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| ntroduction and Book Plan

This textbook offers a comprehensive and reader-oriented treatment of the
principles of business planning and strategic management.

The book will be suitable for undergraduate, conversion-type masters,
postgraduate diploma, post-experience, MBA, and professional students on
full-time, part-time, and distance-learning courses in business, enterprise,
and management. It will also be relevant to students on courses for example
in tourism or hospitality management, information technology, healthcare,
or engineering which contain a significant element of business and
management studies, for instance on a major-minor modular basis.

It will be suitable for access or mature students studying on a
vocational, self-developmental, or life-long basis.

The book will also be of use to practitioners in industry, commerce, the
public, the healthcare, and the not-for-profit sectors.

The book retains the reader-friendliness of its earlier editions. The
presentation is clear, concise, focused, and very much to the point. The
chapters are broken down into manageable sections. The text introduces,
defines, and analyzes the relevant concepts and theories. These concepts
and theories are applied to appropriate issues and contexts, and illustrated
with a variety of examples. The text is based on a non-prescriptive and
objective analysis.

The book’s chapters are grouped into four main parts. Each chapter
opens with an introductory overview. There are assessment questions for
the review and reinforcement of learning. There are questions for case
study and case analysis. And most chapters contain a project assignment or
assignments for active or experiential learning purposes.

The book retains the international perspective that characterized the earlier
editions.
LEARNING OBJECTIVES

The format and text of this book can be used to fulfil any or al of the
following generic learning objectives:
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developing awareness - by which the reader becomes informed of the
existence and nature of a particular idea, entity, concept, theory, or
application.

definition - by which the reader becomes able to express the precise
meaning of a particular idea, entity, concept, theory or application.
Having understood the definition, the reader should then be able to
make use of this concept, theory or application in the wider process of
study, learning or practice.

conceptualization - by which the reader develops an understanding of
the nature and character of an idea or entity such that it becomes a
useful or applicable concept. This concept may underlie a theory or
application, so an understanding of the concept is an essential pre-
requisite to understanding or making use of that theory or application.
under standing - by which the reader grasps the meaning of an ides, a
concept or a theory; and can make sense of the concept and its
implications.

contextualization - by which the reader becomes able to place a
concept, theory or application into a particular context, circumstance or
situation. For instance, the reader comes to understand how a particular
concept or theory can be used to analyze an issue or problem, or isin
some way relevant to providing a structure for its explanation.

analysis - by which the reader examines the nature and construction of
the concept or entity, breaking it down into its separate components or
features so as better to understand and use it; and to be able to explain
it to others.

reflection - by which the reader thinks about what he or she has
conceptuaized, analyzed and understood. The process of reflection will
deepen the reader’s understanding and bring into play insights and
perceptions that make the concept or entity richer and more useful.
Reflection reguirements in this book are associated with the Review
Questions to be found at the end of each chapter.

comparison - by which the reader puts ideas, concepts or theories
together to ascertain the degree to which they are like or unlike each
other, or agree or disagree with each other. The process of comparison
is often associated with the requirement to contrast two or more
entities, that is to demonstrate the ways in which they are like or unlike
each other.

explanation - by which the reader defines, describes and communicates
to others (i) an understanding of an entity, (ii) the implications of the
idea or concept upon which that entity is based, and (iii) the context in
which the entity is in this particular case to be found; such that
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someone else clearly understands what has been explained to them,
and understands how it has been analyzed by the reader.

o synthesis - by which the reader develops an understanding of whole
contexts, structures or frameworks into which a number of entities are
integrated. The study of business planning and strategic management
cannot be separated from wider or “holistic’ conceptuaizations of
external political economies, environments, cultures, knowledge bases,
strategic, governance and performance evaluation paradigms, financia
management, technologies, and so on.

a application - by which the reader puts to use the ideas, concepts, and
theories he or she has learned and understood, so as to dedl with a
practical issue or problem associated with aredlity.

BOOK PLAN (WHAT THISBOOK ISABOUT)

This book offers a comprehensive but reader-friendly treatment of the
principles, processes, and practices of strategic management, leadership,
and business planning. The book has a structure of four main parts. The
purpose of each part is described below, and its chapter titles are listed.

Chapter 1 - Strategic M anagement

Chapter 1 sets the scene for the book. It looks at some of the key issues of
strategic management and business planning that this book deals with. It
defines the concept of strategic management, and tells you about the
strategic management approach that is used to structure the contents of the
book.

Part One- Conceptsand Techniques of Strategic Analysis

Part One of this book deals with the process of strategic analysis. It
contains two interrelated issues. The first issue is the appraisd of the
interna circumstances and resources of the enterprise, its capability (what it
can do), its ability to generate value, and its sources of comparative or
competitive advantage. The second issue is the summary analysis of the
relevant external environments and competitive contexts within which the
organi zation operates. Part One contains the following chapters:

Chapter 2 - Corporate Appraisal
Chapter 3 - Financial Appraisa
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Chapter 4 - Sources of Competitive or Comparative Advantage,
Resource Management, Capability, Vaue Generation, and
Critical Success Factors

Chapter 5 - Competitive Analysis

Chapter 6 - Environmental Analysis

The appraisal techniques described in thisfirst part of the book include:

o the analysis of internal strengths and weaknesses based on corporate
and financial appraisal.

the financia health-check.

the analysis of critical success factors.

performance gap anaysis.

the analysis of capability and capacity.

the analysis of value addition, and the value chain.

the identification of sources of comparative or competitive advantage.
the analysis of external opportunities and threats based on
environmental appraisal.

O competitive anaysis.

000000 D

Part Two - Business Planning, Risk Assessment, Forecasting, the
Strategic Management of Time, and Crisis Management

Part Two of this book deals with selected components of the process of
strategic and business planning. Business planning and forecasting
activities provide contexts for the formulation of strategy and the
implementation of decisions described in later chapters of the book. Risk
assessment provides a further parameter for these processes, which are aso
likely to be based on the analysis and management of the relevant time
dimensions. Part Two ends with a description of crisis planning and
business continuity management. Chapter 10 looks at some of the possible
consequences for the strategic management of the enterprise of such
emergencies, crises, and disasters that might with a certain degree of
likelihood befall it. Part Two contains the following chapters:

Chapter 7 -  The Strategic Management of Time
Chapter 8 -  Risk Assessment
Chapter 9 - Business Planning and Forecasting

Chapter 10 Crisis Management
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Part Three - Strategy Formulation, L eader ship, Gover nance, Strategic
Decision-M aking, and Performance Evaluation

Part Three of this book deals with the inter-related processes of strategy
formulation, leadership, governance, strategic decision-making, and
performance evaluation. This is sometimes termed “the strategy process’.

Part Three defines the concepts of mission, purpose, objectives, and
strategy. It identifies the roles and interests of shareholders or stakeholders
as beneficiaries or recipients of the activities of the organization. It
examines the inter-related issues of business ethics, values,
environmentalism, and socia responsibility that may influence the
formulation of enterprise mission and objectives, and which may shape the
implementation of strategy. It analyzes key issues of corporate governance,
financial strategy, financia evaluation and performance management. It
looks at who formulates strategy and makes strategic decisions; and it looks
at how these processes are carried out. It analyzes the role of leadership in
the processes of governance and strategic management. Part Three looks at
the relationship between planning style, strategy formulation, and the
structure of the organization. And it describes a variety of criteria by which
the strategies chosen and implemented by the enterprise may be appraised
and evaluated.

In summary, Part Three looks at what strategy is. It deals with how
strategies and plans are formulated, how decisions are made, and how the
results are assessed. It also looks at the related issues of who formulates
strategies and plans, who makes decisions, and why. Part Three contains
the following chapters:

Chapter 11 -  The Concepts of Mission, Objective, and Strategy

Chapter 12 -  Business Ethics, Environmentalism, and Social
Responsibility

Chapter 13 -  Financia Strategy and Management

Chapter 14 -  Strategy Formulation, Governance, and Strategic Decision-
Making

Chapter 15 - Planning Style and Strategy

Chapter 16 -  Performance Evaluation, Performance Management, and
Excellence

Chapter 17 - Leadership and Strategy
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Part Four - Strategy Choice and | mplementation

Part Four of this book analyzes a variety of alternative strategies from
which enterprise management may choose in order to fulfil the mission and
achieve the objectives described in Part Three. Part Four also deals with
key implementation issues.

Decision-makers will have to decide what is the best choice of strategy
from the various options available to them, given the findings of the
strategic analysis described in Part One; given an understanding of the
relevant critical success factors; and given the features of the knowledge,
the technology, and the competition strategies described in Part Four that
provide the strategic foundations of the enterprise itself.

The enterprise will then have to implement its choice of strategies
within the parameters identified by the process of strategic analysis; and
given the prevailing context of the structure, the relationship architecture,
the competencies, and decisions on resource application that have been
established by the organization.

Decisions on strategy choice and implementation will therefore be
informed by the process of strategic analysis described in Part One.
Strategy choice will have closely to be related to enterprise capability, to its
ability to generate customer value, and to its sources of comparative or
competitive advantage. Strategy choice will aso have to be closely related
to enterprise understanding of its critica success and its limiting factors;
and to its understanding of the nature of the constraints imposed by the
relevant external and competitive environments.

The nature and outcomes of strategy choice and implementation will be
determined by the processes of time management, risk assessment,
forecasting, and business planning analyzed in Part Two.

The nature and outcomes of strategy choice and implementation will
also be determined by the processes of leadership, governance, strategy
formulation, dtrategic decision-making and performance evaluation
analyzed in Part Three.

Part Four is divided into three sections. The first section is entitled
Strategic Foundations. This section deals with fundamental issues of
structure, relationship architecture, knowledge, technology, competence,
the character of resource use, and competition strategy. The formulation
and implementation of enterprise strategy is dependent on decisions about
these issues. Enterprise capability, its ability to generate value, its
leadership success, its competitive or comparative advantage, and its
operational or financial performance may all depend on the knowledge, the
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technology, the competence, and the possible patterns of resource use
available to the organization. And it may depend on the effectiveness of the
management of these key variables over the time horizons described in
Chapter 7.

These variables are therefore likely to determine the degree to which
the enterprise will be able to fulfil its purpose and achieve its objectives.
The first section contains the following chapters:

Chapter 18 -  Structure, Architecture, Culture, and Supply Chain
Management

Chapter 19 -  The Strategic Management of Knowledge, Technology,
and Innovation

Chapter 20 -  Core Competencies

Chapter 21 - Resource Stretch and Leverage

Chapter 22 -  Competition Strategy

The second section deals with Business Strategies. These are the detailed
and practical means by which the enterprise attempts to achieve its
competitive, product-market, financial, and performance objectives.
Decisions about business strategy in particular cover product-markets and
product-market position, brands, reputation, and business development.

Such decisions depend directly on issues of resource capability, value
generation, competitive advantage, leadership, and the strategic foundations
analyzed in earlier chapters. The enterprise will make decisions about its
business drategy that most effectively exploit its strengths and its
resources, its sources of competitive or comparative advantage, its
knowledge, its technology, its capability, and its competencies such that
competitive, market, performance and financial objectives, or objectives for
value addition, are achieved. The second section contains the following
chapters:

Chapter 23 - Volume and Cost-Based Strategies

Chapter 24 - Differentiated, Focus, and Niche Strategies

Chapter 25 -  Brands, Reputation, and Corporate |dentity

Chapter 26 -  Product-Market Development Strategies

Chapter 27 -  Business Development Strategies and Strategic Alliances

The third section dedls with International Business Strategy. This
section deals with corporate decisions about key implementation issues
associated with the internationalization of business strategy. And it deals
with issues of globalization and localization, in which the enterprise has to
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make decisions about how and why it may choose variously to operate on a
local, a regiona, or an international basis. The third section contains the
following chapter:

Chapter 28 - International Business Strategy

WHAT SOME REVIEWERS SAID ABOUT THE PREVIOUS
EDITION OF THISBOOK

“the importance of strategic thinking and planning cannot be overstated.
That is why | welcome this ... stimulating book. It offers a clear guide to
developing a strategic approach; and it provides vauable keys to
understanding the nature of a business, identifying goals and achieving
them. With lively analysis... Tony Morden gives useful insights into the
concepts and practica techniques of strategic management and planning
aimed at enabling businesses to maximize their potential and rise to the
challenge of change’ - The Right Honourable Sir Leon Brittan QC,
formerly Vice-President of the European Commission.

“the student is taken carefully, logically and lucidly through the labyrinth
of strategic management” - Professor Emeritus George Thomason CBE,
University of Cardiff, UK.

“Morden succeeds in bringing together the underlying conceptual
framework, develops the management theme with good real life reference
to actual companies, and facilitates the understanding of the subject with a
style which is concise and enjoys clarity of purpose ... this edition is * must
have' essential reference materia” - John Jeffers, International Business
Manager, AMEC plc, UK.

“a clearly structured and reader-friendly book from which one can easily
find individual strategic issues for both studies and practical work. The
book gives an excellent tota picture of strategy and planning” - Heidi
Toivola, Product Manager, L’ Oréal Finland.
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TECHNIQUESOF CASE STUDY AND ANALYSIS

The use of case study and analysis has long been associated with the
subject and practice of strategy, planning, and strategic management. The
use of case study and analysisis regarded as a particularly effective method
for the application of conceptua or theoretical frameworks such as those
described in this book, and for the reinforcement of the reader’s learning
about them. It can be used to devel op the personal technique and judgement
required to dea with the realities of the situations represented by these case
studies. Techniques of case study and analysis are for instance associated
with:

O company or organization analysis.

o the identification and analysis of strategic, planning, or performance
management i Ssues.

o theidentification and analysis of strategies, or strategic choice.

the identification of strategic dilemmas or problems.

o the selection and recommendation of courses of action from a number
of available alternative options.

O processes of leadership, strategy formulation, decision-making, and
performance evaluation.

o the exercise of persona judgement and discretion in dealing with
issues, and making decisions about them.

O

Skills Developed by Case Study and Analysis

Case study and analysis develops a number of persona skills. These
include:

Intellectual and cognitive skills - involving the recognition, categorization,
evaluation, re-organization, and synthesis of information. These intellectual
processes require logical and methodica thinking. They aso call for the
appropriate work and information processing methodologies, especially
where the reader is faced with:-

e alarge volume of information, which may or may not be clearly laid
out or internaly consistent.

e information whose lack of clarity or inherent dilemmas reflect the
reality of the situation which the case writer faced in researching and
recording his or her materia and writing up the case study.

e theneed to summarize.

e dealing with the case study under examination conditions.
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Application skills - in which concepts, theories, prior learning (and personal
experience where appropriate) need to be applied in order to analyze the
case study and to answer the questions set. This intellectual, conceptual,
and maybe experientiad basis provides both the principles and the
framework by which the case analysis may be carried out.

Creativity, discretion, and the exercise of judgement - necessary to
identifying alternatives, suggesting solutions to dilemmas or problems,
dealing objectively with opinions and value judgements, and making
decisions. The exercise of judgement is also important where issues of
implementation form a key part of the requirement, or where presentation
must include persuasion and the making of a case (or business case) for the
proposals being put forward.

Communication skills - necessary to the construction and presentation of
written reports or oral presentations.

How to Do a Case Study

There are a number of simple steps to follow when dealing with a case
study. These are listed in the section below. But before you follow them,
you should clear your mind of irrelevant thought and distractions!
Concentrate only on the matter in the case study and empathize with it.
Remember, the case study is for the time being a reality with which you
must deal, and about which you may have to make decisions.

PROCESS (WHAT YOU MIGHT DO)

1. Read the case study quickly to gain an overview of its contents.

2. Read and understand the case requirements or the questions you have
to answer. Also, read and understand the assessment criteria where this
isrelevant.

3. Read the case study a second or third time. Study the detail. Attempt to
build up abroad understanding of:-

e purposes, objectives, and strategies being implemented by the
organization or organizations in the case study.

e dfrategic issues, intentions, dilemmas, or problems.

e question marks and areas of concern.

e Kkey personalities, persona motivations, or leadership issues.

4. Carry out astrategic analysis of the enterprise or enterprisesin the case
study, if thisis required. The process of strategic analysis is described
in detail in Parts One and Two of this book.
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Identify possible scenarios, future circumstances, or time-related issues
that the case organization might face within its forecast time horizons.
Thisisdealt within Part Two of this book.

Identify and analyze processes of strategy formulation, leadership,

strategic decision-making and performance evaluation, where the

necessary information is available in the case study, or where this is
possible. These processes are described in detail in Part Three.

Identify and analyze dtrategies currently being proposed or

implemented. Be prepared to comment on them or to evaluate them.

Are they appropriate? Are they consistent with the strategic analysis

and forecasts carried out in steps 4 and 5 above? What degree of risk do

they contain? What might their consequences be for the organization
within the foreseeable future? The case writer’s objective here is to get
the student to think about:-

e what the stated objectives and strategies of the enterprise are.

e why it has made such strategic choices.

e how it is proposing to implement these strategies, and what the
potential consequences or performance outcomes of its strategic
choice might be.

The processes of strategic choice and strategy implementation are

described in detail in Parts Threeand Four.

Where you are required to suggest solutions to issues, dilemmas, or

problems; or to recommend future strategies or courses of action to be

implemented, you may have to:-

o identify, analyze, compare, and justify alternative courses of action
available to the enterprise (i) that would alow it to fulfil its
purpose, achieve its objectives, or deal with the issue which is the
subject of the case study; (ii) that accord with its critical success
factors, its philosophy, and the constraints under which it operates;
and (iii) that are likely to be feasible given its resources, capability,
and attitude to risk.

¢ identify and analyze implementation issues relevant to the choice
from amongst the alternatives described immediately above.
Implementation issues may be associated with leadership,
organization structure, and corporate culture; management process,
the need to meet customer, shareholder or stakeholder expectations;
performance management; or the need to develop specific skills
and competencies (and so on).

e identify and empathize with the role requirements and
responsibilities of influential individuals, decision-makers, or
stakeholders.
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e give your reasoning or justification as to how or why the strategies
or courses of action that you propose will most appropriately deal
with the requirement that you have been set by the case writer or
the assessor.

You will need to decide on the degree to which the case requirement
calls for the exercise of judgement in suggesting courses of action or
desired outcomes. This will be regarded as a proper objective for the
case writer to set the student.
Similarly, you may need to be clear about the extent to which the case
requirement calls for decisions to be made. Case studies sometimes call
for the exercise of judgement in decision-making. This may also be a
prime objective of the case writer. Once you have identified and ranked
the alternatives you may be required to choose between them. It may
not be possible to prevaricate or to obfuscate, or “to sit on the fence”,
or to give yourself the luxury (?) of “analysis-paraysis’! The making
of decisions may have the effect of sending clear signals to customers,
competitors, shareholders and investors, employees and stakeholders,
government agencies, and so on.

As aresult, you may have to be prepared to justify the course of action

or the strategies that you have recommended. Y ou may not be able to

shift the responsibility by simply stating that “the Managing Director
should do so-and-so”. Why should he or she do it? Y ou may have to be
prepared to outline:-

e therelative advantages and disadvantages of your proposal; or

therelative costs and benefits; or

the relative risks involved; or

the relevant performance management issues; or

why the suggested outcomes to your proposa are likely to be the

most desirable, and how decision-makers may be persuaded to

adopt and implement your proposals; or

e how the organization might be able to implement your proposals,
achieve the outcomes, and measure the result.

Remember, finally, that organizations do nothing. It is their people who

do everything! Don't ignore the people in the case study. Put yourself

in their shoes. Look at what you are proposing from their viewpoint.



Chapter 1

The Strategic Management Concept

This opening chapter sets the scene for the book. It tells you what the book
is about. It looks a some of the magjor principles that the book will deal
with. It defines the concept of strategic management, and tells you about
the strategic management approach that is used to structure the contents of
the work.

STRATEGIC MANAGEMENT AND STRATEGIC PLANNING

This book is about strategic management and strategic planning. The
establishment of strategies, the making of plans, and the implementation of
those strategies and plans are key management decision-making processes
in any kind of enterprise. The strategic decision-making process takes
place, in some form or other, in most kinds of organization. The process
may be formalized and systematic. Or it may be informal, opportunistic and
ad hoc in nature.

The formulation of strategies and plans is a prime responsibility of
entrepreneurs in small to medium-sized businesses (or “SMES’); and of
leaders, chief executives, presidents, directors, and managers in private and
public companies.

Business planning and the formulation of strategy is also a prime
responsibility of managers and administrators in such public sector and not-
for-profit organizations as hospitals, government agencies, police and
security agencies, schools and universities, charities, and fund-raising
ingtitutions.

This book, like its predecessor then entitted An Introduction to
Business Srategy and published in 1999, takes a strategic management
approach to the subject of strategic decision-making and business planning.
The strategic management approach was first described by Kenneth
Andrews (1980). This approach is practicad and comprehensive. It also
corresponds with the redlities of life in enterprises and organizations as you
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may experience it. It is widely used by practitioners, managers, and
academics.

Kenneth Andrews’ Definition of Strategic M anagement

Andrews comments that ‘strategy is the pattern of decisions in a company
that determines and reveals its objectives, purposes or goals, produces the
principal policies and plans for achieving those goals, and defines the range
of business the company is to pursue, the kind of economic and human
organization it is or intends to be and the nature of the economic and non-
economic contribution it intends to make to its shareholders, employees,
customers and communities ... the strategic decision contributing to this
pattern is one that is effective over long periods of time, affects the
company in many different ways and focuses and commits a significant
portion of its resources to the expected outcomes. The pattern resulting
from a series of such decisions will probably define the central character
and image of a company, the individuality it has for its members and
various publics, and the position it will occupy in its industry and markets.
It will permit the specification of particular objectives to be attained
through a timed sequence of investment and implementation decisions and
will govern directly the deployment or redeployment of resources to make
these decisions effective.

Some aspects of such a pattern of decision may be in an established
corporation unchanging over long periods of time, like a commitment to
quality, or high technology, or certain raw materials, or good labour
relations. Other aspects of a strategy must change as or before the world
changes, such as product line, manufacturing process or merchandising and
styling practices. The basic determinants of company character, if
purposefully ingtitutionalized, are likely to persist through and shape the
nature of substantial changes in product-market choices and allocation of
resources ...’

WHAT ISSTRATEGIC MANAGEMENT?

Strategic management is concerned with the character and direction of the
enterprise as a whole. It is concerned with basic decisions about what the
enterprise is now, and what it is to be in the future. It determines the
purpose of the enterprise. It provides the framework for decisions about
people, leadership, customers or clients, risk, finance, resources, products,
systems, technologies, location, competition, and time. It determines what
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the enterprise should be capable of achieving, and what it will not choose to
do. It will determine whether and how the organization will add value, and
what form that added value should take.

Strategic management is also concerned with management planning
and decision-making for the medium to long-term future. It is concerned
with the anticipation of that future, and with the establishment of a vision
or view of how the enterprise should develop into the future that it must
face.

