursued a successful cost-leadership or differentia-
tion business model but then gradually began to pursue business-level strategies that
worked against them. Unfortunately, it seems that most companies lose control of
their business models over time, often because they become large, complex compa-
nies that are difficult to manage or because the environment is changing faster than
they can change their business model—such as by adjusting product and market
strategies to suit changing industry conditions. This is why it is so important that
managers think strategically.

There are many factors that can cause a company to make competitive position-
ing errors. Although some focused companies may succeed spectacularly for a time,
a focuser may make a major error if, in its rush to implement its business model, it
overexpands and so loses control of its business model. For example, People Express,
a United States airline, was the first cost leader to emerge after deregulation of the
United States airline industry. It started out as a specialized air carrier serving a nar-
row market niche: low-priced travel on the eastern seaboard. In pursuing focused cost
leadership, it was very successful, but in its rush to expand to other geographic regions,
it decided to take over other airlines. These airlines were differentiators that had never
pursued cost leadership. This strategy raised People Express’ cost structure, and it lost
its competitive advantage against other national carriers and was taken over. Herb
Kelleher, the founder of Southwest Airlines, watching how People Express had failed,
stuck to the cost-leadership business model. He took 20 years to build his national
airline, but he never deviated from the strategies necessary to turn his company from a
focused cost leader into the cost leader in the United States airline industry.

Differentiators can also fail in the market and end up stuck in the middle if
focused competitors attack their markets with more valuable or low-cost products
that blunt their competitive edge. This happened to IBM in the mainframe computer
market as PCs became more powerful and able to do the job of the much more
expensive mainframes. It also happened to Sony when companies like Apple and
Samsung introduced products that better met customer needs. No company is safe in
the jungle of competition, and each must be constantly on the lookout to take advan-
tage of new opportunities as they arise. The experience of Holiday Inn described in
the closing case describes how a company can lose control of its business model but
also how managers can devise strategies that match changing competitive conditions
and return to the value frontier.
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In sum, strategic managers must employ the tools discussed in this book to con-
tinually monitor how well the business-level strategies they use to implement their
company’s business model are working. There is no more important task than ensur-
ing that their company is optimally positioned against its rivals to compete for cus-
tomers. And, as we have discussed, the constant changes occurring in the external
environment, as well as the actions of competitors who work to develop superior
business-level strategies, make competitive positioning a complex, demanding task
that requires the highest degree of strategic thinking. That is why companies pay
tens of millions of dollars a year to CEOs and other top managers who have demon-
strated their ability to create and sustain successful business models.

SUMMARY OF CHAPTER

1. To create a successful business model, manag-

ers must choose business-level strategies that
give the company a competitive advantage
over its rivals; that is, they must optimize com-
petitive positioning. They must first decide on
(a) customer needs, or what is to be satisfied;
(b) customer groups, or who is to be satisfied;
and (c) distinctive competencies, or how cus-
tomer needs are to be satisfied. These decisions
determine which strategies they formulate and
implement to put a company’s business model
into action.

Customer needs are desires, wants, or cravings
that can be satisfied through the attributes or
characteristics of a product. Customers choose
a product based on (a) the way a product is dif-
ferentiated from other products of its type and
(b) the price of the product. Product differen-
tiation is the process of designing products to
satisfy customers’ needs in ways that competing
products cannot. Companies that create some-
thing distinct or different can often charge a
higher, or premium, price for their products.

If managers devise strategies to differentiate
a product by innovation, excellent quality, or
responsiveness to customers, they are choosing
a business model based on offering customers
differentiated products. If managers base their
business model on finding ways to reduce costs,
they are choosing a business model based on
offering customers low-priced products.

The second main strategy in formulating a suc-
cessful business model is to decide what kind of
product(s) to offer to which customer group(s).
Market segmentation is the way a company

decides to group customers, based on important
differences in their needs or preferences, to gain
a competitive advantage.

There are three main approaches toward market
segmentation. First, a company might choose to
ignore differences and make a product targeted
at the average or typical customer. Second, a
company can choose to recognize the differences
between customer groups and make a product
targeted toward most or all of the different mar-
ket segments. Third, a company might choose
to target just one or two market segments.