Missions, Objectives and Strategies

The process of strategic management is used to establish missions,
objectives, and strategies for the organization. Statements of mission
specify what the enterprise is about, what its values are, and what its
purpose is to be. The mission of the Walt Disney Company is for example
to develop global entertainments that “bring happiness to millions’.
Objectives are statements of the mgjor goals that the organization is aiming
to achieve. Objectives specify or quantify the targets towards which
|leadership, effort, investment, and willpower are to be directed. Objectives
might for instance be specified in terms of market share, profitability, the
number of new products developed, the cost of government services, or the
number of patients treated. Srategies are the means or the “game-plan” by
which enterprise mission is put into practice, and objectives achieved. For
instance, a manufacturing company might wish to compete on the basis of
making available very high quality and reiable products sold under a
strongly promoted brand name such as Mercedes-Benz, Hewlett-Packard,
Orange, or Cadbury. Others might choose to compete by making products
or services available at the lowest possible price, which means that they are
going to have to keep their costs down to a minimum. A hospital or
healthcare system might instead be based on public funds and state
provision (as in the UK), or it might be based on market competition
between private healthcare companies (asin the USA).

The identification of mission, objectives, and strategy depend on
understanding the basic nature and purpose of the enterprise. The process
of strategic management and business planning therefore requires us to
understand what businesswe arein.
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WHAT BUSINESS ARE WE IN?

In a classic work on the fundamentals of strategic management, Theodore
Levitt (1960) argued that it was essentia for any organization to base its
strategic decision-making on a clear understanding of what businessitisin.
Levitt suggested that this understanding must be based on the view or voice
of the customer or client, rather than on an inward-looking or “production-
oriented” view of the purpose of the enterprise. How does the customer
perceive the enterprise, its products, or its services? What benefits or values
does the enterprise provide the customer, and how does it fit into the
client’s scheme of things?

For instance, strategic decisions about missions and objectives could be
described asfollows:

0 Nike shoes - is Nike merely a supplier of specialized footwear? Or does
it instead sell image and prestige to brand and fashion-conscious
buyers?

0 healthcare - does a healthcare system cure people who have become il
or need surgery? Or isit instead concerned with the health of the nation
as awhole, and should it aim to prevent sickness and disease occurring
in thefirst place?

o Marks and Spencer UK food halls - Marks and Spencer plc sells high
quality convenience foodstuffsin its UK food halls. Many of these food
halls are situated in city centres. Is Marks and Spencer simply selling
food? Or is it sdlling convenience to busy working people who are
short of time?

Think about the following examples. What businesses are these
organizationsin?

Orange or Vodaphone cellular telecom.

CocaColaor Pepsi Cola

if you are a student, the college or university where you are studying.
DaimlerChrysler automotive.

breakfast cereal manufacturers.

toothpaste manufacturers.

the builder of a new house or apartment on an executive housing estate
or property development.

your local soccer or football club (whatever the rules!).

000000 D
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o Heathrow or Schiphol airport (or another large airport near where you
live, such as JFK New York, Paris CDG, Frankfurt, Singapore, Hong

Kong, or Chicago O'Hare).

THE STRATEGIC MANAGEMENT PROCESS

The concept of strategic management isillustrated in Figure 1.1. It has four

component processes. These are:

Strategy formulation
and

O dtrategic anaysis and planning.
O strategy formulation and strategic decision-making.
o strategic choice.
Q strategy implementation.
Strategic analysis
and planning
- <« ~
managing plaar:qui{ng
TeSOUrces | forecasting
time-scale
management and
i . process Decision- \ 4 i
Strategy implementation making e horizons
unit
leadership,

nowledge, vision
judgement, and
experience,
competence

T~
_/

values

Strategy choice

strategic decision-making

@ Decisonprocess - — — —»> Feedback and learning

Figurel.l The Strategic Management Process
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Strategic Analysisand Planning

Srategic analysis is a process by which the enterprise examines its own
interna or corporate characteristics and capabilities; and identifies the most
important features of the external environment within which it must
operate. The processis used to identify and understand such variables as:

o theinterna operational and financial strengths and weaknesses of the
organization.

o the externa or environmenta constraints, opportunities, and threats
facing the enterprise.

O the competitive environment within which the enterprise must operate.

o the political and institutional environments within which the enterprise
must operate.

o the nature of the resources, capacity, leadership, willpower, and

capability that the enterprise possesses, or that are needed so that the

enterprise may be able to achieve its objectives (that is, “what the

organization must be able to do”).

the sources of value addition available to the enterprise.

enterprise sources of comparative or competitive advantage.

enterprise sources of political advantage.

factors which are critical to enterprise survival and success (“critical

success factors”).

factors which instead will place limits or constraints on the potential

achievements of the enterprise.

0O0o0O0d

O

Strategic analysis is used to inform the processes of strategy formulation,
strategic decision-making, and strategic choice described in a later section
of this chapter. Strategic analysis is described in detail in Part One of this
book.

The planning process may variously be described in such terms as
“strategic planning” or “business planning”. The difference between these
two terms is a matter of degree. Both are concerned with how the enterprise
proposes to map out and to manage its necessary engagement with, or
involvement in the future time horizons to which it is committed. The
planning process is described in this book on the basis of the following
variables:

o theanaysisof time.
o theanalysisof risk.
o theanalysis of forecasting processes.
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0 thedescription of the business planning process.

The planning process is used to inform and to structure the processes of
strategy formulation, strategic decision-making, strategic choice, and
strategy implementation.

The planning process is described in Part Two of this book. Part Two
also includes an analysis of crisis management. The inclusion of this new
chapter reflects the contemporary need for organizations, irrespective of the
sector in which they operate, to be prepared for the occurrence of extreme
events or damaging conditions caused by severe and direct externa threat
to the enterprise and to its people.

Strategy Formulation and Strategic Decision-M aking

Processes of strategy formulation and strategic decision-making are used to
establish enterprise mission, objectives, and strategy. Mission, objectives,
and strategy will derive from the vision and values of the enterprise, of its
leaders, of its decision-makers, and of its stakeholders. The enterprise will
have to decide how to formulate its strategies and plans; to decide who isto
be involved in this process; and to decide how to make decisions about the
alocation of finance and resources that are required to put these strategies
and plans into operation. Decision-makers will have to know how to
identify and describe the aternative courses of action that are likely to be
available to the enterprise, given the findings of the process of strategic
analysis and business planning described in Parts One and Two. They will
aso have to put in place criteria by which to judge whether these
alternative courses of action are feasible and appropriate, and whether they
can afford to put them into practice.

Strategy formulation and strategic decision-making are analyzed in Part
Three of this book.

Strategy Choice

The process of strategy choice is used to identify the alternative courses of
action that, given its available resources, its capability, its willpower, and
its sources of comparative or competitive advantage, are likely to be
available to the enterprise (i) over the time scale and time horizon to which
it operates; and given (ii) its attitude to risk.

For example, should the enterprise remain a national supplier, or should
it go international ? Should it aim to achieve a large market share? Should it
make very high quality products? Should it aim for high margins or does it
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want to be a low-cost supplier? How long will it be able to wait before its
investment projects pay for themselves? Can it think long term, for instance
in the matter of research and development, skills development, or new
product development? Must it meet demands from its shareholders for a
consistent and substantial annua flow of dividends? Is it required by the
state to meet targets for performance in the provision of healthcare or
public services? Or does the organization have to catch and convict
terrorists, and how isit to do so?

Decision-makers will have to sdect those strategies from the
aternatives they have identified that they consider will best or most
effectively enable the enterprise to fulfil the misson and achieve the
objectives it has formulated for itself (or which have instead been laid
down for it). This decision will require skill and judgement. It will entail
the risk that decision-makers may make the wrong choice, or make
decisions that take the enterprise in directions for which it is not prepared.
Decision-makers will have to think through the resource allocation
implications of their strategic choice. Can the enterprise afford to do what
is being proposed? Has the organization got the right people, the right
leaders, the right skills, and the right assets? And what kind of market,
financial, or political returns will decisions on strategic choice bring?

Strategy choiceis anayzed in Part Four of this book.

Strategy | mplementation

The process of putting the enterprise’'s chosen strategies and plans into
practice takes place within the internal context and constraints of the
people, the leadership, the structure, the resources, the capability, and the
culture of the organization. Strategy i mplementation also takes place within
the context and constraints of the externa, political, and competitive
environments. The implementation of strategic choice will in addition take
place within the context of those people and organizations externa to the
enterprise but with whom it has any form of operational, partnership,
supply or trading relationship.

Strategy implementation will depend on the nature of the knowledge,
technology, and competence resources available to the enterprise. It will
also depend specifically on the nature of decisions about financial and
competition strategy. The implementation of strategies will be constrained
by the need to make the best use of the available resources, to meet
financial obligations, and to ensure survival in the face of the increasingly
harsh demands of (i) competitive internationa trading environments; or (ii)
performance-orientated public sector decision-makers.
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Strategy implementation is analyzed within Part Four of this book.
Reference to implementation issues is also made in Parts One, Two, and
Three where this reference is appropriate, and will develop or reinforce the
reader’ s understanding of the principles being described.

The Four Components of the Strategic M anagement Process

The four elements of the approach to the study and practice of strategic
management and business planning described in this book are inter-related
and inter-acting. Each informs and influences the other, for instance
through the processes of communication, feedback, learning, and the
accumulation by individuals and organizations of knowledge, judgement,
experience, and competence.

At the same time, decisions about strategic choice cannot be taken
without careful thought as to their implementation. Strategies or plans that
cannot with any degree of certainty be implemented, or for which the
necessary finance or resources are unavailable, are not redlistically likely to
be selected. Strategic choice must be feasible as well as appropriate to the
requirements of the situation.

REVIEW QUESTION

Describe the strategic management approach to the study and practice of
strategy and planning. What are its components? Why are they inter-related
and inter-acting?
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PART ONE

CONCEPTS AND TECHNIQUES OF

STRATEGIC ANALYSIS

Part One of this book deals with the process of strategic anaysis. Part One
contains two interrelated issues for study.

The first issue is the appraisal of the internal circumstances and
resources of the enterprise, its capability (what it can do), its ability to
generate value, and its sources of comparative or competitive advantage.

The second issue is the summary analysis of the relevant external
environments and competitive contexts within which the organization

operates.

Part One contains the following chapters:

Chapter 2
Chapter 3
Chapter 4

Chapter 5
Chapter 6

Corporate Appraisal

Financial Appraisal

Sources of Competitive or Comparative Advantage,
Resource Management, Capability, Vaue Generation, and
Critical Success Factors

Competitive Analysis

Environmental Analysis
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Chapter 2

Corporate Appraisal

This chapter looks at the analysis of the interna strengths and weaknesses
of the organization as a part of the strategic analysis process of “corporate
appraisa”. It outlines some of the criteria by which corporate strengths and
weaknesses may be identified and explained. It describes techniques of
performance gap analysis and Management By Wandering Around
(MBWA). The chapter concludes by commenting on the use of corporate
appraisal techniques within the wider processes of strategic decision-
making and strategic choice.

CORPORATE APPRAISAL

An initial requirement of the process of strategic analysis is the appraisal
and analysis of the condition in which the enterprise currently finds itself.
For instance, does the enterprise have internal strengths upon which it can
base its choice of strategies; and thereby better serve its customers, clients,
or patients; or alternatively gain competitive advantage in its markets? Is it
in a strong operationa position? Or does it instead have internal
weaknesses which may place it at a disadvantage, and which it may have to
remedy before it can make decisions on its choice of strategy? Are there
gaps in performance between what it would like to achieve, and what it is
actually achieving at present?

The process of corporate appraisal requires enterprise management to
maintain and update its knowledge (or “diagnosis’) of the internal position
and condition of the organization. This process has a number of
components. Some of these are described in this chapter. The paralle
process of financial appraisal is dealt with in Chapter 3.
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ANALYSING CORPORATE STRENGTHS AND WEAKNESSES

It may be useful to start the process of corporate appraisal by analyzing
corporate strengths and weaknesses. These can be used as criteria by which
to make basic judgements about the position and condition of the
organization.

The identification of corporate strengths and weaknesses is a part of the
“SWOT” technique for company appraisal (and case study anaysis). The
acronym “SWOT” stands for Strengths, Weaknesses, Opportunities,
Threats. Corporate strengths and weaknesses are dealt with in this chapter.
Financial strengths and weaknesses are analyzed in Chapter 3.
Opportunities and threats are discussed in Chapter 6.

An Example of a Cor porate Strength

The Air Products, Linde and British Oxygen companies both maintain
strong competitive positions through their international reputations as a
leaders in technologies associated with cryogenics (the science of cold),
industrial and medica gases, and the application of advanced physics.
Their competitive strength lies in the ability to develop and apply high-
technology science to their business activities.

An Example of Corporate Weakness

Some retail companies or small and medium sized enterprises (“SME'S’)
choose to position a very specific or limited range of products on restricted
“niche’” markets. Such companies may be particularly vulnerable to
conditions of trading recession or change in their market because they have
nothing elseto fall back on.

Some Criteriafor | dentifying Corporate Strengths and Weaknesses

Corporate strengths and weaknesses may be identified by functional area,
or by key issue. Each isanalyzed in turn.

Functional Area
Corporate strength and weakness criteria may be identified and analyzed on

the basis of the main functional areas to be found in any business, service,
healthcare, public or non-profit organization. For instance:
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marketing - variables may include market position and market share;
reputation in the community; client or patient perceptions, status as
market leader or follower; mix and depth of product or service
portfolio; relative position on product life cycle, new product
development capability; negotiating, sdes and promotiona
competence. Example: Coca-Cold's strong market position in the soft
drinks sector.

financial - variables may include relative profitability; return on capital
employed (ROCE); earnings per share (EPS); cash flow; relative
efficiency of use of assets; margin of safety; financia structure
(ownership, mix of equity and loan capital); financia management
skills and competences. Example: the potential financial performance
of a well-established, well-located, and well-managed hotel whose
popularity and positive reputation may generate a significant degree of
both profitability and cash flow from its high occupancy rate.
operational - variables may include the type, location, age, and
productivity of operational assets; operational flexibility; success rates
in treating patients; capacity for rapid response or just-in-time (JIT)
requirements; quality and reliability of output; relationship with
suppliers; cost-effectiveness;, type and use of information and
communication technology (ICT) or management information systems
(MI1S). Example: Toyota s “lean” manufacturing process.

technology - variables may include the type and complexity of
technology; ability to manage changing technology; degree to which
technological competencies offer efficiency gains or competitive
advantage; need for continuing investment in innovation, research and
development (R&D), and new product development (NPD). Examples:
3M’s ability continuously to develop new technologies and new
products; Boeing's development of the “7” range of aircraft (707, 727,
737, 747, 757, 767, and 777); ongoing developments in surgica and
drug treatments.

human resources - variables may include employee type, competence,
quality and productivity; ease of recruitment and retention; staff skill
and flexibility; staff education, training and experience; staff attitude
and culture; expectations; employee relations history and attitude to
management; degree of customer service orientation; capacity for
response, change and creativity; cost-effectiveness (etc). Example:
Virgin Atlantic airline cabin crew’s high degree of customer orientation
and customer service provision.

processes and systems - variables may include the type and complexity
of processes and systems; flexibility and speed of operation; capacity
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for paralldl processing (doing several things at the same time); service
capabilities and cod-effectiveness; external  networks and
dependencies; information and communication technology features.
Examples. “lean” or “just-in-time” manufacturing processes; internet or
telephone based banking systems; reduced cycle times.

leadership and management - variables may include the depth of
leadership experience and management skill; quality of management
training and development; degree of service and customer orientation;
attitude towards innovation and change, appropriateness and
effectiveness of management style and culture; capacity for knowledge
and technology management; cross-cultural capability. Examples: the
benchmark quality of management at such companies as the General
Electric (GE) Corporation, British Petroleum, Unilever, Procter &
Gamble, or the Sony Corporation.

Key Issue

The analysis of corporate strengths and weakness may a so be based on key
issues. Some examples are given below:

]

can the organization actually do what it wants to do with the resources
and assets available or accessible to it? The key issue of enterprise
capability and capacity is dealt with in detail in Chapter 4.

ownership structure and the processes of strategy formulation. Who
owns the enterprise? Who makes the decisions? What do they want?
These issues are dealt with in detail in Part Three of this book.

the possession of specia skills; and distinctive or core competences.
Rolls Royce is, for example, known for making aircraft engines of a
very high quality and reliability.

the character of the knowledge base. What does the enterprise know?
Kodak and Canon for instance probably know more about imaging
technology and the imaging business than anyone else.

quality of entrepreneurship (or “intrapreneurship’) within the
organization. Are staff encouraged to do things in new ways, or to
search for new lines of business? Or are they instead discouraged by
senior managers from “thinking for themselves’, and from being
creative or innovative in their work?

the quality and character of risk management. Can the enterprise
manage the risk associated with its business? Does it take on risky
projects from which it can learn or develop competitive advantage; or
does it instead avoid such projects? For example, starting a new airline
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is considered highly risky. Richard Branson (successfully) decided to
take the risk of establishing Virgin Atlantic even though he knew the
new airline would have to compete with well-established and
aggressive competitors like British Airways and American Airlines.
Thekey issue of risk is dealt with in Chapter 8.

the possession of specific unique selling propositions or product USPs.
Daimler-Chrysler and BMW, for instance, have created ranges of
prestige high-performance cars that have come to dominate the car
markets of many countries.

the offer of quality, reliability, service and value for money (QRSV).
The reliability and value for money characteristics of for instance Seiko
brand watches has put their manufacturer into a dominant global
position in the watch market.

operational scale or “critical mass’. Operational viability is often
dependent upon the achievement of a minimum operational size, for
example for reasons of economies of scale; or a heavy burden of fixed,
overhead, or research and development (R&D) cost. Thisis the case for
instance in healthcare and the automotive sectors.

the capacity to develop and manage international or global activities.
Does the enterprise have the resources and the skills to operate on a
global scale; and does it possess cross-cultural capabilities (that is, can
people from different cultures work together to achieve company
objectives)?

PERFORMANCE GAP ANALYSIS

A variety of types of appraisal information may be obtained from a
corporate analysis of strengths and weaknesses, and also from the
examination of the financial state of the organization that is the subject of
Chapter 3. Thisinformation may be used for the purpose of comparison. It
can be compared with:

a
a

]

the current plans and objectives of the organization.

the analysis of the performance, strengths, and weaknesses of
comparable organizations as benchmarks.

the future plans and intentions of the organization.

The process of comparison or “benchmarking” may lead to the
identification of “gaps’ between what was intended (or what was planned),
and what actually happened. These are sometimes called plan-performance
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gaps. In the case of Figure 2.1, a performance gap is shown between the
actual (lower) level of sales achieved by a company, and the planned
(higher) level of sales called for by the company’s market share objective.
This gap may be quantified. It acts as a pointer towards the kind of
strategies and actions that are required to “ close the gap”.

For example, UK universities have on a number of occasions suffered a
reduction of the per capita funding they received from the state for each of
the students they recruited. Each time this happened a gap opened up
between the actual funding available and the revenue required to teach the
students at a proper level of quality. The solution lay in increasing the
numbers of students recruited, or increasing the cost of student fees, or
seeking other forms of income such as research grants or consultancy. The
additional revenue gained closed the gap between actual and required, such
that each university could remain financially solvent.

The identification of performance gaps can aso be used to evaluate the
quality of the organization's forward strategic and business planning. The
continuous discovery of performance gaps may indicate that unrealistic
targets are being set, or that the assumptions upon which these targets are
being based are incorrect. The gap will have revealed something about the
organization’s capacity for effective strategic planning and management, as
much as about its operational performance.

A

Performance Level

Current

Now
Time

v

Figure2.1 A Performance Gap
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MANAGEMENT BY WANDERING AROUND (MBWA)

Any process of analysis and appraisal calls for an open mind. The people
involved in the process of corporate appraisal may need to be prepared to
consult, to listen, and to avoid making premature judgements. Management
by wandering around, or MBWA may provide a structure for this process.

Under a system of MBWA, leaders, managers, and planners are involved
in a process of listening and consultation. Policy and decision-makers, in
particular, are required to hear comments and criticisms, to open their
minds to both the internal and external environment, and for instance to
hear what employees, customers and suppliers have to say.

The process of MBWA assumes that the organization operates within the
framework of an open system. This means that the system will be “open”
(or subject) to external influences from its environment, and from other
people and other organizations.

The process of appraisal within a framework of MBWA may therefore
be an uncomfortable one. Staff may say what they think. Comments will be
made about other people’s performance. Customers will criticize the efforts
of the company. The mistakes of managers will become evident.
Nevertheless, MBWA can be an effective route to the establishment of an
honest and thorough appraisal.

THE USES OF CORPORATE APPRAISAL WITHIN STRATEGIC
MANAGEMENT

The process of internal appraisal as described in this chapter analyzes:

a corporate strengths and weaknesses.
o performance gaps that have been identified.
0 the openness of the organization and its staff to the appraisal process.

This process of corporate appraisal may then be used:

O to concentrate the choice of strategies in areas of corporate or resource
strength.

O to select strategies that exploit, build upon, or develop corporate and
resource strengths.

0 to sdect drategies that address, remedy, or minimize the potential
impact of corporate weaknesses which would otherwise place the
enterprise at a disadvantage within its market or its environment.
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TECHNIQUES OF CASE STUDY AND ANALYSIS

1. Identify corporate strengths of the case organization and anayze their
implications.

2. ldentify corporate weaknesses of the case organization and analyze their
implications.

3. Identify performance gaps (if any are evident) and analyze their
implications.

PROJECT ASSIGNMENT

Part One Project Assignment - The Strategic Analysis of a Company
or Organization

Component One:  Using available information carry out an anaysis of the
strengths, and aso of the weaknesses or performance gaps (if any) of an
organization that is of interest to you.



Chapter 3

Financial Appraisal

Finance is a key resource of any organization. The availability of finance
underpins the operationa capability of the enterprise. A second key
regquirement of the process of strategic analysisis therefore the appraisal of
the financial condition in which the enterprise currently finds itself. This
chapter summarizes some of the criteria by which the process of financial
appraisal may be carried out. It also analyzes and illustrates the concept of
zero based budgeting.

The chapter concludes by commenting on the use of financial appraisa
techniques within the wider processes of strategic decision-making and
strategic choice.

FINANCE ASA KEY RESOURCE AND CAPABILITY

Finance is a key resource of any organization. Finance is rardly if ever
unlimited. It may congtitute a constraint on, or a limiting factor for
decision-making in the organization (the concepts of the “constraint” and
the “limiting factor” are described in Chapter 4). The enterprise can only do
what its available financial resources (and the quality of its financial
management) will permit it to do.

Finance as a resource underpins the operational capability and capacity
of the enterprise. That is, it may determine what the enterprise is able to
afford to do, and is therefore able to achieve. This is because the available
funds will determine what kind of assets and people the enterprise can
afford to use, and therefore what kind of output it can produce. Wealthier
football clubs for instance can afford to build bigger stadiums (which can
hold more paying customers), and can pay the salaries of the best managers
and the more expensive international players (who together should win
more games for the club, win championships, and attract big crowds who
will be prepared to pay higher entrance charges than anywhere else because
they are seeing the best and most successful teamsin the land).
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The financial performance of the organization is crucia. Financial
performance means the financial results achieved by the enterprise, for
instance in terms of profitability, cash flow, budgetary and cost
management, dividends paid (and so on). Financia performance is a
critical success factor (the concept of the “critica success factor” is
described in Chapter 4). It is for example a critical success factor from the
viewpoint of the providers of finance. Investors will expect a proper return
on their investment. Banks will require interest and the repayment of loans.
Family members will depend for their livelihoods on the financial
performance of a family business. The state will expect public agencies,
schools, or hospitas to act as efficient stewards of the taxpayers money
they receive in order to meet their obligations.

The financia state of the enterprise (and the capability and capacity it
represents) may be analyzed by the technique of the “financial health
check”.

THE FINANCIAL HEALTH CHECK

The financia health check is used (i) to analyze the financial condition of
the organization, and (ii) to analyze the capability and capacity that this
financial condition represents. It comprises:

o theanalysis of published accounts and accounting ratios.
0 theanalysisof the margin of safety.

The financia health check is likely to be used to augment the process of
interna corporate appraisal described in Chapter 2.

ANALYZING PUBLISHED ACCOUNTSAND ACCOUNTING
RATIOS

Where the financial accounts of a business are available in the public
domain, the process of financial appraisal may be based upon the analysis
of accounting ratios. These ratios can be categorized under a number of
appraisal headings, asfollows.
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Performance, Profitability and Asset Utilization

The analysis of financia data under this heading is used to show how well
abusinessis being run. Key ratiosinclude:

Profit margin
Return on capital employed
(ROCE)

Return on net assets (RONA)

Return on equity (ROE) or
Return on shareholder capital
(ROSC)

Profit per employee

Asset turnover

Stock turnover

Debtor turnover

Average collection period

Effectiveness of
administration

Net profit before interest and tax
Sales

Net profit before interest and tax
Capital employed

Net profit before interest and tax
Net assets

Net profit after interest and tax
Shareholders' capital

Net profit before interest and tax
Tota number of employees

Sdes
Net assets

Sales
Stock

Sdes
Debtors

Debtors
Average daily sales

Cost of administration
Sdes

These ratios indicate the level of return being generated by the assets and
people being employed by the organization. They show how fixed assets
are used to generate profit, and how working capital is used in the process
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of generating sales and cash flow. They aso show the speed and efficiency
with which the business compl etes its transactions with customers.

Solvency and Liquidity

Indicators of solvency and liquidity are vital to the process of financial
appraisal. These indicators show whether the enterprise can pay its
suppliers (creditors) for goods and services received. They show whether it
is in a position to pay interest on loan finance, or to repay loan capital.
They show whether it has adequate working capital upon which to base its
current or planned level of business activity. And they indicate whether the
enterprise is generating its own funds for investment and business
development.

The appraisal process under this heading will also be used to identify
management actions that may overstretch the organization’s finances and
lead it into conditions of “overtrading”. Overtrading means trying to
operate alevel of business activity that exceeds the financial capacity of the
organization to operate that business. Any business or service organization
must ensure that it has adequate cash resources by which to pay its way,
and a proper cash flow on which to base its operations.

Two critical accounting ratios are used to indicate the degree to which
the enterprise can finance its operations and pay its debts. These are the:

Current ratio = Current assets
Current liabilities
Acid test = Liquid assets (cash + debtors)

Current liabilities

Where the acid test indicates that liquid assets do not cover the cash debts
implicit in the figures for current liabilities, the appraisal process should
seek some kind of compensating factor, such as a high level of cash sales
(asin retailing or the fast moving consumer goods sectors). Otherwise, the
appraisal process may have to look very closely at the organization in case
there is any risk of insolvency.

Ownership, Capital Structure and Debt M anagement
Published accounts are required to show information about capital

structure, which comprises the various sources of finance used in a
business. Funds may come from shareholders, institutional investors or
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trusts, banks, or the state. The process of corporate appraisal examines the
relative importance of, or balance between these different sources, and how
the expectations of their providers can be met.

Gearingratio =  Short + long term debt (‘ borrowings’)
Capital employed
Longtermdebtratio = _ Long term debt
Capital employed

The analysis of ownership and debt management is an important element of
the appraisal process. Shareholders will expect dividends and capita
growth. The use of debt and credit entails fixed obligations. Interest must
be paid. Debt must be repaid.

Companies borrow money at a given interest rate and invest it in their
business. They hope that it will yield a return greater than the cost of the
interest. This process may “gear up” or “leverage’ the business activity. It
may increase the return to shareholders if a positive differential between the
cost and the return results from the investment.

This form of financing, however, contains significant risk. The process
can go into reverse. A combination of high or increasing interest rates,
declining returns from the business activity, and recession may lower
returns to shareholders. This may have the effect of lowering share
valuations as well as dividends. And the greater the debt burden, the less
the profit there is to distribute to shareholders in the form of dividends, and
the less attractive the shares become to investors. A downward spiral or
“vicious circle” may be the result, leading to the loss of confidence or
potential for hostile acquisition or takeover described in alater chapter.

The working of this vicious circle was brutaly illustrated in the UK
and USA in the late 1980s and early 1990s when companies became too
highly geared. They had become dangerously over-dependent on large
sums of debt finance at a time of high interest rates, deep recession, and
emerging global competition.

Stock Market Requirements

Stock Market assessment of a company’s trading performance will be
based on an interpretation of the trends over time of the following ratios:
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Profit after tax
Number of ordinary sharesissued

Earnings per share (EPS)

Market price per share
Earnings per share

Price/ earnings ratio (PE)

Dividend yield

Dividend per share
Market price per share

Dividend payout Dividends paid

Profit after tax
Analysis of these four ratiosis used, among other things, to indicate:

o stock market evaluation and acceptance of the company as an
investment.

0 the relationship between earnings retained in the business, and dividends
paid to investors.

0 the degree to which retained earnings are being used to provide funds by
which to finance the business. A low payout from a healthy firm may
indicate that earnings are being reinvested for growth, or that the
business wishes to minimize its dependence on other sources of capital.

Cover

The analysis of cover deas with the adequacy of the margin of profit over
and above a required rate of dividend payment, or the ability to pay interest
on loan finance, thus:

Earnings per share
Dividend per share

Dividend cover

Interest cover = Profit before interest and tax
Loan interest

In this case, the appraisal process looks at the capacity of the organization
to meet its immediate commitments to shareholders and lenders.

The analysis of cover is aso extended to the capacity of the
organization to repay the capital of the loan by the due date. Similarly,
banks and institutional investors are interested in the value of the assets
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against which aloan may be secured. Thisis a particular issue for the small
to medium sized enterprise (the SME), the private company, or for the
riskier venture.

Financial Strength and Capability

The financial appraisal of the organization may reveal something about the
strength of its financial capability and capacity. For instance, it may
indicate the degree to which it aready possesses funds for use in the
business; or is instead likely to be able to obtain new monies, from
whichever source. It may indicate how easy (or otherwise) it would be to
obtain these additional funds. The analysis of financial strength may
therefore demonstrate such features of capability and capacity as:

o the feasibility of growth or development strategies, since the
availahility of financeis essential to their implementation.

o the capacity of the organization to self-finance itself, without the need
for additional share issues or externa borrowing, whilst at the same
time meeting shareholder dividend expectations, debt service
commitments (etc).

Trends, Growth Rates, and Comparisons

The use of published accounting information and ratio calculationsis likely
to be most effective when taken over a number of years. The analysis of a
series of ratios will revea trends over time. These trends will show whether
the company is growing, stagnating, or declining. They may confirm the
existence of the strengths or weaknesses described in Chapter 2. They
might instead hint that the company is ripe for hostile acquisition or
takeover.

Similarly, the use of accounting ratios as a tool of corporate appraisal
may be at its most effective where comparisons can be made with other
organizations in the same operational or industry sector. These comparisons
are used as benchmarks by which to evaluate current levels of performance.
Interfirm or inter-organization comparisons are for instance available on
commercialy available databases, from “benchmarking clubs’ or
benchmarking groups, or from subscription services such as PIMS (the
Profit Impact of Market Share database described in alater chapter).
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Different Appraisal Viewpoints

The interpretation placed upon published financial information, accounting
ratios, trends, and interfirm or benchmarking comparisons may depend on
the particular viewpoint of the person carrying out the appraisal. For
instance:

o theinvestor may focus on trends in annual or short-term performance
and profitability, share and asset vauation, cash flow, and growth
potential.

o thesupplier as creditor is interested in short-term cash flow, the ability
to pay debts, long term enterprise viability, and evidence of the
systematic avoidance of conditions of overtrading.

o the potential acquirer monitors trends in relative performance,
efficiency and profitability (for instance against industry benchmarks),
potential for growth and efficiency gains, and share valuation
(especialy if the present stock market valuation is perceived to be too
high or too low). So-called “asset strippers’ or “corporate raiders’ will
instead be looking for undervalued assets whose real value they think
they can redlise a a profit if they can acquire them.

0 management and employees are concerned with short and long-term
viability and performance, with comparisons with competitors and
benchmark companies in the sector, and with the potential for
unwelcome or hostile takeover bids.

o the state will be concerned with the effectiveness and efficiency with
which public sector organizations use the financial resources that they
have been alocated, relative to the objectives set. In recent years in the
UK this has meant a requirement to demonstrate the achievement of
“Best Vaue' performance against pre-established service targets,
performance benchmarks, and Performance Indicators (“PI’S’). It has
also meant adapting to rigorous government policies of the “resource
stretch and leverage” process described in Chapter 21.

Published accounting data and ratio calculations are varioudy used as an
appraisa guide, to identify issues, and to provoke questions. They augment
and enhance the picture of the organization being built up as the process of
corporate appraisal takes shape.

The role of accounting data in identifying the potential for corporate
failure is analyzed in more detail in Chapter 13.
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ANALYZING THE MARGIN OF SAFETY

Margin of safety calculations may be an important part of the internal
appraisa of the enterprise. Data on a company’s margin of safety is
normally never made available on an external basis.

Margin of safety calculations are based on the use of contribution
accounting. “ Contribution” is cal culated within management accounting as:

Contribution = (Salesrevenue - variable cost)

Contribution accounting alows the enterprise to calculate break-even
values, whether by sales value, where:

Break-even

Fixedcost x Saes
Contribution

or by sales volume, where:

Break-even Fixed cost

Contribution per unit

Where these break-even calculations are available per product or product
line, the margin of safety (M/S) can be calculated. Thisis:

M/S = _Actual sales- Sales at break-even point x 100
Actual sales 1

The margin of safety is represented by the level of sales in excess of the
break-even point. For instance, the Elliott Company sells 1000 widgets per
month but has calculated its widget break-even point at 600 per month. It
therefore presently enjoys amargin of safety of 40 per cent, thus:

M/S = 1000 units- 600 units x 100 = 40%
1000 units 1

The appraisal value of the margin of safety caculations stems from
knowing that the greater the margin of safety, the less the company is
vulnerable to a decline in sales of that product or product line. In the case
given above, the Elliott Company can withstand a 40 per cent drop in sales
and still achieve break-even. The reverse is aso true. The smaler the
margin of safety, the more the company is vulnerable to a decline in sales
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and the closer it is pushed towards its break-even point. Two implications
follow from this reasoning. These are that:

o the company needsto monitor the gap between actual and break-even
sales on a continuing basis. Performance gap analysis was described in
Chapter 2.

o it may need to control (or to reduce) its fixed cost burden so asto keep
its break-even point as low as possible.

The operation of assets such as hotels and commercial passenger aircraft
are for instance particularly sensitive to margin of safety caculations.
These assets represent a high fixed cost and need a certain minimum level
of occupancy in order to break even. Once they are (say) 70 percent full
then virtually every unit of extra revenue represents contribution to profit.
Variable costs per customer are marginal; most of the costs are fixed
irrespective of volume. The hotel or aircraft costs a certain amount of
money to operate whether or not it isfull.

The analysis of margin of safety calculations is aso of importance
where information technology-based systems of direct product profitability
analysis and customer profitability analysis are in use. These systems
facilitate the close or “real-time” monitoring of sales to customers of
individual products or product lines. They for instance permit the frequent
adjustment or fine-tuning of distributor or retailer stockholding levels and
inventory. Such systems can as a result produce erratic and unpredictable
movements in channel purchasing and manufacturing volume patterns.
They can erode the profit buffer represented by the margin of safety.

Given the uncertainty and requirement for flexibility implied by these
systems, and their widespread use, the appraisal process may focus on the
degree to which the enterprise (and in particular a supplier) pursues
strategies which have the effect of maximizing its margin of safety,
minimizing its fixed cost burden, and minimizing its break-even points.

ZERO BASED BUDGETING (ZBB)

Zero based budgeting (ZBB) is a formalized system for reviewing the
process of setting budgets for the activities of an organization. Zero based
budgeting examines each activity as if it were being performed for the first
time, that is from a “zero base”. A number of alternative levels of
provision for each activity are identified, costed, and evaluated in terms of
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the benefits to be obtained from them. Zero based budgeting is sometimes
also caled “priority-based budgeting”.

ZBB may be used within the appraisal process because it is based on
the belief that management should be required to justify existing activities
and existing resource allocations in exactly the same way as new
proposals. The appraisal process will compare established activities with
alternative potential applications of the resources that are to be committed
during the planning period in view. Implicit in ZBB, therefore, are the
concepts of:

O opportunity cost - how may the available resources now best be used?
Q priority - do past and current commitments of resources reflect or
match present strategic priorities?

Business organizations and public sector institutions normally use
incremental budgeting over time. Budgetary planning is based on current or
immediate past practice. Existing budgets are updated for the planning
period ahead by applying expected price, volume, inflation or operationa
changes. The main justification for next year's expenditure is last year's
expenditure. The fact of the alocation of resources to the activity is taken
for granted. It is assumed that the activity will continue its right to a claim
on resource allocation because it is dready there.

The use of ZBB within the process of corporate appraisal challenges
these assumptions. It can be used to question the implied right of existing
activities to receive a continuing allocation of resources. It may be used to
ask such questions as:

0 what are the current objectives of the activity being appraised?

O to what extent are these objectives being achieved, and how relevant
are they now to today’ s circumstances?

O istheactivity now really necessary?

QO is there now an aternative way of achieving the same objective, for
instance by re-engineering or outsourcing the processes involved in it?

o areany of the aternatives more cost-effective?

o what would be the consequences (in terms of costs and benefits) if the
activity were now to be discontinued?

Implementing ZBB

The organization and its departments must be divided into identifiable and
manageable locations of activity, for which costs can clearly be identified
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and allocated, operating benefits and results described, and meaningful
comparisons made.

An analysis of cogts, results, and benefits is then undertaken for each
identified sphere of activity. This analysis is carried out from a zero base,
on the assumption that no activity has an established right to command the
use of resources. The process may call for the development of a series of
alternatives for each decision area, based on the following:

adescription of the activity, function or department.

a statement of the objectives of the activity.

performance assessment and measurement criteriafor the activity.

the aternative methods and costs of performing the activity.

the potentia results and benefits to be achieved at different levels of
funding.

o the consequences of not funding the activity.

O00UDD

The effect of this process for corporate appraisal can be illustrated by an
example. Assume that a railway network has four operating divisions.
These are illustrated in Figure 3.1. Each division may be funded at any one
of five levels, from “high” to “low”. It can currently afford to spend a total
of 14 units of resource. As Figure 3.1 shows, the priorities of this railway
network are clearly concerned with “track and signalling” and “intercity”
passenger.

The use of ZBB in the process of corporate appraisal can however, in
this case, focus management attention on the consegquences of :

o anupward shift in the gross available resource level, say from 14 to 17.

0 desired changes in the priority of resource alocation within the total
service provision, say towards “intercity freight”, given a static level of
resource availability (that is, 14 units).

O new priorities, such as customer demand for new electrification
schemes or urban rapid transit systems, neither of which are allowed
for in the current budget alocation.
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Figure3.1 Implementing ZBB
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The use of ZBB within the appraisal process can therefore be used to
clarify the consequences of decisons on funding, whether current or
planned. It forces the organization to review the basic reasons underlying
what it is currently doing; to confront the consequences of continuing as it

is; or to make changes to its priorities.

THE USES OF FINANCIAL APPRAISAL WITHIN STRATEGIC
MANAGEMENT

The process of financial appraisa as described in this chapter analyzes:

ooooog

the financial state and health of the enterprise.
financial capability and capacity (what the enterprise can afford to do).

financial strengths and weaknesses.
performance gaps.

the application of the zero base concept.

This process of corporate appraisal may then be used to:
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concentrate the choice of strategies in areas of financial capability and
strength. Example: the exploitation of high margins of safety and low
break-even points in markets subject to wide or cyclicd variations in
demand and profitability, such as those for capital equipment or
building construction.

select strategies that exploit, build upon or develop financia capability
and strength. Example: the trend for companies to re-purchase their
shares in order to reduce commitments to paying dividends and to offer
the smaller number of remaining shareholders a better return, thereby
boosting shareholder value.

select dtrategies that address or remedy financial weaknesses which
would otherwise place the enterprise at a disadvantage. Examples:
taking steps to improve cash flow; reducing costs; increasing company
profitability; lowering the level of corporate indebtedness by reducing
long-term borrowing; seeking Best Vaue performance enhancements
that will offset the need for alocal government authority to seek higher
local taxes.

TECHNIQUES OF CASE STUDY AND ANALYSIS

Where the appropriate information is available in the case study:

1

abhwdN

Identify the financia capacity of the case organization. What is the
enterprise financially capable of achieving? What are its financia
limitations?

. Analyze the financial condition of the case company. For instance:-

. Identify financial strengths and analyze their implications.

. Identify financial weaknesses and analyze their implications.

. Identify gapsin financia performance and analyze their implications.

PROJECT ASSIGNMENT

Part One Project Assignment - The Strategic Analysis of a Company
or Organization

Component Two: Using available information carry out an analysis of the
financial capability, financial strengths, financial weaknesses, financial
performance, and financial performance gaps (if any) of an organization
that is of interest to you.
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Chapter 4

Sources of Competitive or Comparative
Advantage, Resource Management,
Capability, Value Generation, and
Critical Success Factors

‘Theword “impossible” isnot in my dictionary’.
Napoleon Bonaparte

This chapter develops from, and broadens the description of the process of
corporate appraisal and financial appraisal described in Chapters 2 and 3. It
defines competitive or comparative advantage. It describes and analyzes
some of the key sources of competitive or comparative advantage available
to the enterprise. It deals with the issue of capability; and it analyzes the
generation of value from the use of resources that this capability represents.
The chapter then reviews features that are critical to the success of the
enterprise; or instead act to constrain the choices available to it.

COMPETITIVE OR COMPARATIVE ADVANTAGE DEFINED

Competitive or comparative advantage is a concept which describes the
degree of relative advantage possessed by an enterprise within its sector or
markets as compared with other organizations with which it directly or
indirectly competes; or with which its use of people, finance, and resources
must be compared.

M.E. Porter (1985) comments that ‘competitive advantage is at the
heart of a firm's performance in competitive markets' (p. xv). He suggests
that ‘potential sources of competitive advantage are everywhere in a firm.
Every department, facility, branch office, and other organizationa unit has
arole that must be defined and understood. All employees, regardless of
their distance from the strategy formulation process, must recognize their
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role in helping a firm achieve and sustain competitive advantage’ (pp. xvi-
XVii).

USING CORPORATE APPRAISAL

The techniques of corporate and financial appraisal were described in
Chapters 2 and 3. Enterprise management may for example use this process
of appraisal to identify the relative, comparative, or competitive advantage
that may be obtained from:

o the application and exploitation of enterprise strengths.

o theapplication and exploitation of financial strength and capability.

o identifying and exploiting the relative weaknesses of competitors, or
instead those of benchmark comparators such as other hospitdls,
schoals, or local government authorities.

At the same time, a decision may have to be made as to the degree to which
enterprise weaknesses ought to be remedied or diminated. This will
depend on whether or not these internal weaknesses, such as an
uncompetitive cost base, or an inadequate investment in new process or
product development, can be exploited by competitors to gain an
advantage. This decision will require careful judgement.

Kay (1993) comments that it may be more profitable to reinforce or to
develop existing strengths, rather than to commit extensive resources to a
significant process of eliminating anything but the most critica
weaknesses. Existing strengths will be based on the possession of some
particular capability, capacity, or competence. Weaknesses will reflect a
lack of such capability. Kay suggests that the attempt to turn weaknesses
into strengths may be disproportionately costly where the enterprise has to
create new capabilities from the outset, or instead to purchase them at a
premium (for instance by acquiring other companies). Kay’s view is that
the enterprise should as a priority concentrate instead on developing the
capabilities and competences that underpin its areas of strength; and
attempt to make these sources of competitive advantage sufficiently unique
that competitors will be unable to copy them or to compete from the same
position of strength. At the same time, it could outsource its strategic,
operational, or functional areas of weakness to another organization to
whom this activity is a core competence. The concepts of core competence
and outsourcing are analyzed in this and later chapters.
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RESOURCE MANAGEMENT AND THE RESOURCE BASE

The resource base of the enterprise comprises such factors as people (and
their energy and skills), capital, facilities, and land. The resource base will
in practical terms be represented by human assets and skill, leadership and
management capability, cash and finance, brands, reputation, machinery
and equipment, buildings, operational processes, information and
communication systems, and so on. It will aso be represented by the
knowledge, experience, technology, competencies, and relationships
described in detail in thisand later chapters.

The use of this resource base should generate some kind of value, or
“added value’ for the enterprise and for its customers or clients. It may
also be used to yield competitive or comparative advantage which can be
exploited by the choice of strategy analyzed in alater part of this book. The
choice of strategy, and the nature of the asset and resource base that will
be required to implement that strategy must therefore both be closely
related.

In any case, finance and resources are not unlimited. The resource base
of the enterprise therefore acts as both an opportunity and a constraint.
Strategic decisions will need to be based on the requirement to make the
best possible use of the finance and resources available. This may mean:

O maximizing or optimizing the value generated or value added by the
use of those resourcesin achieving enterprise objectives; and

O maximizing or optimizing the comparative or competitive advantage
generated by the use of these resources in achieving enterprise
objectives.

Resource use, and the concepts of resource “stretch” and resource
“leverage” are analyzed in later chapters.

Strategic decisions about the choice of objective and strategy analyzed
in later parts of this book need to be related to the character of the resource
base, and to the capability and capacity that this resource base represents.
Otherwise, decisions may be made that cannot be supported by the
available resources, and cannot therefore be implemented without
additional investments. Resource investment and financial return are
analyzed in Chapter 13.
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The character of the resource base will also determine the capability
and capecity of the enterprise to which reference was made immediately
above. The nature and character of the resource base will in consequence
shape the potentiad value generation, comparative advantage, or
competitive advantage that the use of this capability and capacity will yield.

CAPABILITY AND CAPACITY

If the organization operates in a competitive environment, or in one where
the use of benchmarked comparators in the formulation of strategy is the
norm, it must have some kind of relative advantage in order to survive in
that environment.