To develop a successful business model, strate-
gic managers have to devise a set of strategies
that determine (a) how to differentiate and price
their product and (b) how much to segment a
market and how wide a range of products to
develop. Whether these strategies will result in
a profitable business model now depends on a
strategic manager’s ability to provide custom-
ers with the most value while keeping the cost
structure viable.

The value creation frontier represents the
maximum amount of value that the products
of different companies inside an industry can
give customers at any one time by using differ-
ent business models. Companies on the value
frontier are those that have the most successful
business models in a particular industry.

The value creation frontier can be reached by
choosing among four generic competitive strat-
egies: cost leadership, focused cost leadership,
differentiation, and focused differentiation.

A cost-leadership business model is based on
lowering the company’s cost structure so it can
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make and sell goods or services at a lower cost
than its rivals. A cost leader is often a large,
national company that targets the average cus-
tomer. Focused cost leadership is developing the
right strategies to serve just one or two market
segments.

A differentiation business model is based on
creating a product that customers perceive as
different or distinct in some important way.
Focused differentiation is providing a differ-
entiated product for just one or two market
segments.

The middle of the value creation frontier is
occupied by broad differentiators, which have
pursued their differentiation strategy in a way
that has also allowed them to lower their cost
structure over time.

Strategic-group analysis helps companies in
an industry better understand the dynamics
of competitive positioning. In strategic-group

DISCUSSION QUESTIONS

1.

Why does each generic business model require
a different set of business-level strategies? Give
examples of pairs of companies in (a) the com-
puter industry, (b) the electronics industry, and
(c) the fast-food industry that pursue different
types of business models.

How do changes in the environment affect the
success of a company’s business model?

What is the value creation frontier? How does
each of the four generic business models allow a
company to reach this frontier?

How can companies pursuing cost leadership
and differentiation lose their place on the value

13.

analysis, managers identify and chart the busi-
ness models and business-level strategies their
industry rivals are pursuing. Then they can
determine which strategies are successful and
unsuccessful and why a certain business model
is working or not. In turn, this allows them to
either fine-tune or radically alter their business
models and strategies to improve their competi-
tive position.

Many companies, through neglect, ignorance,
or error, do not work to continually improve
their business model, do not perform strategic-
group analysis, and often fail to identify and
respond to changing opportunities and threats.
As a result, their business-level strategies do
not work together, their business model starts
to fail, and their profitability starts to decline.
There is no more important task than ensur-
ing that one’s company is optimally positioned
against its rivals to compete for customers.

frontier? In what ways can they regain their
competitive advantage?

What strategies does a company need to develop
to become a broad differentiator? In what ways
does this provide it with a competitive advan-
tage over either cost leaders or differentiators?
Why is strategic-group analysis important for
superior competitive positioning?

What are some of the reasons companies lose
control over their business models, and thus
their competitive advantage, over time?
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PRACTICING STRATEGIC M ANAGEMENT

Small-Group Exercise: Finding a Strategy
for a Restaurant

Break up into groups of three to five people and
discuss the following scenario. You are a group of
partners contemplating opening a new restaurant
in your city. You are trying to decide how to posi-
tion your restaurant to give it the best competitive
advantage.

1. Create a strategic-group map of the restaurants
in your city by analyzing their generic business
models and strategies. What are the similari-
ties or differences between these groups?

2. Identify which restaurants you think are the
most profitable and why.

3. On the basis of this analysis, decide what kind
of restaurant you want to open and why.

Article File 5

Find an example (or several examples) of a com-
pany pursuing one of the generic business models.
What set of business-level strategies does the com-
pany use to formulate and implement its business
model? How successful has the company been?

Strategic Management Project: Module 5

This part of the project focuses on the nature of
your company’s business model and business-level
strategies. If your company operates in more than

one business, concentrate on either its core, or
most central or most important, businesses. Using
all the information you have collected on your
company so far, answer the following questions:

1. How differentiated are the products or ser-
vices of your company? What is the basis of
their differentiated appeal?

2. What is your company’s strategy toward
market segmentation? If it segments its mar-
ket, on what basis does it do so?

3. What distinctive competencies does your
company have? (Use the information on func-
tional-level strategy in the previous chapter
to answer this question.) Is efficiency, quality,
innovation, responsiveness to customers, or a
combination of these factors the main driving
force in your company?