This advantage might for example be based on an ability to do
something better than competitors or comparators, or to do it at alower cost
than them. Or instead, the enterprise might add more value to its products
or services. Customers or clients will get a better deal as they receive more
value for their money or for their taxes. A business organization may
generate more revenue or profit than its competitors, and is therefore a
more attractive proposition to investors. A hospital may have a better or
more cost-effective treatment record than another. Or alocal or provincia
government authority may deliver its statutory services more effectively
and efficiently than othersin its benchmark group.

All of this begs the question of capability. What can the enterprise do?
What kind of people, leadership, assets, and resources does the
organization have? What can these people, assets, and resources be used to
achieve? Do they add value to the operations of the enterprise?

It is no use setting objectives that the organization has neither the
resources nor the capability to achieve. Issues of capability, and the
competitive or comparative advantage (if any) associated with it, are
therefore crucid to the process of strategic management.

Enterprise value generation, and competitive or comparative advantage
will therefore depend on the relative capability and capacity upon which
the organization can draw. Strategic decision-making depends on knowing
what the organization is (or is not) capable of using its resources to
achieve. Some enterprises for example are capable of mass producing
consumer goods to a very high and consistent quality. Their products
rarely, if ever go wrong. The reputation for manufacturing reliability that
firms such as Seiko or Toyota have built up is a key source of their
competitive advantage. The capability and capacity of the organization is
represented by:
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the character and productivity of its resource base and assets. Does it
for instance have up-to-date equipment or the most modern
technology?

its leadership capability, and its organizational and manageria culture.
the character of its knowledge base and knowledge management. Does
it exploit its own knowledge (what it knows) to its own advantage?

its operational capabilities or capacities, for instance to deliver the
required quality, reliability, customer service, or value for money to its
customers. For example, the US retailer Walmart is known world-wide
for the value for money it offers to its customers. In the UK, Walmart-
Asda's “George” clothing operation has become a market leader in
mass value for money clothing retail.

its management of the character of the technology changes or dynamics
with which it will have to deal. Microprocessor technology, for
instance, changes so rapidly that product life cycles may be of less than
a year's duration for any particular model of computer or type of
software.

the potential or threat of obsolescence in either or both of its knowledge
or technology base. Will its knowledge get out of date? Might its
products or services become unsal eable?

its experience. Has the enterprise got accumulated wisdom and
experience that will give it an advantage relative to less experienced
competitors?

its “core competencies’. Hamel and Prahalad (1990, 1994) suggest that
core competencies are represented by the collective and accumulated
learning and experience of the organization and its staff. An exampleis
Boeing's ability to specify and design aircraft (such as the 747) which
exactly meet the needs of its international airline customers. Core
competencies include the co-ordination, integration, and management
of technologies; the application and management of knowledge and
experience; leadership, managerial, organizational and operationa
skills; the ahility to use enabling or facilitating mechanisms; capacities
to manage change and innovation; and the application of an accurate
understanding of customers, markets and their potential; (etc). The core
competence concept is analyzed in Chapters 20, 26, and 27 of this
book.
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VALUE GENERATION

The enterprise is concerned with the capabilities its chosen use of resources
currently confer upon it. What can it do and what can it achieve? And in
particular, it will be concerned with:

o the value that this chosen use of resources adds to the final output
created or produced (which for instance contributes to the revenues
and profit margins that can be gained by a business organization from
the sale of these outputs in the market). For example, a pharmaceutical
company that produces a popular drug (such as “Vaium” or “Pro-Zac”)
that attains widespread acceptance as a medical treatment will have
achieved an enormously valuable output from the use of its research,
manufacturing and marketing resources. Its capability and resources
will in such a case have generated a large amount of value for its
customers and for its shareholders.

o how effective and efficient this use of resources is judged to be, in
particular when compared with external benchmarks in its sector (such
as the “best in class’, “best in group”, “market leader”, or “world
class’). Toyota for example is often taken as a benchmark by which
other car manufacturers judge the effectiveness and productivity of
their own operations.

o the relative or competitive advantage derived from its capabilities and
use of resources, when compared with other organizations in its sector
or market. For instance, in what ways can the enterprise create, perform
or deliver its outputs better than its competitors or comparators (for
example in terms of cost, quality, reliability, service, perceived or best
value for money, innovation, differentiation, security, patient treatment
outcomes, customer perceptions, tc).

o the opportunity cost of using these resources (relative to aternative
available uses or investment of these resources). Could the resources be
better invested elsewhere, and how?

o the future potential of the use of these resources. For example, in what
ways may the capabilities of the enterprise be developed or expanded?
Or instead, how may resources be redeployed, for instance by the use
of the technique of zero based budgeting as described in Chapter 3; or
by re-engineering processes, or by the use of the knowledge
management described in alater chapter?
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Porter states that ‘competitive advantage grows fundamentally out of the
value afirmis ableto create for itscustomers (p.xvi). He commentsfor
instance that ‘it may take the form of prices lower than competitors for
equivaent benefits, or the provision of unique benefits that more than
offset a premium price’ (p.xvi).

THE VALUE CHAIN
The process of :

o making, distributing and selling a product or service, or of providing
medical treatment or a public service (etc); and

a the creation of value as a result of the market or supply transaction
between the provider of the goods or service and the final customer or
client

can be viewed as a chain of related activities. These activities require the
investment or use of resources in order to create the capability needed to
carry them out. They generate an increasing amount of value as the process
is undertaken and the product or service moves towards its final exchange
or consumption outcome. This chain of related and value generating
activities has become known as the “ value chain”. The value chain is a
conceptua framework that may be used for the purposes of:

0 classifying broad areas of the organization’s activity; and

o anayzing the capability and capacity that the resources invested in
these activities represent; and

o identifying the process of value generation or value addition outcome
yielded by this capability and capacity.

The process represented by the value chain:

O can take place mainly within one organization (the “integrated”’,
“aggregated” or “monolithic” value chain described in Chapter 18); or

O can take place across units or locations within any number of
independent organizations acting as suppliers within a network or
supply chain, as the process of creation of the goods or service moves
towards its final exchange or consumption outcome (the “de-
integrated” or “disaggregated” value chain described in Chapter 18).
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The simplest representation of a business organization's value chain is the
McKinsey Company “business system” which views the firm as a series of
closely-linked groups of activity. This simplified business system is shown
inFigure4.1.
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Speed
Captive/

independent
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Figure4.1 TheMcKinsey Company Business System

M.E. Porter instead describes a value chain which distinguishes between
“primary activities’ and “support activities’ in a commercial organization,
as shown in Figure 4.2.

Firm infrastructure

T T I T
Support jHuman resqurce managgment I =
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| Technology development | >
: PrO(IL,urement : :
Inbound | Operations| Outbound | Marketing | Service Q,\X\
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—
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Figure4.2 M.E. Porter’sValue Chain

Porter (pp. 39-40) describes five value generating “primary activities’ in
his original manufacturing business value chain model to be:

O inbound logistics - activities associated with receiving, storing, and
disseminating inputs to the product, such as materials handling,
warehousing, inventory control, vehicle scheduling, and returns to
suppliers.
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operations - activities associated with transforming inputs into the final
product form, such as machining, packaging, assembly, equipment
mai ntenance, testing, printing, and facility operations.

outbound logistics - activities associated with collecting, storing, and
physically distributing the product to buyers, such as finished goods
warehousing, materials handling, delivery vehicle operation, order
processing, and scheduling.

marketing and sales - activities associated with providing a means by
which buyers can purchase the product and inducing them to do so,
such as advertizing, promotion, sales force, quoting, channel selection
and distribution, channel relations, pricing, and retail.

service - activities associated with providing service to enhance or to
maintain the value of the product, such as ingtallation, training, parts
supply, product adjustment or repair.

Porter’s value chain model describes these “primary activities’ to be
underpinned by four “support activities’ described as follows:

]

firm infrastructure - which comprises the structure and systems by
which the enterprise and its processes are organized and managed. Firm
infrastructure is sometimes described by the term “architecture’, which
isdefined in alater section of this chapter.

human resource management (HRM) - which consists of the
recruitment, training, motivation, leadership,  management,
development, reward, and retaining of enterprise staff.

technology development - which involves the management, application
and development of the knowledge and technology base of the
enterprise. This may include the processes of research and development
(R&D), new product or process development, or process re-
engineering.

procurement - which involves the purchasing of inputs to the value
chain, the management of supplier and supply chain relationships; and
quality management processes associated therewith.

The value chain model can of course be applied to the creation and
marketing of commercial services as well as to products. It can also be
applied to the provision of hedlthcare and public services, and in this
context is now used within the UK and Austrdia.
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Subsequent criticisms of Porter’s original 1985 value chain model point
out (among other things) that the so-called “primary activities” should aso
include the activities of market creation and marketing strategy, customer
service, and distribution. In value chain terms, this heading should therefore
include the value generated by the marketer's“4P's’ or “7P's’ summarized
in alater section of this chapter.

The model is aso criticized for describing the procurement activity as
being a “supporting” one. The importance for cost management and quality
assurance of effective procurement and supply chain management has
meant that Porter's concept of procurement should now be seen as a
“primary” activity within the value chain.

Comparative or competitive advantage may be obtained from the use of
enterprise resources to create the most effective capability and capacity to
carry out the discrete activities described by the value chain, whether these
be design, manufacture, management of the supply or distribution chain,
selling, customer service provision, treating patients, making public
services available, or optimizing management processes. This competitive
or comparative advantage is indicated by value creation. Porter notes that
‘value activities are the discrete building blocks of competitive
advantage ... the value chain displays total value, and consists of value
activities and margin. Vaue activities are the physicaly and
technologically distinct activities a firm performs. These are the building
blocks by which a firm creates a product valuable to its buyers. Margin is
the difference between total value and the collective cost of performing the
value activities' (p.38).

VALUE CHAIN LINKAGES

Discrete value-generating activities are not independent. They are inter-
related and inter-dependent within the value chain. Porter notes (p.48) that
‘value activities are related by linkages within the value chain. Linkages are
relationships between the way one value activity is performed and the cost
or performance of another’. The Benetton Company’s extensive value
chain or value-adding network for instance links design, manufacture,
marketing, distribution and retail activities world-wide, but rdies on
interpersonal and information system linkages between a large number of
independent suppliers, sub-contractors, agents and franchise holders to
achieve its cost and distribution advantages.
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Porter suggests that enterprise competitive advantage derives as much
from the nature of the linkages among activities as it does from the
activities themsel ves. Comparative advantage may here derive from:

o theoptimization of the use of the resources and capabilities required to
create and activate linkages. This means seeking more efficient and
effective ways of achieving these linkages, for instance through
electronic mail and the internet, through high speed computerized
information processing, or through ICT-based systems such as
electronic data interchange (EDI), electronic point of sale (EPOS), or
“chipand pin”.

o co-ordination between the discrete activities that are inter-related by
the linkages. Porter notes that ‘on-time delivery, for example, may
require coordination of activities in operations, outbound logistics, and
service ... better coordination ... can reduce the need for inventory
throughout the firm... much of the recent change in philosophy
towards manufacturing and towards quality - strongly influenced by
Japanese practice - is a recognition of the importance of linkages
(pp. 48-49).

Porter suggests that ‘identifying linkages is a process of searching for ways
in which each value activity affects or is affected by others (p. 50). He
notes that ‘exploiting linkages usually requires information or information
flows that allow optimization or coordination to take place. Thus,
information systems ... are vital to gaining competitive advantage from
linkages. He aso comments that ‘exploiting linkages... requires
optimization or coordination that cuts across conventional organizational
lines'.

This cross-functional or inter-disciplinary approach subsequently
became a key feature of the re-engineering and teamwork concepts
popularized by Hammer and Champy (1993 and 1995), and others. It is
now an established feature of “best value” and other forms of public sector
service provision in the UK.

More generdly, linkages can be described to exist within an
organization's value chain; and between that value chain and the value
chains of suppliers, distributors, and network partners (etc). These linkages
are similar in character - for instance the way that supplier or channel
activities are performed affects the cost, quality, or performance of the
firm’'s activities (and vice versa). Suppliers provide a product or service
that a firm employs in its value chain, whilst the character of its
digtributor’s value chain will affect the firm's ability to supply the desired
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outcome values (specification, price, availability, service, etc) to the final
customer or client.

The linkages between the value chain of a business organization, and
those of its suppliers or its distribution channels provide opportunities for a
firm to enhance its competitive advantage. It is possible to configure the
value chain system so as to optimize the performance of the total activity,
or to improve co-ordination within it. Gains in efficiency and effectiveness
that take the form of reduced cost; improved specification, quality and
performance, better time management; and better customer service (etc)
may result from this process.

However, in commenting on the need for co-operation and partnership
within a value chain system, Porter comments that ‘independent ownership
of suppliers or channels or a history of an adversary relationship can
impede the coordination and joint optimization required to
exploit ... linkages. Sometimes ... linkages are easier to achieve with
codlition partners or sister business units than with independent firms
(p. 52).

The issue of relationships and architecture are dealt with in a later
section of this chapter, and in Chapter 18.

VALUE OUTCOMES

The value generated by the value chain and the linkages that it contains
may for example be identified on the basis of such performance or
measurement criteria as the following.

Business and Commer cial Organizations:

customer service.

quality and reliability of product or service offer.
customer value.

sales revenue.

cash flow and enterprise liquidity.

cost effectiveness.

credit-worthiness.

profit margin or contribution generated.
Profitability.

shareholder value.

employment stability.

vy oy iy
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The performance measurement of business and commercia organizationsis
analyzed in Chapters 3 and 16.

Public Sector, Healthcare and Not-For-Profit Organizations:

customer or client service.

quality and reliability of service offer.

patient treatment outcomes.

customer or client value.

contribution to client health or welfare.

public safety or security.

reduction in the incidence of crime.
cost-effectiveness or Best Vaue performance.
stakeholder value.

taxpayer value for money.

perceived success in the implementation of government policy.

o Sy

Reference to the performance measurement of public sector organizations
is made in Chapter 16. The concept of the “stakeholder” is analyzed in
detail in Chapters 11 and 12.

VALUE GENERATION AND THE ESTABLISHMENT OF
COMPETITIVE OR COMPARATIVE ADVANTAGE

The process of value generation being analyzed in this chapter is concerned
with the relative value that may be created from the use of:

the corporate strengths described in Chapter 2.

the financial strengths and capability described in Chapter 3.
the enterprise resource base described in this chapter.

the capability and capacity being described in this chapter.
the core competences described in this and later chapters.
the value chain described in this chapter.

O0DO0O0DD

The more effective the use by the organization of these resources and
capabilities, the greater may be the value generation relative to competitors
or comparators. This relative value outcome may then become a key source
of competitive or compar ative advantage to the enterprise.
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For instance, customers, clients, shareholders or stakeholders may

come to perceive that the organization is capable of using its resources and
competences to create and deliver its outputs better, more reliably, or more
cost-effectively than its competitors or comparators. They will come to
regard this organization as their preferred supplier of the goods or services
they seek, ignoring the offer of other suppliers or agencies.

At the same time, the relative performance of the organization will

make it increasingly attractive to:

]

investors who are seeking to optimize the shareholder value they
receive. Individuals may have stock market investments upon which
they rely for their income. Institutiona investors such as life assurance
companies or pension funds need instead to satisfy their own customers
and clients. Effective value generation may be rewarded by stock
market favour, and by the increasing share value that may resullt.
suppliers, distributors or providers of finance who wish to dign
themselves with the best companies in the market, in order to stabilize
and secure their own business activity. Customers or clients of such
suppliers, distributors or sources of finance may in turn be in a strong
position to negotiate preferential prices, rates of interest and contracts,
thereby adding further value to their own output.

the state (using taxpayers money) or the providers of hedthcare
finance (such as medical insurance companies) who will be looking for
the generation of optimal or best value outcomes from the public
agencies, hospitals, medical practitioners, prisons, local or provincia
government authorities, suppliers of security or weapons systems (etc)
that they fund.

any ingtitution to whom as customer, client or sponsor, the level of
quality, reliability, safety or customer value received from suppliers or
contractors is of absolute and over-riding importance. This is likely to
be so in the case, for example, of weapons and defence systems,
avionics, security systems, body armour, safety equipment, lifts and
elevators in buildings, surgical equipment (etc) upon which people’'s
lives depend. Soldiers whose rifles jam in action, or police officers who
receive stab wounds because of faulty body armour are unlikely to be
impressed by the performance of the suppliers of these essentia items!
The concept of the critical success factor (CSF) is described later in
this chapter.
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Issues of the relationship between comparative value generation, and the
mission, objectives, and strategic choice of the organization are dealt with
in later chapters of this book.

KAY'SANALYSISOF VALUE ADDITION

Kay contends that a significant indicator of corporate success is that of
added value. Added value is defined by Kay as the difference between (i)
the value of outputs made available to stakeholders (customers,
shareholders and other sources of finance, etc); and (ii) the relative cost of
the inputs and processes required to create them in the value chain.
Enterprise performance in adding value can be measured either or both by:

O an added value statement (for instance as shown in Figure 4.3); and / or

Q accounting ratios associated with performance, profitability and asset
utilization, cash flow, and stock market requirements as described in
Chapter 3. Kay comments that the process of adding value underpins
the creation of financial returns, and provides a basis for the future
development of the enterprise.

Table4.1 Added Value Statement: Glaxo 1990

Relationshipswith  Financia Flow Vaue (m.Ecus)
Customers Revenues 3,985
Labour Wages and salaries 901
Investors Capital costs 437
Suppliers Materials 1,528

Added value 1,120

Kay comments (p. 24) that ‘adding value is the centra purpose of business
activity. A commercial organization which adds no value - whose output is
worth no more than the value of its inputs in aternative uses - has no long-
term rationale for its existence'.
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Kay therefore contends that a basic source of competitive advantage
lies in the ability of the enterprise to add value to its processes and to its
transactions with customers, shareholders and other sources of finance, and
the wider community. The basic strategy of an enterprise should be to
maximize the added-value that can be generated by the development and
application of the particular (or “distinctive”) capability that it possessesin
the relevant segments, sectors or markets.

Kay notes (p. 196) that ‘in a contestable market ... the added value
earned by firms reflects the value of their competitive advantage’. He states
that ‘where no explicit comparator is stated, the relevant benchmark is the
margina firm in the industry. The weakest firm which still finds it
worthwhile to serve the market provides the baseline against which the
competitive advantage of al other firms can be set’ (p. 195).

KAY'SANALYSISOF COMPETITIVE ADVANTAGE

Kay's thesis is that market or sector position and corporate success derive
from the possession of competitive advantage which is based on the use of
people and resources that create particular or distinctive capabilities and
relationships that add value within and around the enterprise. This
corporate success will, to a degree, depend on developing capabilities and
relationships that are unique to the company, and sustainable in the
medium to long term. Kay identifies four main sources of competitive
advantage under the heading of relationships and capabilities. These are:

o architecture - which is defined as the structure of relationships within
the organization; and between the organization and its customers,
clients, suppliers, and investors or sources of finance. The successful
enterprise is one which (i) creates a distinctive character within the
structure of these relationships; (ii) creates uniqueness within these
relationships (such that it can attain results that competitors cannot
achieve, or cannot achieve so easily); and (iii) creates conditions in
which the value that can be derived from these relationships is
maximized by the enterprise, its customers, and its partners. Example:
Benetton’ s value chain relationships.

Q innovation - which is defined as a capability and a culture that supports
and encourages innovation. Additionally, competitive advantage may
be achieved by an architecture that is capable of sustaining a process of
ongoing innovation (which architecture, unlike any single innovation or
new product, may be difficult, or even impossible for competitors to
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imitate). Example: the 3M Company's strategy of continuous
innovation and new product development.

o brand - the strategic and distinctive capability to develop, sustain, and
exploit successful brands and brand identity is seen as a key source of
sustainable long term competitive advantage to the firm. Example: the
various derivatives of Richard Branson’'s “Virgin” brand name (such as
Virgin Megastore and Virgin Atlantic).

O corporate reputation - the strategic capability to develop, sustain, and
exploit successful corporate reputation is seen as a key source of
sustainable long term competitive advantage to the firm. Example: the
international Price Waterhouse Coopers or KPMG Peat Marwick
accountancy and consultancy companies.

In addition, Kay identifies the possession of what he defines as strategic
assets to be a fifth significant source of competitive advantage and
corporate success. Strategic assets result from the possession by the
enterprise of a particular market position or strategic feature that is
unavailable or inaccessible to competitors. Competitive advantage will, for
instance, derive from the possession of patents such as those held by
Polaroid for instant film; or from the development and sustaining of a
unique knowledge or skill base, whether it be technical, marketing or
managerial, asin the case of Microsoft.

SYNERGY

“Synergy” is an indicator of joint effect. The concept of synergy is based on
the assumption that the process of combining resources, capabilities, or
value chains may yield an output which is greater than the sum of those
input resources. This may constitute a significant source of competitive
advantage. Such synergy may be represented by the equation:

2+ 2=5(or more)

The combination of resources represented by this equation may achieve a
level of outcome which could not be attained by those two individual sets
of capabilities on their own. For instance, take two companies who are
involved in innovation and new product development. Each faces alimit to
what its resources and its capability can achieve. Each faces alimitation to
the amount of additional value it can create out of the innovation and new
product development process. Together, however, the two companies may
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be able (i) to combine their knowledge, their experience and their idess;
and (ii) to combine their capability and resources in order to create
outcomes which would be beyond the capability of any one of them. Thisis
how new aircraft are designed and built. An aircraft such as the Airbus 380
can only be created and built by a consortium of companies. The project is
too large and complex for any one company on its own. The consortium is
the source of the synergy needed to build such alarge product.

The combining of resources may thus take the constituents of the
relationship to a point that neither could ever achieve without the other. Or
it may be the combining of diverse ideas that is the source of competitive
advantage. For instance, the persona or microcomputer concept, and the
distributed processing that it permits, has revolutionized the way people
and organizations work. It depended on the coming together of (i)
developments in computer specification; (ii) the development of high
powered microprocessors such as Intel’s Pentium chip; and (iii) the writing
of suites of appropriate software such as Microsoft Windows or Lotus
Notes. Without the synergy of this coming together of ideas and
technologies the concept could not have been made to work.

THE MARKETING MIX, THE 4Ps, AND THE 7Ps

It has long been established that competitive or comparative advantage may
be obtained through the effective specification, implementation, and
management of the marketing mix. This is as much true for the public,
healthcare, or not-for-profit sectors as it is for business organizations or
SMEs. The marketing mix represents a specific or distinctive use of
resources, capability and capacity to achieve value generation or vaue
addition through the value chain. The “4P" marketing mix comprises value
addition and competitive advantage that derives from effective:

product (or service) specification, positioning, and management.
pricing of goods or services.

placing of goods or servicesin locations and channels of distribution.
promotion of goods or services through advertizing, selling, or sales
promotion.

00D O
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The “7P" marketing mix comprises value generation and competitive
advantage that derives from three variables additional to the 4Ps listed
immediately above. These three extra variables are represented by
effective:

]

personal persuasion or selling that is often needed to sell intangible
products or services such as those associated with finance, insurance, or
leisure activities.

people selection and management, particularly where a high level of
customer service is required or where strategies of relationship
marketing are in place to try to retain customers and obtain repeat
purchases from them.

physical evidence that is needed to provide a tangible quality to
intangible products or services such as travel or hospitality, financial
services, education and training, medical care (etc).

OTHER SOURCES OF COMPETITIVE ADVANTAGE

Peters (1992) identifies the following additional sources of competitive
advantage:

]

speed and time - by which the enterprise develops the capability to
reduce or compress the time taken to accomplish its activities, and uses
time most effectively by co-ordinating and synchronizing multiple
events (for instance by “parallel processing”). The ability to develop
new products and to bring them to market more rapidly than
competitors is one example of this capability. The strategic
management of timeis analyzed in Chapter 7.

flexibility - by which the enterprise can rapidly get into activities, and
out of activities; and maximize its capability to cope with the
variability of events that it meets within its internal and external
environments. Event characteristics are analyzed in Chapter 8.

quality and design - quality, functionality, “fitness for purpose”,
aesthetics, the service environment, and user friendliness are al key
sources of competitive advantage. The PIMS findings (Buzzell and
Gale, 1987) show the crucial relationship between quality and market
share. Optimum quality can now be regarded as a prerequisite to a
continued presence in markets such as those for cars, trucks, consumer
electronics products, or oil exploration equipment.

use of information technology - which underpins a wide range of
developments and improvements associated with the value generating



68

Principles of Srategic Management

processes, cost management, re-engineering and relationship
architecture described in this and later chapters.

the ability to form alliances and partnerships - such that the process of
value generation may be optimised throughout the value chain and the
relationship architecture it represents. The issue of partnerships and
strategic alliances is dealt with in later chapters.

the ability to sustain continuous improvement - which requires the
continuous development and upgrading of the enterprise knowledge,
skill, and competence base. This capability will have significant
implications for the human resource management (HRM) process, and
for the character of the relationship architecture used to implement and
sustain the improvement.

the ability to act as a service business - such that the enterprise offers
added-value service as an integral part of its market offer; and is
perceived by its customers to be strongly sensitive to market needs.
Examples are airlines or railway networks sdling personal
transportation or reliability? Customers have come to expect
predictable and punctua journey times, even across long-haul flights
between continents.

the ability to manage structure and scale - by which the enterprise is
simultaneoudly capable of (i) managing activities which require large
scale, taking advantage of any economies of scale that may be
associated with them; and (ii) making use of ‘ cohesive, focused, multi-
function unit(s) of moderate size (not tiny, not huge)’ that will be
capable of a flexible and innovative response to externa conditions.
Peters suggests that ‘the notion of smallish, self-contained units within
very big firms, or big networks composed of specialist pieces of firms
of various sizes' are likely to take on an increasing importance.

CRITICAL SUCCESSFACTORS

“Critical success factors” (CSFs) are key determinants of corporate
success. Critical success factors, however they are defined, have a
predominant impact on the achievement of (or failure to achieve)
enterprise objectives. Hence, the achievement of proper performance under
these headings is of great importance to the enterprise. The identification
and achievement of critical success factors will therefore take priority in the
management of the organization’s affairs.
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For example, the need to meet annual shareholder expectations for
dividend, share price, and growth in share value is in particular a critica
success factor for business corporations in Anglo-Saxon countries such as
the UK and the USA (thisissue is dealt with in later chapters). A schoal, a
college, or a university will define annual recruitment as its most important
CSF. Failure to meet its recruitment target will place al of its other
objectives and strategies at risk of failure, and eventually threaten the long-
term survival of the ingtitution.

A hospital’s reputation may instead depend on the success of its
treatment outcomes relative to other hospitals in its benchmark group.
Additionally, in the UK, medical services financed by the National Health
Service are increasingly required by the state to be able to demonstrate
cost-effectiveness in their use of taxpayer’s money.

The understanding of critical success factorsis a key input to processes
of strategic decision-making and strategic choice. A failure to identify, to
understand, or to respond to CSFs is instead likely to be correlated with a
disproportionate degree of risk and the potential for enterprise failure.

LIMITING FACTORS

Limiting factors are those influences which directly shape, or impose limits
on the leadership, strategies, strategic choices, decisions, and operations of
the enterprise. Typicaly these limitations on the enterprise derive from:

o internal features associated with financial, cash flow, operational and
human resource capabilities. These features are for instance of
particular importance for management in the SME (the small to
medium sized enterprise) which may lack finance or managerial skill;
or in large public sector service organizations such as schools or
hospitals which operate with fixed annual budgets.

0 external features associated with regulatory, distributional or market
limitations. Some countries, for example, impose direct quotas on the
number of Japanese automobiles that they will allow to be imported.
Others will insist on a certain degree of local supply sourcing or
manufacture of international products. Channels of distribution may
instead vary widely on a global basis in terms of their ownership,
openness, and sophistication, such that there will be significant
differences in the level and quality of customer service they are likely
to offer.
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IDENTIFYING CONTINGENCIESAND CONSTRAINTS

There are likely to be a variety of contingencies and constraints within
which the enterprise must operate. These may include:

a issues deriving from the distinctive character of the locality in which
the enterprise is operating.

0 nationa laws that as aregulatory framework for instance determine the
ownership structures or systems of corporate governance to which an
international company must adhere while operating in that territory.

o locd laws or customs that as a regulatory framework for example
determine the nature and content of marketing communications; or
determine the required patterns of distribution (such asin Japan).

O tax or excise duty impositions made by the state or the province (or
both, as in Canada) that will affect enterprise financia and pricing
policies.

0 the demands of shareholders and other sources of finance - the need to
meet the demands of shareholders and other sources of finance (such as
banks or family trusts) will shape enterprise policies towards the
required rate of return on investments, and to the time scale associated
therewith. Thisissueis dealt with in more detail in later chapters.

a more generaly, the wider demands of stakeholders who have some
kind of interest in the enterprise (an issue also dealt with in later
chapters).

o time management and time scale issues associated with time as a
determinant variable. Different cultures take different approaches to the
use or management of time. Ask a German or Mexican or North
American or Spanish or Dutch colleague about their attitude to time!
Have you ever had atraditional French “business lunch” and could you
do any work afterwards?! The issue of time management is dealt with
in Chapter 7.

a thelevel of risk tolerance - what level of business risk will boards of
directors and institutional shareholders tolerate? Is the management of
the company risk-averse or risk-tolerant? The issue of risk assessment
is dealt with in Chapter 8.

O culture variables, such as those for example determining the local
priority of customer service standards (for instance as between Europe
and North America).

o people and their skill, knowledge, experience, motivation, and
ambition. Has the organization got the right people? Can it recruit
enough of them to meet its operational needs?
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o technology - does the enterprise need to sustain continuous investment
in upgrading its processes and products over time?

o Organization, leadership and management - can the enterprise actualy
manage its affairs effectively? Do its decision-makers understand what
the process of strategic management involves?

O processes and systems - for instance, whilst it is in theory possible to
achieve the fine tuning of cash flow management by the instant transfer
of funds between bank accounts as a result of a customer purchase, top-
up of an account, or a business transaction, the redlity is that banking
systems often introduce delays of several days between the payment
and transfer of funds. They smooth out the flows of cash within the
banking system in their own interest. But if you are a full-time student
it may mean that a generous parent or relative cannot quickly clear your
overdraft! So your bank may not allow you to withdraw any money for
several days because, as far as they are concerned, you remain
temporarily overdrawn even though a cheque has aready been paid
into your account.

These contingencies and constraints may determine how the enterprise may
have to operate. Or they may shape what it is able (or not able) to achieve.

THE POSITIONING OR “FIT” OF COMPETITIVE ADVANTAGE
WITHIN MARKET OR INDUSTRY

The enterprise needs to understand (i) the nature and relative power of its
sources of competitive advantage; (ii) the nature of its critical success
factors; and (iii) those factors which constrain it, as described in preceding
sections of this chapter.

It must then apply its sources of competitive or comparative advantage
to appropriate markets, business activities, or sector environments. This is
because sources of competitive or comparative advantage are dependent for
their value on an appropriate positioning on the relevant markets or sectors.

That is, there needs to be a degree of “fit” (or “congruence”) between
the character of the competitive or comparative advantage and the context
in which it is to be applied. The competitive advantage may be irrelevant
elsewhere. Hence, a key enterprise skill lies in its ability (i) to understand
and segment its markets or sectors; (ii) to develop and put into operation
the most appropriate capacities and capabilities; (iii) to position products
and services on its market segments or sectors; and (iv) to put in place the
most effective product-market, competition, and business development
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strategies (as described in later chapters) that alow it to exploit its sources
of competitive advantage.

At the same time, Kay suggests that the degree of value addition (and
hence the ultimate profitability) of which a business enterprise is capable
will be afunction of both:

o the competitive advantage that the firm holds relative to the other firms
in the sector; and

a the relative profitability of the sector itself. Thus, for instance, if there
is excess capacity in an industry (such as automobile manufacture) then
even the possession of a large competitive advantage may not yield
substantial profitability.

That is, it will be the nature of the competitive environment on which the
enterprise has positioned itself that will in part determine the degree to
which added value can be created, and profitability delivered. The nature of
the competitive environment is analyzed in Chapter 5.

THE USES OF THE ANALYSISOF COMPETITIVE ADVANTAGE,
VALUE GENERATION, AND CRITICAL SUCCESS FACTORS
WITHIN THE STRATEGIC MANAGEMENT PROCESS

The process of appraisal described in this chapter analyzes:

the resource base.

enterprise capability and capacity.

sources of competitive or comparative advantage.
value generation and value addition.

critical success factors.

limiting factors, contingencies and constraints.

[ S iy Wy

This process of appraisal may then be used:

O toidentify factorsthat (i) are critical to the success of the organization;
that (ii) determine what the nature of enterprise objectives will have to
be; and (iii) that will ultimately determine whether or not the
organization may be able to achieve these objectives.

O to concentrate decisions about the choice of strategiesin critical (or the
most important) areas of capability and competitive advantage.
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to concentrate the choice of strategies in areas in which the enterprise
can add or generate most value.

to select strategies that most effectively build upon or exploit the
enterprise resource base, capability, synergy, value generation, and
competitive or comparative advantage.

to take account of prevailing limiting factors, contingencies and
constraints.

to select strategies that address or remedy those corporate weaknesses
whaose continuing existence may place the enterprise at a competitive
disadvantage within its markets or sectors of activity.

REVIEW QUESTIONS

1

10.

What is competitive or comparative advantage? Why is it important to
the process of strategic management?

What is the significance of enterprise capability and capacity to the
process of strategic decision-making and strategic choice?

Describe and explain the value chain concept.

What is the significance of value generation and value addition to the
process of strategic decision-making and strategic choice?

How may an enterprise in the public, hedthcare, or not-for-profit sector
generate or add value?

What is synergy? Illustrate your answer with your own examples.
Summarize and categorize the sources of competitive advantage
available to a business enterprise.

Summarize and categorize the sources of comparative advantage
available to apublic sector, healthcare, or a not-for-profit organization.
What are critical success factors? What are their significance to the
process of strategic decision-making and strategic choice?

In what ways may the process of strategic decision-making and
strategic choice be limited and constrained?

TECHNIQUES OF CASE STUDY AND ANALYSIS

1. Identify and analyze the capability and capacity of the case study

organization. What is the enterprise capable of doing? What can it do
best?

2. ldentify critical success factors.
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3. ldentify and analyze the character of the relevant value chain (or value
chains) described in the case study.

4. ldentify sources of competitive or comparative advantage that are
apparent from the case study.

5. Identify and analyze how (if at all) the enterprise generates or adds

value.
. Identify limiting factors, contingencies and constraints.
. Identify sources of competitive weakness or competitive disadvantage.

~N O

PROJECT ASSIGNMENT

Part One Project Assignment - The Strategic Analysis of a Company
or Organization

Component Three: Using available information, carry out an anaysis of
the capability, competitive or comparative advantage, and value-generating
capacity of an organization that is of interest to you. What are its critical
success factors? What limitations and constraints affect its strategic choice?
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Chapter 5

Competitive Analysis

This chapter describes the role of competition analysis within the process of
strategic analysis and strategic management. A key requirement of strategic
analysis is the appraisal and understanding of the competitive situation
which faces the enterprise in its sectors or markets.

The choice of strategies is influenced by the competitive situation
facing the enterprise. The organization needs to establish a clear picture and
understanding of the identities and activities of its competitors. This is
particularly important if proposals are being made to enter new markets or
to operate internationally.

This chapter analyzes some of the main competition variables; outlines
a well-known competition model; and describes the sources and
management of competitor information. It illustrates some of the means by
which competitors may be analyzed and evaluated. And it examines the
issue of potential competitor response to market initiatives.

MARKETS, INDUSTRIESAND COMPETITION

Kay (1993) suggests that the basic or “core” business of the enterprise
comprises that market (or set of markets) in which the firm's capability
gives it the greatest competitive advantage. Kay suggests that a particular
capability becomes a source of competitive advantage only when it is
applied in the most appropriate market. This is because competitive
advantage is relative. A firm can enjoy competitive advantage only by
reference to other suppliers in the same market. Matching competitive
positioning and product-market activities appropriately to the capabilities
of the enterprise is a key element in establishing competitive advantage.
The enterprise must therefore define and understand its competitive arena.
Kay contends that the enterprise must identify:
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Q its sector or market(s) - as defined by customer and segment
characterigtics, usage contexts, and demand factors. Example: electrical
power generating equipment.

O itsindustry - defined as groups of products or services between whose
supply there is some market-relevant association (such as technology,
distribution patterns, brand categories, corporate identity or external
perceptions). Example: eectrical engineering.

O its strategic group - defined as those firms identified as primary
competitors within the relevant sector or markets, having broadly
similar aims and strategies. Examples. international electrical
engineering companies who manufacture power generating equipment
include ABB, GE Corp, CGE Alcatel Alsthom, Siemens.

THE LOCATION OF COMPETITION

Kay comments that the generation of competitive advantage and added
value (as described in Chapter 4) is a function of the competition and
competitive behaviour within:

Q any one market, industry, or strategic group; and
a any one country; and
a any onetrading bloc.

given (i) the relative degree of freedom of entry for newcomers (whose
arrival may cause disturbance or turbulence within the market, the industry,
or the strategic group); and given (ii) the character and strength of national
or international policies on the encouragement or limitation of competition
(competition policy). For instance:

0 the European Union (EU) and the North American Free Trade Area
(NAFTA) espouse policies that facilitate and encourage free trade, in
particular within the framework of the World Trade Organization
(WTO) agreements.

0 the USA hastough anti-trust (anti-monopoly) laws that are based upon a
philosophical and congtitutional belief in the merits of open competition
and free market capitalism.

o Japanese and South Korean competition policy has been based upon the
encouragement of “competitive oligopoly” between loca companies
within aframework of national protectionism.
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0 “Rhineland capitalism” (for instance as described by Michel Albert,
1993) places competition policy within the wider framework of the
concept of the “social market”. Free market competition is permitted or
constrained according to its impact on employment conditions, and on
the general welfare of society. Competitive behaviour is judged by the
degree of its social responsibility.

Kay comments that aggressive competition policies or free trade
arrangements may encourage newcomers to enter national markets in which
they were not hitherto represented. Their arrival may “disturb” the existing
parameters of loca competition, increase market instability, reduce
profitability, and increase the prevailing level of business risk. The arrival
of large international or multinational corporations may in particular give
rise to a level of competitive pressure that may change the nature and
“rules’ of the competitive arena, and overwhelm (or destroy) smaller or
less efficient local suppliers.

THE ANALYSISOF MARKET COMPETITION - THE “FIVE
FORCES’ MODEL

A widely used technique for the analysis of market competition is the “ five
forces” competition model of M.E. Porter (1980). Porter suggests that
market competition is a function of five major groups of variables or
“forces’. These are:

the extent of industry rivalry.

the bargaining power of buyers.
the bargaining power of suppliers.
the threat of new entrants.

the threat of substitutes.

ooooo

These five groups of variables are inter-related. They are illustrated by
Porter’ s five forces competition matrix shown in Figure 5.1.
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Threat of
new entrants

o Industry o
Bargaining power Competitors Bargaining power
- of suppliers of buyers
Suppliers > < Buyers

Intensity
of rivary

A
Threat of
substitutes

Substitutes

Figure5.1 M.E. Porter’s*“Five Forces’ Competition M odel

EXTENT OF INDUSTRY RIVALRY

The extent of industry rivalry is determined by such factors as:

]

the number and diversity of competitors, and the degree of balance (or
equality) between their relative market strengths. This factor includes
the degree of concentration within the industry. British grocery retailing
is highly concentrated, while the British tourist industry is highly
fragmented.

the degree to which the industry can be defined as “young” or “mature”.
Growth prospects are, in particular, limited in a mature and sow-
growing industry. This may prompt intense competition among the
participants. It may also harden their resolve to hold on to market share.
This situation characterizes the foodstuffs industry in the UK, in which
competition centres on maintaining or increasing market share.
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0 the degree to which product differentiation is effective. The harder it is
to differentiate the product or service, or the more difficult it is to
establish an effective brand acceptance, the more competitive the market
is likely to become. Example: financial and banking services in the UK
have become relatively standardized. There is some competition
between the suppliers of financial and banking services in terms of
customer service, but it is becoming increasingly difficult to maintain a
strong degree of brand identity and loyalty. Customers perceive that
they arein control and tend to shop around for the best deal

0 the degree to which operationa capacity is “lumpy”, that is only
increased in large increments. The addition of large increments of
operational capacity may lead to the risk of over-supply in the market,
and the emergence of price competition. Example: the 1990s were
characterized by a global oversupply of semiconductors, with depressed
microchip prices. Large extra increments of capacity came on stream
throughout the 1990s and saturated the market.

a the incidence of high burdens of fixed cost associated with market
operations. Price competition may increase the risk that fixed costs
cannot be recovered, particularly where the margin of safety isrelatively
low. Competition may as aresult be so intensified by the mgjor players
that weaker contestants give up altogether and leave the industry, or
potential newcomers are strongly discouraged from entering the sector.
Example: the automotive industry is one in which it is increasingly
difficult (and expensive) to establish a foothold in new locations. Even
if they are successful, newcomers may not be able to achieve a
reasonabl e return on their investment in such a market.

0 high exit barriers causing companies to remain in a market, however
unattractive it is, because (i) of the costs and risks attached to leaving it
(what else are these companies going to do, and how will they develop
or obtain the necessary new capabilities and competencies?); or (ii)
because of the existence of “sunk costs’ (fully depreciated past
investments) that give competitive advantage to existing suppliers but
which newcomers would have to finance. If a company is heavily
committed to, or dependent on a market, it is unlikely to be willing to
leave it except in the direst of circumstances. And the more dependent it
is upon any particular market, the more competitive its behaviour may
become. Example: the automotive industry, in which existing players
are likely to defend their current position and market share at all costs
against their competitors and against the threat of new entrants.
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BUYERS BARGAINING POWER
The relative bargaining power of buyersis determined by such factors as:

0 the degree of buyer concentration relative to suppliers. A classic
example of the exercise of “buyer power” that can result from such
buyer concentration is to be found in the UK grocery market. This is
dominated by a very small number of very large retail chains whose
combined purchases as a strategic group exceed 70 percent of the total
in the sector.

a the relative volume of the buyer’s purchases in that market, combined
with the relative importance of the purchase to that buyer. Example:
clothing retailers such as Arcadia, George at Asda, or Marks and
Spencer have immense buying power over their suppliers, who are often
heavily dependent on such buyers for their custom.

o the availahility of close substitutes. Example: home entertainments, such
as DVDs, videos and computer games like “Nintendo” and “Game
Boy”. The availability of close substitutes and a significant degree of
choice increases the power of the buyer relative to the supplier.

0 the standardized or “commodity” nature of the products or services in
the market, which makes it difficult to differentiate the supplier's
offering. This puts the buyer in a strong position. Commodity products
could include general forms of insurance, financiad services, industrial
paint or lubricants, telephone services, and staple foodstuffs. It is
virtually impossible to differentiate these products effectively. In the
1990s the UK British Telecom's expensive promotional campaigns to
differentiate its telephone services had the result of extending the
telecommunications market for everyone else's benefit. At the same
time, however, other telecommunications suppliers who are competing
on price were left for a number of years with a free hand to carve out
their UK market share unhindered by direct competition from the largest
operator! Many UK telephone subscribers are only interested in price -
they assume that the service is al the same - and so will shop around for
what they consider to be the best deal.

O the degree of threat of backward integration by buyers wishing to
control their sources of supply more closely, or wishing to gain
competitive advantage over their own competitors by controlling that
supply. Example: attempts by French electronics companies to dominate
the supply of advanced computer software in order to optimize their
competitive position.
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0 the relative cost of switching (“switching cost”) between aternative
suppliers. The easier or cheaper it is for the buyer to switch between
suppliers, the more competitive is the market. Suppliers will therefore
attempt to “lock-in” their customers to unique supply conditions or deals
in order (i) to reduce the opportunity for switching, or (ii) to increase its
cost. Credit and finance packages often have this effect in business-to-
business markets, as do information technology (IT) based ordering,
transaction or electronic data interchange (EDI) systems which “direct”
customer orders to favoured suppliers. The objective will be to limit the
range of options which appears to be available; or to make it expensive
for customers to switch between alternative offerings. This will reduce
the degree of buyer power.

0 the degree to which buyers are price-sensitive. Price-sensitive buyers are
likely to “shop around” and to switch alegiance between suppliersto a
greater extent than those buyers to whom quality and reliability of
supply are more important.

0 the degree to which buyers wish (or need) to build up effective long-
term relationships with suppliers to ensure the quality and reiability of
supply within the architecture of their value chain. This may reduce the
buyer’ s bargaining power. It may also reduce his or her price sensitivity,
and provides the supplier with an effective form of product or service
differentiation. It also illustrates how the architecture of the value chain
may be used to yield advantage within the prevailing competitive
context. Thisissueis dealt with in Chapters 4 and 18.

SUPPLIERS BARGAINING POWER
Supplier bargaining power is determined by such factors as:

0 the degree to which suppliers are effectively able to differentiate their
product or service. This will increase their bargaining power relative to
customers. Differentiation may, for instance, be based on product or
service specification, possession of unique selling propositions, strong
brand identity, or corporate reputation for quality, reliability and
customer service. Example: the position of the UK Northern Foods
company as a supplier of high quality foodstuffs to Marks and Spencer
and other grocery retailers. The power of these retailersis in part offset
by Northern Foods own reputation as a preferred supplier.