4. What generic business model is your com-
pany pursuing? How has it formulated and
implemented a set of business-level strategies
to pursue this business model?

5. What are the advantages and disadvantages
associated with your company’s choice of
business model and strategies?

6. Is your company a member of a strategic
group in an industry? If so, which one?

7. How could you improve your company’s
business model and strategies to strengthen
its competitive advantage?

Holiday Inns on Six Continents

The history of the Holiday Inn motel chain is one of
the great success stories in United States business. Its
founder, Kemmons Wilson, vacationing in the early
1950s, found motels to be small, expensive, and of
unpredictable quality. This discovery, along with the
prospect of unprecedented highway travel that would

come with the new interstate highway program, trig-
gered a realization: there was an unmet customer
need—a gap in the market for quality accommoda-
tions.?’ Holiday Inn was founded to meet that need.
From the beginning, Holiday Inn set the standard
for offering motel features such as air-conditioning
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and icemakers while keeping room rates reason-
able. These amenities enhanced the motels’ popular-
ity, and motel franchising, Wilson’s invention, made
rapid expansion possible. By 1960, Holiday Inns
could be found in virtually every city and on every
major highway. Before the 1960s ended, more than
1,000 were in full operation, and occupancy rates
averaged 80%. The concept of mass accommodation
had arrived.

The service Holiday Inn offered appealed to the
average traveler, who wanted a standardized prod-
uct (a room) at an average price—the middle of the
hotel room market. But by the 1970s, travelers were
beginning to make different demands on hotels and
motels. Some wanted luxury and were willing to pay
higher prices for better accommodations and service.
Others sought low prices and accepted rock-
bottom quality and service in exchange. As the mar-
ket fragmented into different groups of customers
with different needs, Holiday Inn was still offering
an undifferentiated, average-cost, average-quality
product.

Although Holiday Inn missed the change in the
market and thus failed to respond appropriately to
it, the competition did not. Companies such as Hyatt
siphoned off the top end of the market, where qual-
ity and service sold rooms. Chains such as Motel 6
and Days Inn captured the basic-quality, low-price
end of the market. In between were many specialty
chains that appealed to business travelers, families,
or self-caterers (people who want to be able to cook
in their hotel rooms). Holiday Inn’s position was
attacked from all sides. As occupancy rates dropped
drastically with increasing competition, profitability
declined.

Wounded but not dead, Holiday Inn began a
counterattack. The original chain was upgraded to
suit quality-oriented travelers. Then, to meet the
needs of different kinds of travelers, Holiday Inn cre-
ated new hotel and motel chains: the luxury Crowne

Plaza; Hampton Inn serving the low-priced end of
the market; and the all-suite Embassy Suites. Thus,
Holiday Inn attempted to meet the demands of the
many niches, or segments, of the hotel market that
have emerged as customers’ needs have changed over
time. These moves were successful in the early 1990s,
and Holiday Inn grew to become one of the largest
suppliers of hotel rooms in the industry. However,
by the late 1990s, falling revenues made it clear that
with intense competition in the industry from other
chains such as Marriott, Holiday Inn was once again
losing its differentiated appeal.?!

In the fast-changing hotel and lodging market,
positioning each hotel brand or chain to maximize
customer demand is a continuing endeavor. In 2000,
the pressure on all hotel chains to adapt to the chal-
lenges of global competition and become globally
differentiated brands led to the takeover of Holiday
Inn and its incorporation into the international Six
Continents Hotels chain. Today, around the globe,
more than 3,200 hotels flying the flags of Holiday
Inn, Holiday Inn Express, Crowne Plaza, Staybridge
Suites by Holiday Inn, and luxury Inter-Continental
Hotels and Resorts are positioning themselves to
offer the services, amenities, and lodging experiences
that will cater to virtually every travel occasion and
guest need.?? In the 2000s, the company has under-
taken a massive modernization campaign in the
United States to take existing full-service Holiday
Inns to their next evolution. Holiday Inn plans to
have a room to meet the need of every segment of the
lodging market anywhere in the world.

Case Discussion Questions

1. Why did Holiday Inn’s business model and
strategies change over time?

2. What are the strategies behind the Six Conti-
nents Hotels current business model? In what
ways is it trying to improve its competitive
advantage?
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BUSINESS-LEVEL STRATEGY
AND THE INDUSTRY ENVIRONMENT

LEAIRNDNING

After reading this chapter, you should be able to

Explain why strategic managers need to tailor
their business models to the conditions that
exist in different kinds of industry environments
Identify the strategies managers can develop to
increase profitability in fragmented industries
Discuss the special problems that exist in
embryonic and growth industries and how
companies can develop successful business
models to compete effectively

o

. Its main competitor is AMD. The market for :
i graphic processing units (GPUs) microchips :
: that provide state-of-the-art animation, high- :
i definition video, and the processing power :
i needed to run high-powered computer games
i such as Crysis, World of Warcraft, and Grand
i Theft Auto and that allow for sophisticated
: 3D rendering of shapes and images has been

B JEC CTIVES

Understand competitive dynamics in mature
industries and discuss the strategies managers
can develop to increase profitability even when
competition is intense

Outline the different strategies companies in
declining industries can use to support their
business models and profitability

- Competition in the Microchip Business Speeds Up :
Intel has always been the leader in the market for central processing :
units (CPUs) microchips; its Pentium, Atom, and new Nehalem chips
. provide the processing power for all kinds of PCs, including desktops,
laptops, and smartbooks. :

dominated by Nvidia. Nvidia’s GPU chips are :
a favorite among sophisticated gamers, ani- :
mators, and visual designers. Nvidia’s main :
competitor is ATI, which was bought by AMD :

(Intel’s major CPU competitor) in 2006.

AMD?’s goal in buying ATI was to combine
the different processing powers of the CPU and :
GPU chips to give PC users the best possible :

N 3 dO




: computer processing power and speed while
© providing stunning graphic capabilities. By com-
. bining both kinds of chips, AMD’s goal was to
: obtain a competitive advantage over Intel. Intel’s
: CPUs have only very basic graphic processing
: power—enough for ordinary PC tasks but not
. sufficient for powerful gaming applications,
¢ video processing, or sophisticated graphic inter-
i faces such as those inside Apple’s PCs. GPUs are
i the heart of all gaming consoles, and Nvidia pro-
¢ vided the chip used in the first Xbox. Currently
: AMD’s ATI division supplies the GPU that pow-
: ers the Nintendo Wii, and Nvidia’s GPU is inside
. the PlayStation3. Nvidia scored a major coup in
: 2009 when Apple announced that all its new PCs
. would contain Nvidia’s advanced GPUs because
. of their state-of-the-art performance. Neverthe-
¢ less, in 2009, ATI also introduced powerful new
: GPUs that compete with Nvidia’s. Today, both
: Nvidia and ATT compete to provide the GPUs in
i the PCs offered by makers such as Dell, HP, and
¢ Lenovo; in addition, Intel and AMD compete to
i provide the CPU in these PCs.

: The complex, competitive situation between
: these three companies has led to major changes
: in their business models, competitive position-
: ing, and strategies in the maturing PC market.
. For example, fierce competition between AMD
: and Intel came to a head in 2005 when AMD
. introduced a new generation 64-bit CPU that
: performed better than Intel’s, and its stock price
¢ shot up as Intel struggled to catch up. But Intel,
: a broad differentiator with massive resources
¢ invested heavily, innovated an even more power-
¢ ful CPU, and by 2007, it had matched and out-
: performed AMD’s. At the same time, Intel had
: the resources to make its next-generation CPUs
. smaller, something which is increasingly impor-
. tant today because of the need to cool the small-
. er-sized laptops. AMD’s stock price plunged as
. Intel’s soared because it had lost its lead in CPUs
. and because in 2007 it still had no viable GPU to
¢ compete with Nvidia’s.