82

Principles of Srategic Management

the degree of supplier concentration. The fewer the suppliers, or the
scarcer or the more important the product they supply, the greater will
be the competition among buyers to secure their supplies. This
dependence strengthens the supplier’s market position. Supplier power
within the market is further enhanced where the possession of a strategic
asset such as proprietary knowledge or effective patent protection means
for example that the supplier is in a monopoly position to provide the
product, or to licence others to manufacture it. Example: the computer
industry, in which companies such as Intel (microprocessors) and
Microsoft (software) arein a strong position relative to manufacturers. It
is the hardware that has become the commaodity, not the microprocessor
or the software.

the reative importance to the buyer of the product or service being
purchased from the supplier. The more important the product or service,
the stronger the bargaining power of the supplier.

the availability (or otherwise) of close substitutes as satisfactory inputs
to the buyer’s requirement. Example: tramway systems are beginning to
return as pollution-free forms of urban rapid transit. These are expensive
because of their need for tracks in the road and special signalling
systems. The éectric trolley bus achieves the same purpose but with
simpler technology, no special signalling and no track. This weakens the
bargaining position of the suppliers of tramway systems.

the degree of forward integration by suppliers, wishing more closely to
control their own market outlets. Hence, for example, the traditional
control of UK retail outlets by companies in the brewing and vehicle
fuel sectors. Ownership and control of retail outlets by UK brewers has,
in particular, been the subject of significant government intervention
seeking to reduce the market power of brewing companies and to
increase competition in the licenced trade.

THE THREAT OF NEW ENTRANTS

The degree of competitive threat posed by newcomers to the market will be
determined by the relative ease of entry to that market. This, in turn, will
be a function of the relative strength of barriers to entry to that market.
These barriersto entry include:
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the effectiveness of product differentiation and the strength of customer
loyalty to the brands of existing suppliers in the market. Strongly brand-
loya customers may ignore new market offerings, however attractive
they may be.

the ability of would-be entrants to gain access to the necessary channels
of distribution. This is a vital issue for companies planning to expand
their operations on an international basis. Daewoo’s entry into the UK
car market was strongly resisted by the motor trade. At first, no existing
automotive dealer would touch the company’s cars. Daewoo had to set
up its own distribution network from scratch.

the ability of would-be entrants to obtain access to the necessary value
chain inputs, capability, operational experience; or instead to develop
the required corporate credibility. Example: the entry of UK building
societies into the market for unsecured personal loans after financia
deregulation in 1986. This market had hitherto been dominated by the
clearing banks. Unsecured persona lending is a risky business. The
building societies had little prior experience of this market. They had to
move down a long and expensive learning curve in order to develop
their ability to manage the risk involved.

the capacity of existing competitors to deter new entrants by the
offensive (attacking) use of price reduction tactics or the offer of extra
discounts to existing customers. The choice of competition strategiesis
described in Chapter 22.

the possession by existing competitors of absolute cost advantages
deriving from economies of scale or a pre-eminent position on the
industry’s “experience curve’. The strategic importance of the
experience curve is described in Chapter 23. A newcomer could not
match the cost position of an incumbent supplier. Thisis a strategy used
by companies such as Du Pont in the bulk international chemicals
market.

the absolute size of the capital cost to be incurred in establishing a
presence in the market. Given the likely return on investment on such an
investment in a highly competitive market, it may simply not prove to
be worthwhile entering a market by “starting from scratch”. A preferred
strategic choice may be to merge with, or to acquire (take-over) an
existing supplier, if this option is available (many companies have
found it difficult, for instance, to gain afoothold in the Japanese market,
since take-overs of Japanese companies are difficult to achieve).
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the difficulty for newcomers in building effective brand loyalty,
corporate reputation, or positive customer perceptions about quality or
service offer, especially where existing suppliers are at their strongest in
these areas. Example: the reputation and position of the UK Prudential
and Standard Life companies in the long-term personal investment and
pensions markets. The issue of corporate reputation is deat with in
Chapter 25.

government policy discouraging further entry into the market, for
instance to protect home suppliers against the entry of more efficient
foreign suppliers. Post-war Japanese and South Korean governments
have for instance effectively restricted entry to foreign companies in
order to build up a powerful home base of world class companies
capable of globa marketing and supply.

THE THREAT OF SUBSTITUTES

The competitive threat posed by the availability of substitute products or
services will be determined by such factors as:

]

buyer propensity (willingness) to substitute between the products or
services on offer. Are buyers actualy willing to change their customary
purchase behaviour? Thisis related to:-

the relative price of existing and substitute products. Which is perceived
to be more expensive? Thisis aso related to:-

the relative price-performance perception held by customers. Does the
substitute product match up to the existing offer? Does the substitute
perform better? Does it offer better value for money?

the relative cost and perceived risk involved in switching between the
existing and substitute products or services. What will it cost to change
products, and what are the likely risks involved?

The significance of the threat posed by substitute products or services
depends on the ease with which customers, existing suppliers, and potential
newcomers can (i) identify substitutes and (ii) identify the nature of the
competitive threat they imply. Isit obvious that substitutes are available?

This, in turn, raises the issue of clearly defining the market, the

industry, or the strategic group for which the competitive analysis is being
carried out. Thisissue was analyzed above.
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THE NATURE OF COMPETITION

Porter suggests that the nature and intensity of competition within a market
will depend on the relative strength and interaction of the five forces
described above. The effect of this competition may then take such actual
(visible) forms as:

]

price competition, which may reduce industry margins and profits and
drive some businesses out of the market. The global semiconductor
industry had for instance reached a dangerous over-supply situation by
1998. Margins and profits had collapsed, and companies such as
Siemens |eft the sector.

non-price competition, such as that characteristic of mature markets.
This is based on product and brand differentiation, the offer of “value-
added” products or services, promotion, and so on. Example: consumer
€lectronics goods, which tend to compete on the basis of specification,
brand and innovatory features.

“locking in” customers or distribution channels by the use of discounts,
credit and preferentia financial arrangements, or preferential service
agreements. Example: the construction equipment market in which
manufacturers provide financing packages to assist the lease or purchase
of heavy capitad plant by construction companies and plant hire
agencies.

mergers with, or take-overs of competitors or newcomers so as to
consolidate and protect market position. BMW, for instance, acquired
the Mini brand as a result of its purchase of the UK Rover car group.
Ford took over Jaguar and Land Rover in order to achieve a stronger
position in the premium car market.

direct government regulation and intervention put in place in order to
shape and control the nature of competition. For instance, the
governments of a number of countries (such as France, Germany, Japan,
and the USA) may not permit the take-over by foreign companies of
local enterprises which they regard as being of national importance in
terms of contribution to the economy, security, employment, value
addition, or national competitive advantage. The objective of
government policy is to ensure that the knowledge base, technology,
capability and competence of such enterprises stays within (and remains
available to) the nation.
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COMPETITOR INFORMATION

Accurate competitive analysis requires an adequate input of competitor
information. Without this information, competitor analysis (for instance
against Porter’s five forces model) may not be effective. Companies may
therefore choose to establish some kind of competitor intelligence system.
Such a system may be based on a mix of field and published data sources,
asfollow.

Field data sources include:

salesforce.

distribution channels, customers and buyers.

suppliers.

trade association data.

commissioned market research studies and market surveys.

company analysts; commissioned consultant’s reports.

commercia clipping services providing information about competitors.

| oy Sy

Published data sources include:

o annua company reports and accounts.

a interfirm comparisons.

o commercialy published sector/industry reports e.g. Mintel, Economist
Intelligence Unit, Financial Timesin the UK; Financial Post, and Globe
and Mail *Report on Business', in Canada.

O newspapers, trade journal's, and business magazines.

Q academicjournals.

O job advertisements, which may give a clue to some forthcoming

competitor initiative.

public speeches, mediainterviews, etc.

public patent records.

0o

This competitive intelligence needs effective information management so
that an accurate competitor database can be used to inform the processes of
strategic choice and decision-making. Such an information management
processisillustrated in Figure 5.2.
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FIELD DATA SOURCES PUBLISHED DATA SOURCES

Format includes:

e Competitor report forms sent to central
collection point.

e Interviewing individuals who come into
contact with competitors.

e Regular mandatory competitor situation
reports produced by marketing management
etc.

Information input options.
| Individual competitor files.
[ Competitor database.
COMPILING COMPETITOR R}?ﬁiﬂ;’;‘?gﬂj‘??gﬁ%ﬁ’;’y system.
INFORMATION put op

Ranking data by source reliability.

Data synthesis and summary.

Digests of competitors' annual reports.

Quarterly financial analysis of

ANALYZING competitor performance.

COMPETITOR Product mix monitoring and analysis.

INFORMATION Competitor price/cost monitoring and
analysis.

‘What-if? or scenario analysis
(Chapter 7) of competitor
performance during forthcoming
planning period.

Regular compilation and distribution of
clippings, summaries to management.
COMMUNICATING Regular competitor situation reports.
COMPETITOR Competitor briefings during planning
INFORMATION process.
Periodic in-depth competition analyses.
Individual competitor ‘shadow’ personnel
or experts.

COMPETITOR ANALYSIS

FOR STRATEGY CHOICE,

DECISION-MAKING AND
IMPLEMENTATION

Figure5.2 A Competitor Information Management System
EVALUATING COMPETITORS
Competing organizations may be subjected to the kind of appraisal process

being described in part one of this book. Using information derived from
the company’ s competitor database:
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competitor capabilities, strengths, and weaknesses may be identified by
functional area and key issue.

competitor sources of comparative advantage may be identified and
categorized.

financial status may be analyzed where published financial data is
available; or the calculation of estimates of margin of safety can be
attempted.

o performance gap analysis may be carried out.

Key indicators about competitors would include assessments of':

00D

o S

0o

O

leadership capability.

market position and apparent market-place objectives.

customer perceptions of competitor QRSV (quality, reliability, service,
and value for money offered).

the relevant critical success factors.

capabilities and asset profile.

knowledge and technology base (described in Chapter 19).

core competencies (described in Chapter 20).

other significant sources of competitive advantage.

sources of weakness.

opportunities avail able to competitors (see Chapter 6).

potential threats to competitors (see Chapter 6).

cost structure, cost advantage, or cost disadvantage.

financial position, financial strength, and apparent financial objective.
capacity to sustain competitive position and competitive advantage in
the medium to long term.

growth potential.

apparent capacity to respond to market, technologica, financia, or
macro-economic changes within the external environment.

apparent management attitudes and perceptions towards the market and
the competitioninit.

competition strategies apparent (described in Chapter 22).

POTENTIAL COMPETITOR RESPONSE

M.E. Porter also suggests that the process of competitor analysis must
involve an assessment of potential competitor response to events within the
market place or the competitive environment. This assessment may deal
with such issues as:
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the apparent level of competitor satisfaction with current position (status
guo) and the strength of desire to avoid unnecessary competition. To
what extent are competitors content with their present position? Or do
they instead wish to increase their market share at someone else's
expense? Will they defend their ground against newcomers? Will they
try to pre-empt new competition (or will government competition policy
make such a course of action unacceptable)? Can they defend their
position if a powerful multinational company enters the market?
competitor perceptions of the need or priority of making some kind of
competitive response to changes in the competition situation. For
example, reference has aready been made above to the attempts by the
UK motor trade to make Daewoo’s life as a new entrant as difficult as
possible.

the alternative courses of action that competitors perceive to be
available, and the relative attractiveness of each of these courses of
action. What can competitors do to deal with the situation; and what will
be the costs and benefits of the course of action chosen? Nestl€ s entry
into the breakfast cereal market was, for instance, met by a predictably
robust (and expensive) defensive response by the market leader,
Kelogg.

perceptions of corporate strength or vulnerability relative to other
participants in the market when being faced with the need to respond to
competitive initiatives. How strong is competitive position relative to
other companies? For example, Clarke's Ice Cream made a disastrous
foray into the UK ice cream market. Clarke's Ice Cream, a small player
relative to the industry giants, went out of business within about a year
as aresult of entering that market.

the likely effectiveness of retaliatory action. If for instance the
enterprise proposes to attack Coca-Cola head-on in the soft drinks
market it had better know what it is going to let itself in for (and it had
better have plenty of money to spend on promotion or law-suits too, as
the UK grocer Sainsbury found out when it used “look-alike” packaging
for its own brand cola drink!).

the nature of events or initiatives that may provoke retaliatory action;
and the threshold at which this action will be triggered. For instance, the
development by the UK company EMI of the CAT body-scanner
created an enormous new medical electronics market. Existing
competitors within that market, such as the General Electric (GE)
Corporation of America, Philips, and Siemens were stung into action.
They recognized that the body-scanner would become a crucia
congtituent of the demand for high-tech medical electronics. Immense



90 Principles of Strategic Management

investments were made by these companies to get into the technology,
and EMI was “out-spent” until it could no longer compete. It was forced
to get out of that market, selling off the rights to its invention to its
stronger competitors.

o the place, the time, and the form of competitive response. For example a
competitor, forced into a competition strategy response which it
considers it can both control and win, will select its “battlefield” with
care. It may attack its competitors where they are at their weakest, not
their strongest. Its attack may for instance come in an offensive form of
a price war, technological innovation that its competitors cannot match
or copy, or the further reinforcement of an aready powerful brand
image or reputation. Or the competitor may instead force on its rivals a
reaction that gives rise to internal conflicts or goal uncertainty. For
instance, the retailing at a discount of afull range of manufacturer brand
foodstuffs and household products puts pressure on those grocery retail
chains that prefer to stock the “own brand” or “own label” products
which are more profitable to them. Given the use of a discount pricing
policy for these manufacturer brands, other grocery chains cannot
conclusively argue that their own-brands offer better value for money.
After al, many grocery customers consider that manufacturer-branded
products offer superior quality, and can be obtained at discount retailers
as cheaply as own-brands elsewhere. At the same time, own-brand
orientated grocery retailers will be forced carefully to monitor the
balance between the own-label and manufacturer-branded products that
they stock, remaining sensitive to external promotions that cast doubt
about their commitment to ranges of own-label products. After al, “if it
doesn’'t say Kellogg' s on the packet, it isn't Kellogg' sin the packet!”

Ultimately, Porter suggests that ‘the idea is to find a strategy that
competitors are frozen from reacting to, given their present circumstances.
The legacy of their past and current strategy may make some moves very
costly for competitors to follow, while posing much less difficulty and
expense for theinitiating firm’ (p. 70).

For instance, the manufacturers of electric motors, batteries, and
control systems for electrically powered trams, trolley buses, cars and vans
may eventually displace the makers of internal combustion enginesin some
segments of the road transport market. The manufacturers of petrol engines,
in particular, are becoming increasingly vulnerable to the pollution
regulation and legislation that may eventually create new markets for
electrical engineering companies and battery manufacturers.

Competition strategies are analyzed in Chapter 22.
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THE USESOF COMPETITION ANALYSISWITHIN THE
PROCESS OF STRATEGIC MANAGEMENT

This chapter has analyzed competition on the basis of :

a
a
a
Q

sectors, markets, and industries.
the location of competition.
Porter’s “five forces’ model.
the nature of competition.

The process of competition analysis requires inputs of information about
competitors and their market activity. Thisinformation may be used:

Q

Q
a

to congtruct a detailed competition analysis for the sector, segment, or
market; or for the strategic group; or for the industry.

to carry out adetailed evaluation of individual competitor activity.

to forecast potential competitor response to market initiatives.

Competition analysis may then be used:

]

to identify the competitive and marketing implications of the internal
corporate appraisal described in Chapters 2 and 3, particularly building
upon corporate strengths and financial position to gain competitive
advantage.

to identify the implications of the sources of competitive advantage
described in Chapter 4, particularly building on resource capabilities and
the ability to generate value.

to identify, rank and select strategies which will yield competitive
advantage; and alternatively:-

to identify strategies whose implementation would instead place the
enterprise at a competitive disadvantage relative to its competitors.

The selection of appropriate strategies is deat with in Part Four of this
book.
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REVIEW QUESTIONS

1. Why is competitive analysis a key part of the process of strategic
analysis?

2. Describe and comment on the five major groups of “forces’ or variables
which make up M.E. Porter's competition model. How are these
variablesinter-related?

3. Describe and comment on some of the main sources of competitor
information.

4. In what way may an enterprise appraise or evaluate its competitors?

5. How may the enterprise assess potential competitor response to a
planned market initiative?

TECHNIQUES OF CASE STUDY AND ANALYSIS

1. Identify the relevant industry and market.
2. ldentify the key competitors (the “ strategic group”) in the case study.
3. Carry out a“fiveforces’ competition analysis.

PROJECT ASSIGNMENT

Part One Project Assignment - The Strategic Analysis of a Company
or Organization

Component Four: Using available information, carry out a competitive
analysis of an organization that is of interest to you. Use M.E. Porter’s
“five forces” competition model as the framework for your analysis.

References
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Chapter 6

Environmental Analysis

‘The pessimist sees difficulty in every opportunity.
The optimist sees opportunity in every difficulty.’
Winston Chur chill

An important requirement of the process of strategic analysis described in
Part One of this book is the appraisal of the external environment within
which the enterprise operates. This is because the choice of strategies and
the means by which they are implemented are, in part, determined by the
character of this externa environment.

It is therefore necessary for enterprise management to understand the
characteristics, variety, and complexity of the external forces that shape
strategy formulation and decision-making. The organization needs to be
aware of the extent to which it must be prepared to adapt to influences that
derive from these external forces.

This chapter describes and illustrates a variety of the components of the
externa environment. These are defined as “external environments’. Most
commercial, public sector, and not-for-profit organizations will have to take
the effect of these externa environments into account in their planning and
decision-making.

The chapter examines the degree of environmental stability. The
threats and opportunities that may derive from external forces are placed in
a simple conceptual framework. The “SWOT” technique is described and
its role explained. The chapter concludes on the role of environmental
appraisal within the process of strategic analysis and strategic management.

ANALYZING EXTERNAL ENVIRONMENTS

The process of strategic analysis includes the assessment of a variety of
externa environments within which the enterprise operates. This
assessment process is sometimes caled the “scanning” of the externa
environment.
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The process of anayzing the external environment is sometimes
described as a “PEST” analysis. The acronym PEST stands for “Political,
Economic, Social, and Technological” factors within the external
environment. The concept of the PEST analysis is of course simplistic.
There is awider range of variables to consider than the four covered by the
PEST analysis. The analysis of the externa environment might for instance
identify the fact that:

o business, commercial and public sector organizations within the
European Union (EU) operate in a competitive but significantly
regulated environment. They face increasingly well-informed and
“energetic’ customers, determined legislators, and electorates who
have become environmentally aware.

O companies and organizations in Central and Eastern Europe have faced
acritical period in adapting to market and political conditions that have
developed a breakneck speed since the 1990s. They have faced
extraordinary pressures for change.

O Japanese companies (and the Japanese government) continue to remain
resistant to the globa pressure on them to open up markets that have
hitherto been largely inaccessible to foreign companies.

Some key external environments are analyzed below.
Demographics

Basic demographics underlie all market and economic trends. The externd
environment within which the enterprise operates depends on how the
population is made up and who it contains. Business and public sector
enterprises in the West, for instance, are having to adapt to major changes
in population structure including an ageing population. Demographics
affect the type and characteristics of consumer behaviour, marketing and
promotion, staff recruitment, the development of enterprise capability and
competence, and the wider process of forward strategic planning.

National and I nternational Economic Conditions
The enterprise will attempt to analyze and to evaluate the potential
consequences (both for the sector and for the organization) of the economic

conditionsit faces. It may for instance examine:

a trendsin economic growth and Gross Domestic Product (GDP).
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relative rates of inflation.

interest rates.

internationa variations in relative currency values.
employment levels and prospects.

unemployment trends.

trends in the management of international trade.

| S iy Ry

The policies of governments and international ingtitutions are vita
determinants of these prevailing economic conditions.

Of equal importance to international trade is the relative state of global
economic development. To what extent, for instance, are the developing
economies of the world breaking free of the problems of disease and
over-population, degraded environment, political tyranny, interna
instability, debt, or poverty?

Industry and Sector Structure

Strategic planners need to be fully aware of the structure of the trade or
industry in which the enterprise operates. While the enterprise may have an
intimate knowledge of its domestic context, it may have to research the
structure of overseas markets in which it has a developing interest.

Anaysis of sector structure may for example reveal the processes of
concentration; government sponsorship of “competitive oligopoly” as in
Japan or South Korea; or EU attempts to increase competition through
restricting manufacturer control of distribution channels. UK companies are
still coming to terms with the consequences of the privatization of former
nationalized industries. Alternatively, the UK local government and public
healthcare sectors have gone through a lengthy sequence of establishing
“internal markets’, of the implementation of compulsory competitive
tendering contexts for purchasing activities, and of the subsequent
introduction of Best Value or comparative methodol ogies for performance
evaluation.

Markets

The markets within which the enterprise operates are a key constituent of
the external environment. Whether the enterprise is a business organization,
a public sector body, or a not-for-profit institution, there will be a need for
effective market analysis as a fundamenta input to the process of strategy
formulation and strategic decision-making. This is because the nature and
behaviour of markets determines or constrains both the choice of strategies,
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and the means by which they are to be implemented. The process of market
analysis comprises:

market research.

the assessment of business risk (Chapter 8).

sales and market forecasting (described in Chapter 9).

the analysis of consumer and buyer behaviour.

market segmentation (described in more detail immediately below).

ooooo

Market Segmentation

To know a market implies segmenting that market. Market segmentation
can be defined as the analysis of a particular market demand into its
constituent parts, so that sets of buyers can be differentiated and targeted.
Having carried out the process of market anaysis described immediately
above, the enterprise can segment and analyze its target markets. It will use
the results of its market research, the analysis of consumer or buyer
behaviour, and the forecasts it has made in order to produce detailed
descriptions of its chosen market components and their likely behaviour
over the planning period in view.

This means identifying the characteristics of different sets of buyers
within the market. These sets of consumers or buyers need to be
differentiated so that:

o they may be used as marketing targets against which appropriate
products or services may be positioned exactly to meet segment
customer demand; and

a apromotion and distribution mix appropriate to that particular segment
may be selected.

What then follows is that the enterprise needs to choose a method of
segmenting the market that most effectively allows it to understand that
market and its customer needs.

How to Segment Markets
There are two main sets of criteria by which a market can be segmented or

analyzed. These are (i) the characteristics of consumer or user; and (ii)
product or benefit segmentation. Each is analyzed below.
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Consumer or user characteristics - customer segments are differentiated by

such criteriaas:-

geographic distribution or location.

demography.

life-style.

consumption or usage rate.

customer size.

e industry classification.

Product or benefit segmentation - this focuses on how consumers or buyers

themselves perceive, differentiate, and group together the available

products or services. Thistechnique is used where people:-

o seek the benefits that the product provides, rather than the product itself
(e.g. analgesics or proprietary pain-killers for the relief of headaches or
pain); or

e consider the available alternatives from the viewpoint (i) of the usage
context with which they have experience, or (ii) of the specific
application that they are considering. For instance, business travel may
be looked at primarily in terms of convenience, speed, and frequency of
service. This may imply frequent high-speed rail or air-shuttle services
in which ticket price is a secondary consideration.

Product or benefit segments can be differentiated by such criteria as:-

e principal benefit sought within perceived usage context.

e vendor requirements, that is the usage requirements of the customers of
the organization being supplied.

e contribution per unit of limiting factor, such as square metres of retail
floor space.

Segmentation criteria for consumer, and industrial or business-to-business
markets are summarized in Table 6.1.

The Entrepreneurial Environment, and Attitudesto Risk

Prevailing attitudes towards entrepreneurship and risk-taking form a key
context within which the organization's values and objectives are
formulated. These attitudes are a function of such variables as:

a culture.

o tradition.

o experience.
o education.
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Table 6.1 Segmentation Criteria

Segmentation criteria

Consumer markets Business-to-business markets
Consumer/user  Geographic distribution. Geographic distribution.
characteristics Demography (age, sex, socio- Customer size (the marketing
economic group, occupation, process may have to vary with
income, family characteristics etc). customer size, especialy for very
Life-style. large industrial concerns).
Persondity (significant in the Usage rate.
diffusion of new products). Industry classification (e.g. for
Consumption rate. steel marketing).
Product Principal benefit sought within Principal benefit sought within
segmentation perceived usage context. perceived usage context.

Vendor segmentation (usage
requirements of customers of
firms supplied).

£ contribution per unit of limiting
factor (such as square metres of
supermarket floor space).

Prevailing culture, tradition, experience, and education may combine to
provide an environmental context that is either (i) positive to, or instead (ii)
hostile towards entrepreneuria activities. The organization’s values will
then determine the internal priority given to risk-taking, new business
development, and so on.

Attitudes to entrepreneurship and risk-taking are al'so a function of the
perceived priorities within the ingtitutional community. Short-term
expectations of profit and capital growth dominate stock market oriented
financial environments. This may discourage risk-taking activities whose
payback period may be perceived to be too long. The longer-term financial
focusto be found in Germany and Japan, on the other hand, may encourage
enterprise and initiative. Long-term perspectives and the minimization of
stock market pressures may be essential to the long-term risk management
involved in innovation and market development.

Similarly, the transition from centraly-planned to market-based
economies in Russia, Central, and Eastern Europe has depended, in part, on
the speed with which a degree of enterprise culture could be developed.
These countries had limited prior experience of (legal) enterprise. It took a
while for the capacity to manage risk to develop.
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Technology

Strategic and operational decision-making depend on prevailing
technological conditions and, increasingly, on the rate of change in the
knowledge and technology base of the external environment. Competitive
position and technological adaptation are closely related in such markets as
electronics, computing, telecommunications, fast-moving consumer goods,
data management, and security services.

Social and Cultural Factors

Socia and cultural factors have a direct impact upon peopl€e's attitudes,
consumer and business behaviour. Socid trends, changes in education or
the attitudes to work and leisure, and changing expectations all affect the
operation of the organization. The enterprise does not work as a closed
system. It is an open system that is subject to the changes that take place
within its externa environment. So, for instance, it may be directly affected
by changes in family structure; by changing attitudes to racism, disability,
ageism, and sexism; by changes in the role of women in society; or by
varying attitudes towards personal saving and corporate investment (etc).

More fundamentally, the organization’s values are shaped by the ethics
and standards that characterize society. Attitudes and behaviour patterns are
based upon the ethical and moral standards of the time. Changes in these
ethica and mora standards must be reflected in the organization’s own
functioning. Otherwise it will eventually be subject to the sanction of the
wider society of whichit isapart.

“Environmentalism” and the “ Green Revolution”

Western societies have become increasingly aware of, and sensitive to the
effect of industrial and consumer society on the physical and psychological
environments within which people live. There is increasing global concern
about climate, disease, deforestation, and the exploitation of the natura
environment. These concerns, and the more visible issues of pollution,
waste, poverty, and the destruction of tropical rainforests are bound to
influence the perceptions of individuals and ingtitutions towards their
external environment. This means, eventually, that their behaviour as
consumers and buyers will be affected.

The issues of “environmentalism” and the “green revolution” are
examined in more depth in Chapter 12.
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The Political and L egidative Environment

Issues from the externa environment find their ultimate expression within
the politicadl and legidlative arena. The environment within which the
enterprise operates could be shaped by palitical judgements or regulatory
decisions for instance made:

o atloca or national government level.

a in the European Union or the North American Free Trade Association
(NAFTA).

a in the political scenarios developing in Central and Eastern Europe,
Russia, the countries of the former USSR, and China.

Q inchanging Japanese and South Korean attitudes to the entry of foreign
competition.

o ingloba negotiations over tariffs and trade.

Political decisions affect economic and social trends, markets, industria
structure and employment law. The enterprise needs to understand the
political and legidative environments of all the countries within which it
operates. And it needs to anticipate what their direct impact will be on the
management of its affairs. The process of environmental forecasting is
analyzed in Chapter 9.

ANALYZING ENVIRONMENTAL STABILITY AND CHANGE

The external environments described in this chapter may be analyzed in
terms of the degree of stability and the rate of change.

It is advisable for enterprise management to understand the degree to
which the relevant external environments are subject to variation and
change. This variation and change can be classified as being any of:

stable.

moderately dynamic.

turbulent.

turbulent with increasing rates of change.

0O0D0O

Each is described below.

Sable - variables within the external environment show little or no change
over long periods of time. Organizations and their stakeholders have
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adapted to each other’s needs (stakeholders are people or institutions who
have some particular interest in the enterprise. They include customers,
investors, distributors, suppliers, employees and trade unions, €tc).
Organizations and stakeholders will have reached, and are able for the time
being to maintain a satisfactory accommodation with each other. An
example might be a market during the mature stage of the product life
cycle.
Moderately dynamic - variables within the external environment show a
limited degree of change over time. Organizations and stakeholders face
some problems of adapting to each other’s needs and requirements, and
may experience difficulties in reaching mutualy acceptable
accommodations. There might be some entry of newcomers, or increasing
competition. Moderately dynamic conditions might also be represented by
minor changes in the knowledge or technology base, or in the legidative
context. The major environmental variables, however, remain unchanged or
at most change slowly.

Turbulent - environmental variables now show a significant degree of

change over time. There are very substantial problems of adaptation. The

difficult situation may be exacerbated (i) by the entry of new competitors,
new “players’ or new stakeholders; and (ii) by the disappearance of others.

There may be significant changes to the knowledge or technology base, or

to the legidative context in which the major environmental variables

operate. UK examples of turbulent environments have included:

¢ the enactment of the 1986 Building Societies Act and Financial Services
Act which deregulated the markets for financial services, and gave rise
to extensive new product ranges, customer service opportunities and
increased competition.

e the introduction of the “internal market” into the National Health
Service, based (i) upon budget holders (the purchasers of healthcare
services such as General Practitioners); (ii) suppliers (self-governing
hospital units, staffing agencies, and private sector companies); and (iii)
the use of the processes of performance measurement described in
Chapter 16 of this book.

Turbulent with increasing rates of change - environmental variables show

an increasingly rapid rate of change. This may give rise to significant

additional problems of adaptation. It may threaten the survival of existing
operators or stakeholders. For instance, the markets for consumer
electronics; computer and information systems; security and persona
identification systems; information, communication and
telecommunications (ICT) technologies (etc) have all shown this pattern of
turbulence. There is a consequent need for constant innovation and
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investment in research and development (R&D) by companies in order to
survive such conditions.

PERCEPTION AND INTERPRETATION

Environmental analysis is subject to the nature of processes of perception
and interpretation. Perception and interpretation may either be objective or
subjective. Where subjectivity occurs, the process of environmental
analysis may be subject to the effect of:

value judgement.

variable attitude and opinion.

“agendaforming” and influence.

direct or indirect attempts to shape decisions (and their likely
outcomes) in particular directions.

0Oo0o0OO0d

Perception and interpretation are dependent on who is carrying out the
analysis of the issue at hand. For instance, differences may emerge between
the perceptions and interpretations of:

O enterprise leadership.

people in different parts of the enterprise, or at different levels of the
management hierarchy.

people within the enterprise in general.

stakeholders.

people within the trade or sector.

relevant interest or pressure groups.

so-called “experts’ or “pundits’ who possess influence.

the news media.

O

[ S Sy

The enterprise may choose to examine and compare a variety of the
perceptions of an issue in question in order to obtain a broad view of how
that issue is seen by different people, and in order to identify their relative
interest in it. The enterprise may then weight these inputs as sources of
interpretation according to their degree of credibility, interest, and
influence.

Theissue of crisis management is analyzed in Chapter 10.
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IDENTIFYING OPPORTUNITIESAND THREATS

The strategic planner and decision-maker needs to treat the enterprise as an
open system that is affected by the features of the externa environment
being described in this chapter. The influence of this external environment
may either be positive or negative. At the same time it may offer external
opportunities, or it may contain external threats.

Hence it is customary for the process of environmental appraisal to be
used to identify those external opportunities and threats that may impact
directly on the enterprise.

Opportunities

Features of the external environments within which the enterprise operates
may present opportunities of which the organization may be able to take
advantage. Some examples could include:

o theremoval of barriersto international trade, allowing greater accessto
markets.

o EU or NAFTA harmonization - products or services from one country
may now be saleable across the whole of the free trade zone.

o The economic development of China.

o the emergence of wedthy “grey” population cohorts aged 50 years and
over who have significant persona disposable income (no longer
having any children to support!). This income may be spent on
expensive cars, second homes, or international travel (etc).

Threats

Features within the external environment may instead present some kind of
threat to the continued operation of a particular activity. Worse, they may
pose a threat to the continued existence of the enterprise itself. Some
illustrative examples could include:

o demographic trends moving against the traditional customer base of the
enterprise. For instance, the low birth rates in Western Europe have
reduced demand for products associated with the feeding, clothing, and
care of babies and young children.

o changing socia or cultural factors moving against the pattern upon
which the existing business of the enterprise is based. The wearing of
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animal fur is widely perceived in the UK to be “politically incorrect”.
Fewer peopleinthe UK eat red meat.

O global recession or restraint on trade.

o political uncertainty and acts of terrorism, caused for instance by
conflicts in the Middle East or by tension between different ethnic or
religious groups.

a freetrade developments likely to encourage powerful new entrants into
amarket.

o free trade zones encouraging manufacturers to move to low-cost
manufacturing locations such as Mexico or Poland.

THE USES OF ENVIRONMENTAL ANALYSISWITHIN THE
PROCESS OF STRATEGIC MANAGEMENT

The process of environmental appraisa described in this chapter has
analyzed:

0 the characteristics and the influence of the relevant external
environments.

o thedegree of environmenta stability.

o specific external opportunities and threats.

This process of environmental appraisal may then be used:

O to forecast and assess likely future trends in the external environment
that are of concern to the enterprise; and

O to select drategies that may best adapt enterprise activity to the
developing characteristics of these relevant environments, thereby
enhancing the degree of “fit” between the two; and

O to take advantage of specific opportunities that derive from the external
environment; or

QO to shape enterprise response to specific external threats.

THE"SWOT” ANALYSIS

The appraisal process described in Chapters 2 and 3 of this book analyzed
the concepts of corporate and financial strengths and weaknesses. This
chapter hasidentified the need to analyze opportunities and threats that may
be present in the external environment. The process of strategic analysis
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may then most simply be based on a combined analysis of strengths,
weaknesses, opportunities, and threats (the so-called “SWOT” anaysis). To
recap, this technique comprises.

]

Q

the analysis of internal strengths and weaknesses based upon corporate
and financial appraisal; and

the anadysis of external threats and opportunities based upon
environmental appraisal.

STRATEGIC ANALYSIS

The process of enterprise strategic analysis may however be rendered more
systematic and more valuable if it aso includes:

Q
a
a

Q
Qa
a

performance gap analysis (Chapter 2).

the financia health-check (Chapter 3).

the analysis of capability, capacity, value addition, and the value chain
(Chapter 4).

the identification of sources of competitive advantage (Chapter 4).

the analysis of critical success factors (Chapter 4).

competitive analysis (Chapter 5).

REVIEW QUESTIONS

1

2.

How may decision-makers analyze the external environments in which
the enterprise operates?

Describe and comment in detail on any one externa environment which
can shape or influence strategic decision-making and choice.

Explain and comment on the different degrees of environmental stability
with which the organization may be faced. How might dynamic or
turbulent external environments affect enterprise strategy formulation?
How might the organization identify opportunities and threats from the
external environment? Why is it important to scan the environment for
these potential opportunities and threats?
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TECHNIQUES OF CASE STUDY AND ANALYSIS

1. Identify the external forces and external environments described in the
case study that may directly influence enterprise decision-making in the
case study company.

2. Identify the nature of these external forces and externa environments;
and assess their potential impact on enterprise decision-making in the
case study company.

3. Assess the relative stability or instability of the external environment
and its component parts. What rate of change (if any) is evident?

4. ldentify potential opportunities or threats (if any) that derive from the
external environment, and assess their implications for the case study
company.

PROJECT ASSIGNMENT

Part One Project Assignment - The Strategic Analysis of a Company
or Organization

Component five: Using available information, carry out an environmental
analysis for an organization that is of interest to you.



PART TWO

BUSINESS PLANNING, RISK
ASSESSMENT, FORECASTING, THE
STRATEGIC MANAGEMENT OF
TIME, AND CRISISMANAGEMENT

Part Two of this book deals with selected components of the process of
strategic and business planning. Business planning and forecasting
activities provide contexts for the formulation of strategy and the
implementation of decisions described in later chapters of the book. Risk
assessment provides a further parameter for these processes, which are aso
likely to be based on the analysis and management of the relevant time
dimensions.

Part Two ends with a description of crisis planning and business
continuity management. Chapter 10 looks at some of the possible
consequences for the strategic management of the enterprise of such
emergencies, crises, and disasters that might with a certain degree of
likelihood befall it.

Part Two contains the following chapters:

Chapter 7 - The Strategic Management of Time
Chapter 8 - Risk Assessment

Chapter 9 - Business Planning and Forecasting
Chapter 10 -  Crisis Management
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Chapter 7

The Strategic Management of Time

Thefirst chapter of Part Two of this book deals with attitudes towards time,
and to its management. Time is a key variable in the process of strategy
formulation, strategic choice, strategic decision-making, and business
planning in the enterprise, but it may be subject to a wide variety of
different conceptualizations. Some of these different conceptualizations are
described and illustrated in this chapter.

TIME ASRESOURCE

Timeis akey resource for any and all types of organization, irrespective of
what these organizations do, or what sector they operate in. Western
analysis assumes that time as a resource is finite. That is, timeis as limited
as is any other resource used by enterprise management to carry out its
business. Time may as a result be conceptualized in terms of capability.
Capability was described in Chapter 4. The enterprise can only achieve
what its capacity will permit given the amount of time availableto it. Time,
like all other resources, may therefore be seen to have its opportunity cost.
Opportunity cost may in this case be described in terms of the “optimum
return” that may be derived from the investment by the organization of the
time available to it, as compared with the potential aternative uses of that
time.

TIME ASCRITICAL SUCCESSFACTOR (CSF)

The concept of the critical success factor (CSF) was defined in Chapter 4 as
a key determinant of corporate success. Critical success factors are likely to
have a predominant impact on the achievement of (or failure to achieve) the
organization’s objectives.

Time may act as a critical success factor where decision-making or
investment (such as in additional process capacity, new process
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development, or new product/service development) has to react to, or
respond to external conditions such as customer demand that is time-
dependent or time-limited. For instance, client demand for improved
surveillance or security facilities in the face of terrorist threat will have to
be satisfied before the customer believes himself, herself, or itself to be
likely to be under any increased threat of attack.

Time may instead act as a CSF when the required outcome or output
must be created at an exact given moment. The success of a restaurant, for
example, depends on its ability consistently to deliver the exact selection of
food from the menu to its customers, properly cooked, and served at the
right temperature within an acceptable period of delay from the taking of
orders. This implies an appropriate investment in catering expertize,
cooking facilities, and staffing. This will especialy be the case where the
restaurant is catering simultaneously to a large number of diners, as in the
hotel, wedding, or conference trade.

Time may also be a critical success factor where the provision of
resources is time sensitive. For instance, capacity decisions about the level
of provision in any service-based activity will have to be based on an
estimate of the maximum level of demand likely to occur at any particular
time. For example, medical treatment capacity needs to be available when it
isrequired. Urgent or emergency treatment cases cannot easily be stored, or
placed in a queue until the appropriate level of resource becomes available
to deal with them! Nor may a hospital be able to refuse to deal with a
sudden epidemic on the grounds that the infection was unexpected!

TIME ASLIMITING FACTOR

Limiting factors were described in Chapter 4 as those influences that
directly shape and limit the strategies, strategic choices, and operations of
the enterprise. Chapter 4 noted that limiting factors could derive either from
interna or externa features.

The effect of such limits may be seen where the strategic management
processis shaped by fixed or predictable time horizons. For instance:

O a school or a university must teach and assess students within
absolutely fixed (and known) time horizons, and produce an acceptable
outcome (for instance in terms of pass-rates or grades) at a given level
of quality within that fixed time, irrespective of the character,
capability, and motivation of any particular year’s student cohort.
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0 aloca or provincia government authority may instead have to manage
its responsibilities within a fixed financial planning period of one year
only, since decisions on taxation levels (and hence income) are
continually subject to political pressure, and hence likely to vary from
one year to another.

TIME ASCONTINGENCY OR CONSTRAINT

Prevailing contingencies and constraints were defined in Chapter 4 as being
likely to determine how the enterprise may have to operate. They may
instead shape what the organization is able (or unable) to achieve.

Time-related commitments may constitute a key example of such a
contingency or constraint. The organization may be committed to courses
of action (whether resulting from the making of past or present decisions)
that are timerelated or time-sensitive. Government decisions on
investments in healthcare or social welfare provision will for instance be
shaped by such contingencies as the time scales associated with the age
structure and life expectancy of the population for which it must provide
finance and benefits from the resources of taxpayers money and the
contracted private sector or insurance funding available to it. Past
investment decisions, similarly, constrain a company’s current and likely
future strategic choices, since the enterprise will have to live with the
present consequences of past resource commitments made by it. This is
likely to be particularly critical where these resource commitments were
long term in nature, asin the oil, steel, or petrochemica sectors.

SHORT AND LONG TERM ORIENTATIONTO TIME

Hofstede (1997) notes the national cultural difference between societies
that take along termview of time and events, and societies that take a short
term view. The difference between short termism and long termism is of
course a matter of degree. Both are at opposite ends of a time (or “term”)
continuum. Oriental and South East Asian societies have tended to take a
long term view towards the evolution of society or the economy, for
instance making long term investments in technology development,
education, competition strategy, or business development that may not pay
off for many years to come. Anglo-Saxon and European societies, or the
USA are instead characterized by a preference for short-term results and
outcomes, for instance as a result of investments that they have made.
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Impatience may be seen to be as much a virtue as patience, given the
relentless drive of short-termist societies for rapid progress, continuous
economic growth to meet stock market expectations, continuous
innovation, continuous novelty of experience, persona sdlf-gratification,
and media stimulation. Short-termist societies may however be vulnerable
to issues that demand along term view, such as the future levels of personal
pension provision, technology and process innovation, or public spending
on infrastructure provision, healthcare, education, or social welfare support.

HAMPDEN-TURNER AND TROMPENAARS ANALYSISOF
TIME DILEMMAS

Hampden-Turner and Trompenaars (1994), and Trompenaars and
Hampden-Turner (1997) suggest that the nature of enterprise vaue
systems, and the value judgements associated with them (such as the
strategic conceptualization and management of time being analyzed in this
chapter) appear to depend on a series of what they call “value dilemmas’.
Hampden-Turner and Trompenaars contend that these value dilemmas, and
the varying solutions that may be found to resolve them, permit the
understanding of key cultural differences between the approach taken by
different nationalities to the various practices and processes of
management. Vaue dilemmas associated with the strategic management of
time are described as follows.

Making Rulesand M anaging Exceptions

The organization must to some degree formalize, standardize, or codify its
operations. There exists a minimum (or “requisite”) level of bureaucracy
without which enterprise activities cannot be consistent, systematic, or
predictable. Strategies, policies, plans, procedures, rules, and routines are
seen to provide the basic framework for organized work over time.

This basic framework is a part of enterprise technology (Chapter 19);
and is aso a part of the relationship architecture described in Chapters 4
and 18.

At the same time, however, the value system needs to facilitate the
recognition and management of time-related exceptions, and the inevitable
need for change or innovation to which they may give rise. Enterprise
leadership and organizational modes of strategy formulation, strategic
choice, and strategic decision-making may need at the same time to be
capable of any or al of the following:
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0 time management that is consistent with the relevant or chosen time
horizons, for instance associated with business or public sector
planning (Chapter 9), risk assessment (Chapter 8), or financia
management (Chapter 13).

Q short term adjustment (in order to deal with exceptional, new, or
unexpected eventualities).

o longer term evolution.

o rapid and wholesale change (for instance when there is a sudden
redefinition or shift in the knowledge, technological, or market base,
such as has happened with the development and integration of
information, computing and tel ecommunications technol ogies).

Deconstructing and Constructing

The “deconstruction” of concepts and phenomena is based on the process
of anaysis (breaking things down into their component or constituent
parts). The “construction” of concepts and phenomena is based instead on
the process of integration or synthesis, in which concepts are combined or
aggregated into larger entities or wider systems. Analysis and integration
are the opposite ends of an intellectual process.

Anglo-Saxon societies tend to anadyze (that is, to “deconstruct”).
Eastern societies (and the Germans) tend to seek wider and cohesive
patterns (to “construct” or integrate).

The process of the strategic management of time may however call for
both of (i) the analysis or breaking-down of time-related concepts,
phenomena or events into their constituent parts; and (ii) the integration or
synthesis of these time-related concepts, phenomena or events into whole
patterns, relationships, systems, and wider contextsin time.

The strategic management process may al so require the enterprise to be
able to deconstruct and reconstruct its attitudes, its vaues, its concepts, its
knowledge, its technology, its products and services, and its processes over
time. It may have to be capable of combining the two intellectual processes
of analysis and synthesis in order to be able to re-conceptualize, redefine,
re-engineer, adapt, improve or change these attitudes, values, knowledge
resources, concepts, technologies, products, processes and services as the
time-related contingencies and constraints described in an earlier section
determine or dictate at that moment.
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Time as Sequence and Time as Synchronization

The enterprise may perceive an activity in terms of asingle linear sequence
of events that it has to carry out in order to achieve the objectives
associated with that course of action. Time will be conceptudized (i) in
terms of the time consumed by any one single event; and (ii) in terms of the
total duration of the sequence of events. This duration might be illustrated
by the sequence that represents a critical path in an activity network. The
enterprise may then conceptualize the process of the strategic management
of time in terms of concentrating its efforts and resources on finding the
fastest way of completing that series of events, for instance by simplifying
it by some process of re-engineering, or by exploiting the value chain
linkages described in Chapters 4 and 18. Time is perceived in terms of a
focus on carrying out individual activities as quickly as is feasible, which
will result in the achievement of the shortest possible total sequence of
time.

Alternatively, the enterprise may perceive activity in terms of achieving
the synchronization of events (or of sequences of events) over time such
that the completion of those events is co-ordinated coterminously (at the
same time) or in parald with other events that are related within a wider
system or context. Hampden-Turner and Trompenaars give the example of
Toyota's system of kanban and lean manufacturing. This is a flexible
approach that depends for its success on the synchronization of a
coterminous series of procurement, quaity management, supply, and
production events rather than the speed of their individual execution. Once
this synchrony has been achieved, improvements in the required value
outcomes may in any case follow, as in the case of just-in-time (JIT)
processes where supply chain management, quality management,
manufacturing, and cost management activities may al be optimized
together on the basis of parallel processing and reduced cycle times.