: Then, as noted, in 2008 Nvidia received a
: major shock when AMD’s ATT introduced its

. next-generation GPU chip that outperformed :
¢ Nvidia’s and offered these powerful GPUs :
: at lower prices to regain market share. Then, !
¢ Nvidia’s stock price plunged; it was forced to :
i reduce the price of its GPUs to compete. A price :
i war began, and the profits of both companies :
. fell. At the same time, ATI was still battling with :
i Intel in the CPU market, in which Intel’s new :

“dual core” processors had become the market :

leader. AMD introduced its next-generation :
. chips that matched and even outperformed :
i Intel’s; the result again was a price war in which
i companies reduced the price of their CPUs to :
¢ fight for market share. The result was that each :
. of the three chipmakers’ profits were falling :
i because they locked in an intense competitive :
. battle; at the same time, PC customers obtained :
: more powerful PCs at lower and lower prices.

Then, in 2008, to worsen the competitive :

: situation, Intel announced that it was develop- :
: ing its own state-of-the-art GPU code named :
i Larrabee to compete directly against Nvidia :
. and AMD. Intel had recognized how rapidly :
¢ the GPU market was growing because of the :
: increasing popularity of online video, anima- :
. tions, HD movies, and, of course, high-pow- :
. ered games played on PCs. With Intel, the giant :
. in CPUs now competing in the GPU segment :
. of the market, the stock price of Nvidia and :
i AMD crumbled. Prices of all kinds of chips :
: continued to plunge just as all three compa- :
. nies have had to spend billions on expensive :
: new R&D to innovate improved chips, even :
i as their profits plunge. The bottom line is that :
. the intense competition in the computer chip
: market is leading to falling profitability of the :
. three major companies, even though they are :
¢ providing customers with much more value for :
. their money. Clearly, the most innovative com- :
. panies need to manage industry competition to :
¢ ensure that they can provide their customers :
¢ with superior products and, at the same time, :
. obtain above-average profits so they can fund :
: the innovation necessary to improve products :
i and profitability over time. :
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Overview

As competition in the microchip industry suggests, even leading industry
companies—those with the most successful business models—face major problems
in maintaining their profitability over time. Even if strategic managers do create a
successful business model, they still face another challenge: the need to continu-
ously develop and improve their business-level strategies to sustain their competitive
advantage over time as the industry environment changes. As the industry environ-
ment changes over the life cycle, the kinds of opportunities and threats that face a
company change; its business model and strategies have to adapt and change to meet
this changing environment.

This chapter first examines how companies in fragmented industries can develop
new kinds of business-level strategies to strengthen their business models. It then
considers the challenges of developing and sustaining a competitive advantage in
embryonic, growth, mature, and declining industries. By the end of this chapter, you
will understand how forces in the changing industry environment require managers
to pursue new kinds of strategies to strengthen their company’s business model and
keep it at the value creation frontier where the most profit is earned.

STRATEGIES IN FRAGMENTED INDUSTRIES

A fragmented industry is one composed of a large number of small and medium-
sized companies, for example, the dry cleaning, restaurant, health club, and legal
services industries. There are several reasons that an industry may consist of many
small companies rather than a few large ones.!

First, fragmented industries are characterized by low barriers to entry because
they lack economies of scale. Many homebuyers, for example, prefer dealing with
local real estate agents, whom they perceive as having better local knowledge than
national chains. Second, in some industries, there may even be diseconomies of
scale. In the restaurant business, for example, customers often prefer the unique
food and style of a popular local restaurant rather than the standardized offerings
of some national chain. Third, low entry barriers that permit constant entry by
new companies also serve to keep an industry fragmented. The restaurant indus-
try exemplifies this situation. The costs of opening a restaurant are moderate and
can be borne by a single entrepreneur. High transportation costs, too, can keep
an industry fragmented, and local or regional production may be the only effi-
cient way to satisfy customers’ needs, as in the dirt, cement, brick, or custom glass
industries. Finally, an industry may be fragmented because customer needs are so
specialized that only a small amount of a product is required, hence, there is no
scope for a large mass-production operation to satisfy the market, for example,
custom-made jewelry or catering.

If these conditions exist, in many fragmented industries the focus business model
will be the most profitable to pursue. Companies may specialize by customer group,
customer need, or geographic region so that many small specialty companies operate
in local or regional markets. All kinds of specialized or custom-made products—
furniture, clothing, hats, boots, houses, and so on—fall into this category, as do all
small service operations that cater to personalized customer needs, such as laundries,
restaurants, health clubs, and furniture rental stores.



Chapter 6 Business-Level Strategy and the Industry Environment

However, strategic managers are eager to gain the cost advantages of pursuing cost
leadership or the sales-revenue-enhancing advantages of differentiation by circum-
venting the competitive conditions that have allowed focus companies to dominate
an industry. Essentially, companies search for a business model and strategies that will
allow them to consolidate a fragmented industry to obtain the above average profit-
ability possible in a consolidated industry. These companies include large retailers such
as Walmart and Target and fast-food chains such as McDonald’s and Subway; repair
shops such as Midas, Inc.; and even lawyers, consultants, and tax preparers.

To grow, consolidate their industries, and become industry leaders, these compa-
nies have developed strategies—such as chaining, franchising, horizontal merger, and
using the Internet and IT—to realize the advantages of a cost-leadership or differ-
entiation business model. By doing so, many focus companies lost their competitive
advantage and have disappeared (Figure 6.1).

Chaining

Companies such as Walmart and Midas pursue a chaining strategy to obtain the
advantages of cost leadership. They establish networks of linked merchandising out-
lets that are interconnected by IT and function as one large company. The enormous
buying power these companies possess through their chain of nationwide stores
allows them to negotiate large price reductions with suppliers that promote their
competitive advantage. They overcome the barrier of high transportation costs by
establishing regional distribution centers that can economize on inventory costs and
maximize responsiveness to the needs of regional stores and customers. They also
realize economies of scale by sharing managerial skills across the chain, and they can
use nationwide, rather than local, advertising.

Thus, by the use of chaining, companies achieve the cost and differentiation
advantages enjoyed by industry leaders; indeed, they often become the new industry
leaders. For example, the chaining strategy has been used in a wide range of retail
industries, consolidating one after the other. Barnes & Noble and Borders used this
strategy in book retailing; Staples applied it to office supplies; Best Buy to electronics
retailing; Home Depot to building supplies; and so on. In each case, the companies
that used chaining to pursue a business model based on cost leadership or differen-
tiation changed the competitive structure of the industry to its advantage, consoli-
dating the industry and weakening the five forces of competition in the process.

Figure 6.1 Strategies for Consolidating a Fragmented Industry

Horizontal IT and the

Chaining Franchising merger Internet

Strategies for consolidating
a fragmented industry
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Franchising

Like chaining, franchising is a business-level strategy that allows companies, particu-
larly service companies such as McDonald’s or Century 21 Real Estate, to enjoy the
competitive advantages that result from cost leadership or differentiation. In fran-
chising, the franchisor (parent) grants to its franchisees the right to use the parent’s
name, reputation, and business model in a particular location or area in return for a
sizable franchise fee and often a percentage of the profits.>

One particular advantage of this strategy is that because franchisees essentially
own their businesses, they are strongly motivated to make the company-wide busi-
ness model work effectively and make sure that quality and standards are consistently
high so that customers’ needs are always satisfied. Such motivation is particularly
critical for a differentiator that must continually work to maintain its unique or dis-
tinctive appeal. In addition, franchising lessens the financial burden of swift expan-
sion, which permits rapid growth of the company. Finally, a nationwide franchised
company can reap the advantages of large-scale advertising, as well as economies in
purchasing, management, and distribution, as McDonald’s does very efficiently in
pursuing its cost-leadership model.

Horizontal Merger

Companies such as Anheuser-Busch, Dillard’s, and Blockbuster chose a strategy of
horizontal merger to consolidate their respective industries. For example, Dillard’s
arranged the merger of regional store chains to form a national company. By pursu-
ing horizontal merger, companies are able to obtain economies of scale and secure a
national market for their product. As a result, they are able to pursue a cost-leader-
ship or a differentiation business model 