Linear and Cyclical Conceptualizations of Time

The previous section comments that the organization may perceive activity
in terms of alinear sequence of events over time. Time-related processes of
the analysis and the integration of knowledge, events, or phenomena may
be based on a linear conceptualization of time, moving forwards in a
straight line into the future from the past and the present. This linear view
of time for example underlies the marketer's idea of the dynamics of
product management (which, confusingly for our purposes here is known
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asthe “product life cycle”). Concepts based upon linearity are “logical” and
“tidy” in the terms of deconstructionist Western analysis.

The use of such arbitrarily linear concepts may however be
counterproductive to the development of the apparently more successful
incremental, adaptive, and evolutionary approaches to the development of
attitudes, values, knowledge, competences, technologies, resources and
processes favoured for instance by the Japanese and the Germans. Western
thinking may categorize an entity at a certain point on a linear sequence as
being in “decline” or becoming “obsolete’. The entity is seen as having
little or no future potential. This conceptualization may blind the thinker to
possible alternative cyclical views of the entity. Features of the entity may
comprise a continuing resource to be recycled from the past or present into
the future. It may be adapted and used within a wider long-term context of
ongoing capability, competence, tradition, or market management. For
instance, see Figure 7.1.
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Figure7.1 Tatsumo’'s Mandala of Creativity

Tatsumo's cyclica mandala of creativity demonstrates the Japanese belief
in the evolutionary nature of society. Society is seen as being subject to
continuing change. It is aso amenable to improvement (kaizen),
particularly as people accumulate experience, refine it, and hand it on over
time across the generations.
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The Japanese take a synchronous and long-term view of time rather
than the linear, sequential and short-term approach of the West. The
passage of time is associated with cycles. These cycles affect individuals,
generations, entities, processes, and society generally. The present
underpins the future, and lays its foundations. This is illustrated by the
long-term and synchronous view taken towards technology. Devel opments
now will, as progenitors, yield generations of products in the future. The
development of technologies may be synchronized over time to achieve
“fusion”. This may firstly take the form of the hybrid technologies for
which Japan is famous. Secondly, it may take the form of newly
synthesized technologies, such as those based on the properties of the laser
(Hampden-Turner and Trompenaars, 1994, pp. 147-150).

MONOCHRONICITY, POLYCHRONICITY,AND TIME

Lewis (1992, 1999) differentiates “monochronic” and “polychronic”
cultures. Monochronic cultures behave in a focused manner, concentrating
on one activity at a time within a set or planned time scale. Lewis for
example categorizes the Germans, the Finns, and some North Americans as
being monochronic. To such people time is a scarce resource which has the
opportunity cost described in an earlier section, above.

Polychronic cultures are flexible and unconstrained by concerns with
time. Polychronic people do many things at the same time, maybe in an
unplanned or opportunistic sequence. They are not interested in time
schedules or concepts of “punctuality”. They consider that the “redlity” of
events and opportunities is more important than adherence to what they
perceive to be intellectual or artificial constructs of planning, schedules,
and appointments. Time is not seen as aresource. Nor is time seen to have
any opportunity cost. Matters can always be settled tomorrow. Or fate may
intervene instead. Lewis suggests that, for example, Indians, Polynesians,
Latin Americans, and Arabs tend to be polychronic.

Monaochronic cultures may in this context be more likely than
polychronic onesto conceptualize time:

Q in systematic or requisite terms, being subject to the need for proper
procedures to deal with any exceptions to the rule that may emerge.
Examples might include the use of standard times in service delivery;
or the implementation of budgetary planning and control that is
variable or flexible in terms of the time horizon to which it applies.
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a primarily in deconstructionist (analytical) terms, prior to any necessary
subsequent  constructionism  (integration or synthesis). Network
analysis and the derivation of critical paths for instance depend on the
effective breaking down of time into its activity components, and re-
assembly on the basis of processes of synchronization and
optimization.

o intermsof linear sequence, with the possibility of the optimization and
synchronization of the use of time being achieved through deliberate,
logical, planned, or systematic organizational process or procedure.

a in terms of incrementa potential, by which change, improvement, or
adaptation may rationaly or deliberately be pursued by inter-relating
time, capability, performance, and external contingencies as the
relevant variables. This may be illustrated by any or all of the strategies
of reduced cycle time, accelerated “time to market” processes of new
product or new service development, or improved customer service
described in the next section of this chapter, below.

There are parallels between the work of Lewis and that of Hampden-Turner
and Trompenaars, whose analysis of time was described in an earlier
section. The degree to which the enterprise is characterized by
monaochronicity or polychronicity may also affect the time basis of strategy
formulation of which its decision-makers are capable. The basis of strategy
formulation is described in Chapter 11. Monochronic cultures may be
capable of any or al of the methods analyzed in that chapter. Polychronic
cultures might instead be restricted to any of:

o “emergent” or “opportunistic” approachesto strategy formulation.

0 aloose or ineffectively integrated process of “incrementalism”, based
upon unpredictable or poorly adapted step changes over time.

o alimited and inflexible form of “rationalistic’ or “deliberate” form of
“planning down” (described in Chapter 15), driven by a strongly
centralized corporate centre characterized by high power distance,
hierarchy, low trust, and a locus of control that as an architecture are
collectively sufficient to extract organizational and staff compliance,
and to force activities to happen within the time parameters prescribed.

The mixing of monochronic and polychronic cultures may give rise to
culture clash and disagreement. It may call for the establishment of modes
of co-operation and co-ordination between the two types about how time
should be conceptualized and managed. On the other hand, the mixing of
these two cultures may also yield synergies. Features of each cultural type
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may be complementary to the other. For instance, the greater flexibility of
the polychronic may facilitate on-going developmental processes that are
subject over time to unpredictable internal variation or externa change,
making it easier for the monochronic to modify plans and schedules in
order to adapt. As such, therefore, the mixing of the two types may be a
source of the “requisite variety” and “genetic diversity” in the organization
that are described in a later chapter of this book, preventing stagnation and
entropy, and acting as a potential source of creativity and value addition.

TIME MANAGEMENT AS SOURCE OF COMPETITIVE
ADVANTAGE

Time may be used as a competitive weapon. Commenting on his use of
rapid movement and manoeuvre as a campaign strategy, Ries and Trout
(1986) note of Napoleon that ‘his troops, he claimed, could march two
miles to the enemy’s one. “| may lose a battle”, said Napoleon, “but | shall
never lose a minute”’. The effective use of time may be a competitive
determinant in such activities as.

o the reduction of cycle time associated with operational or
developmental activities. Reduced cycle time might be for instance be
associated with processes of manufacturing; supply chain management;
the treatment of patients; teaching, learning, and assessment methods;
or the management of working capital. Or the achievement of
improvements in cycle time might instead be the objective of
ingtitutional programmes of re-engineering, excellence, or Six Sigma
described in Chapter 16.

0 new product development time (or “time to market”). Competitive
advantage will be gained by bringing effective new products or
processes to the market or client more quickly than competitors.

a on-time performance within the quality and reliability parameters
specified for product or service delivery. On-time performance is for
instance just as crucial to the provision of heathcare, policing, or
security services asit isto systems of just-in-time supply, to running an
airline service, or to delivering the right products on amail order basis.

Q customer response, in which competitive advantage may be gained by
those organizations that respond most speedily to customer demand, or
make them wait the shortest time for service. The timing of response to
customer or client is as much a key issue in the provision of heathcare,
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fire fighting, or police services as it is in the marketing of business or
consumer services.

A preceding section of this chapter noted Hampden-Turner and
Trompenaars contention that time can be viewed as either or both
sequential and synchronous. Competitive advantage may be gained by
enterprises that can:

o conceptualize and plan workflows, systems, or procedures to contain
fewer sequential steps through time than their competitors. For
instance, the Russian eye ship carried out eye surgery on a flowline
out-patient basis, requiring no hospital accommodation and maximizing
the output of the most valuable resource (and limiting factor), the
services of the eye surgeon. Even the processing of revenue
transactions was simple. Clients paid in hard currency by cash or credit
card before they left the ship!

o conceptualize workflows, systems, or procedures as synchronous as
well as sequentia through time. The simultaneous or parallel execution
of sequential steps will reduce the total time taken for the process (that
is, it will shorten the sequence). The logical conseguence is then to
eliminate some of the original steps, thereby reducing the length,
complexity, and cost of the sequence. There are many examples of this
process. They include (i) the synchronous manufacture of car
specification variants (Hampden-Turner and Trompenaars use Toyota
as an illustration); (ii) the mass flowline production of bread variants
through the “Chorleywood” manufacturing process, and (iii)
simultaneous or rea time electronic payments, funds transfer, and
inventory management systems.

SHAREHOLDER VALUE, TIME, AND COMPETITIVE
DISADVANTAGE

The enterprise will have to decide on its term-orientation, and on the length
of its future time horizons. These will depend upon the basic definition of
the objective of the ingtitution, and may be driven by the demands of
owners, shareholders, sources of finance, taxpayers, (etc) as stakeholders
for results and returns (“stakeholders’ are defined in Chapter 11 as people
and institutions both internal and external to the organization who have an
investment in it, or who instead have some kind of involvement or interest
init, or who are directly affected by its activities or its processes).
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Anglo-Saxon companies whose shares are publicly listed (and openly
available) on stock exchanges may find that there is a large proportion of
their shares being held by institutiona investors such as insurance and
investment companies, or pension funds. These large institutional
shareholders are likely to require the management of the companies in
which they hold shares to maximize shareholder value on a short-term or an
annual basis. This is needed so that these large investors may satisfy their
own customers, for instance in terms of personal pension or investment
income. Such pressure for the continuous delivery of shareholder value is
likely to grow as the population in Anglo-Saxon countries ages, with more
and more people being dependent on institutional investment returns for
thelr retirement income.

Japanese, Swiss, and German companies may on the other hand be able
to take a longer-term view of their business than many of their American,
British, or Anglo-Saxon competitors. Companies in Japan, Germany or
Switzerland are for a number of reasons under less pressure to maximize
short-term shareholder value. Investment returns may instead be measured
over a period of years, “taking one year with another”. This may especialy
be the case where these companies are family-owned, private, or their
shares are “close-held” or “cross-held” and therefore unavailable for
purchase on the open market. This may give them significant competitive
market and technological advantages, for instance (i) in the long-term
development of new products or processes, or in business development; (ii)
in the capacity to “pick global sector winners’ for the long-term; and (iii) in
the long-term development of leadership, management, staff, capability,
and competence.

The issues of short and long-termism, shareholder value, and
competitive advantage are given more detailed treatment in Chapter 13 of
this book.

OTHER TIME-RELATED ISSUES OF STRATEGIC
MANAGEMENT

Other time-related issues of strategic management are analyzed in the
following chapters:

O time and risk assessment - Chapter 8.
a planning horizons and forecasting - Chapter 10.
a financial strategy and management - Chapter 13.
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REVIEW QUESTIONS

1. Why may time be classified as a resource, and what is its opportunity

cost?

Why may time be a critical success factor?

Why may time be alimiting factor?

In what ways may time act as a contingency or a constraint?

Compare, contrast, and comment on short and long term orientations to

time. Give examples of each.

Summarize Hampden-Turner and Trompenaars' conceptualization and

analysis of time dilemmas. Comment on the implications of these time

dilemmas for the strategic management process.

7. Compare and contrast monochronic and polychronic approaches to the
management of time.

8. Inwhat ways may the strategic management of time be used to achieve
value generation or competitive advantage?

agkron

o

TECHNIQUES OF CASE STUDY AND ANALYSIS

1. ldentify and comment on any of the characteristics of the strategic
management of time that are apparent in the case study.

2. How, if at dl, is the case organization (or case organizations) making
strategic use of the time management process to add value or to achieve
competitive advantage?

PROJECT ASSIGNMENT

Using available information, analyze and comment on the attitude towards,
and use of time inherent in the strategy, plans, and operations of an
organization in which you are interested.
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Chapter 8

Risk Assessment

“Put your trust in God, my boys, and keep your powder dry”
Oliver Cromwell (attributed)

This chapter anayzes risk assessment as a component of strategic
management and business planning. It deals with the management of the
risk and uncertainty associated with processes of strategy formulation,
strategic choice, and strategic decision-making within the organization. The
chapter concludes with a summary analysis of selected implementation
issues.

RISK AND UNCERTAINTY

The process of risk assessment and risk management has two components.
Each is summarized below.

Risk Defined

The concept of risk may be defined for the purpose of this chapter in terms
of strategic decision-making and strategic choice that is to some degree
characterized (i) by a knowledge of the aternatives available to the
decision-maker; and isin addition characterized (ii) by some knowledge of
the probability of occurrence of the various aternative outcomes. That is,
the likelihood of achieving any one of the available alternatives may at
least be estimated, or a forecast created. Forecasting techniques are
analyzed in Chapter 9.

Uncertainty Defined

The concept of uncertainty may be defined for the purpose of this chapter
in terms of strategic decison-making and strategic choice that is to some
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degree characterized (i) by a lack of knowledge of the likely alternatives
available to the decison-maker; and is in addition characterized (ii) by a
lack of knowledge of the probability of occurrence of the various
aternative outcomes that might be identified. That is, the likelihood of
attaining any one of the potential alternatives may be difficult or even
impossible to predict or to forecast.

THE ROLE OF RISK ASSESSMENT IN THE STRATEGIC
MANAGEMENT PROCESS

The assessment of risk and uncertainty is a key input to the processes of
strategy formulation, business planning, and strategic management being
described in this book. Risk assessment is used in the creation of estimates
of the likelihood or probability with which desired strategic outcomes (the
objectives and strategies defined in Chapter 11) may be achieved. It is aso
used to identify the possible consequences of strategic decision-making
about these desired outcomes for the financial, human, and other resources
being committed to the strategic choice of the enterprise. As such, risk
assessment is therefore a key part of:

a0 thebusiness planning and forecasting process described in Chapter 9.

o theprocess of financial management described in Chapter 13.

0 the processes of strategy formulation and strategic decision-making
described in Chapter 14.

o theprocess of leadership described in Chapter 17.

CATEGORIES OR SOURCESOF RISK AND UNCERTAINTY

Risk and uncertainty may derive from either or both of internal and external
sources. These sources may be categorized as follows.

Internal Sources of Risk and Uncertainty

Which may be identified through the strategic analysis processes of
organizational, asset, resource, and capability appraisa, for instance as
described in Chapters 2, 3, and 4 of this book. Risk and uncertainty might
derive from any or al of capability and capacity issues, manageria,
architecture or systems issues, information flow issues, weaknesses,
unpredictable or irrational leadership behaviour or decision-making (as
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sometimes happens in SMEs or family firms where the use of executive
power is strongly centralized and unquestioned); or the emergence of
strong or politicized forces driving change from within; (etc). Other internal
sources of risk and uncertainty might include potential internal threats of
business interruption or failure; or security issues associated with assets,
resources, staff, or finance.

External Sources of Risk and Uncertainty

Which may for instance be identified through the strategic anaysis
processes of external, competitive, and environmental appraisal described
in Chapters 5 and 6. They may also be understood from an analysis of the
time dynamics described in Chapter 7; and through the use of some of the
forecasting techniques analyzed in Chapter 9. Risk and uncertainty might
for example derive from any or al of contingencies associated with time;
with market or competitive dynamics; environmental behaviour or change;
government policy-making; the emergence of new externa paradigms,
comparators, or benchmarks; the emergence of powerful forces driving
innovation; or the emergence of strong forces driving change. Other
external sources of risk and uncertainty might include:

O potentia external threats of business interruption or failure.

0 mandatory areas of compliance or liability associated with externa
legislation or regulation.

o the potential for criminal intervention or damage (such as fraud or
terrorism).

o physica or psychological risk associated with location (such as
political instability, civil unrest, lawlessness, etc). This issue is aso
dealt with in Chapter 28.

O risk and uncertainty associated with prevailing national culture
variables (such as alow degree of uncertainty avoidance in which there
is arelatively more relaxed attitude to business risk and to the potential
for shareholder or stakeholder 10ss).

Emergencies, Crises, and Disasters
Whose incidence may pose severe risk and uncertainty to the continued

viability of the organization. The issue of crisis management is dealt with
in detail in Chapter 10.
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RISK, AND THE DEFINITION OF EVENT CHARACTERISTICS

The risk and uncertainty inherent in the strategic management processes of
strategy formulation, strategic choice, strategic decision-making, and
strategy implementation will, in part, depend on the definition of the
characteristics of the events about which judgements or decisions have to
be made. These event characteristics include the following. Each may be a
source of risk or uncertainty.

Ambiguity - by which the event is characterized by a variety of potentially
conflicting definitions or interpretations, and therefore presents alternative
meanings from which the decision-maker may have to choose.

Change - by which the event, and the variables which make it up, are
subject to a pattern or dynamic that is characterized by any or al of
ongoing originality, novelty, variation, adteration of parameters,
inconsistency, or instability. There may be no relevant past experience or
precedent by which to make judgements about the event, whose
interpretation may in any case be ambiguous.

Complexity - by which the components of the event are characterized by a
wide variety of inter-related variables, each of which (and the inter-
relationship between them) must be considered in the process of evaluation
and decision-making.

Economic value implications - the event may possess economic vaue
characteristics whose potential outcome will shape processes of
interpretation, judgement, and decision-making. Decisions based upon
financial calculations, accounting conventions, investment proposals,
discounted value methodologies, and value-chain concepts, (etc) may be
characterized by risk or uncertainty.

Entropy - by which the nature and outcomes of the event are likely to be
characterized by risk and uncertainty because negative features such as
stagnation, decline, deterioration, or crimina intervention are present.
Systems theory states that open systems that do not receive and apply an
adequate (or “requisite”) variety or quantity of relevant or new information
and stimulus from the external environment may be subject to entropy.
Inconsistency - by which the event is likely to act as a source or risk or
uncertainty by failing to demonstrate similar or predictable features over
time. There may be a lack of reliable precedent by which to make
judgements about the event.

Instability - by which the characteristics of the event demonstrate a random
or unpredictable degree of variation around the norm. Political systems
(and hence government decision-making) are often characterized by such
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instability, making it difficult to make long-term predictions about the
likely course of public policy. Markets for fast moving consumer goods
(FMCG) based on a high fashion content (such as clothing, toys, electronic
games, or popular media entertainment) may also demonstrate short-term
instability.

Originality, novelty, or innovation - by which event characteristics present
new features for which the organization possesses no precedent for risk
assessment or decision-making. Conditions of originality, novelty, or
innovation may give rise to risk and uncertainty because they will require
new modes of thinking, new experience, or the development of new
capability and competence before the enterprise is in a position to make
effective judgements and decisions about them.

Unpredictability - by which the nature or likely occurrence of the event
may not easily be anticipated and forecast in advance. The event
demonstrates characteristics of the unexpected or the unknown. This
unpredictability acts as a source of risk and uncertainty.

Values implication - the event may possess value (or “value-laden”)
characteristics whose potential implications may shape processes of
interpretation, judgement, and decision-making. Risk and uncertainty may
characterize decisions based upon features of socia architecture,
organization culture, organizational value-sets and attitudes, values-based
management, or national culture variables.

Variety and diversity - by which risk and uncertainty derive from the
degree of variation or diversity of events or experience to which strategic
management processes are subject. It may reasonably be assumed that the
greater the degree of the variety or diversity of events, (i) the greater the
need for effective evaluation and judgement; (ii) the more important it will
be to be able to identify, categorize, and differentiate the various or diverse
features of the event; (iii) the greater or more complex will be the decision-
making load to be undertaken; (iv) the more critical becomes the need for
an organizational capability to deal with, or possess experience of diverse
events; and (v) the potentially greater the degree of risk and uncertainty that
enterprise management will face.

Volume - the degree of risk and uncertainty associated with strategy
formulation and decision-making may vary proportionately with the
volume of events faced by decison-makers. The greater the volume of
events, (i) the greater the task associated with making judgements and
decisions; (ii) the greater the risk of decision-maker overload, time delay,
or process confusion; and (iii) the greater the risk of prioritization, filtering,
or simplification of decision-making processes based on artificia or
conventiona criteria that are selected for their expediency or convenience
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at the time, irrespective of their actua relevance to the events being
experienced. For example, one way for an overburdened state hedth
service to simplify decision-making in conditions of excessive patient load
is to reduce al decisions about risk and uncertainty to a cost-effectiveness
basis. Decisions on strategy and patient care may simply be made on the
basis of prioritizing courses of action which are seen to be most cost-
effective in the genera scheme of things.

RESOURCES AND RISK ASSESSMENT

The degree of risk to resource allocation and resource use that isinherent in
any particular strategic choice or strategic decision may be a function of
such variables as:

o the total value of the resources involved in the implementation of the
chosen strategies and plans.

a thelength of time during which resources are committed, and therefore
at risk.

o therdativerisk inherent in any one venture.

a the proportion of the total available resource committed to any one
venture.

Resource risk assessment is analyzed below.
TheRisk of Value Loss

Where the implementation of a chosen strategy involves the combination
and use of enterprise resources, the objectives may include:

0 the generation of customer value from the application and use of these
resources, thereby satisfying a customer, client, or market need; and
judtifying the selection of the strategy.

o the adding of value as a result of the combination and use of resources
in the value chain described in Chapter 4, such that a positive return
may be obtained from the investment in these resources over the time
during which they are in use. This return may be measured in outcome
terms such as positive contribution earned, profit margin, return on
investment, payback, net present value (NPV) or interna rate of return
(IRR), patient treatment success rates, voter satisfaction, and so on.
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the maintenance of the real value of the resource invested in the
implementation of the chosen strategy. Example: if you have an
investment in shares or unit trusts, are they worth more or less than last
year? Or, if you know someone who has their own business, is it worth
more than they invested in it, or less? If the former, they have gained
value. If the latter they have lost value.

However, in evaluating the choice of current and future strategies, the
enterprise needs to remain aware that any investment of resources that it
makes in the implementation of its plans may give rise to the risk that those
resources may lose their value or even disappear altogether. The potential
for loss of value may occur as a result of the internal sources of risk and
uncertainty listed in an earlier section, above. Examples might include any
of the following:

Q
a
a

ineffective or inadequate staff capability.

poor forecasting or decision-making capacity.

the direct loss of staff competence (for instance through the “ poaching”
or “head-hunting” of key managers, technologists, engineers, or
decision-makers).

inadequate investment; poor financia management or overtrading;
depreciating assets; or the actual damage to or deterioration of physical
assets. For instance, such was the neglect of its plants in Akron, Ohio
by the former US Firestone Tyre Company that it became unable to
produce tyres to world class standard. Firestone was taken over by the
Japanese Bridgestone Tyre Company, who subsequently had to invest
heavily in refurbishing Firestone' s US manufacturing capability.
ineffective leadership; or the loss of leadership motivation and
willpower.

The potential for loss of value may instead occur as a result of external
sources of risk and uncertainty listed in an earlier section above. Examples
might include shiftsin the external market or environment deriving from:

]

]

sudden or drastic changes in demand pattern or volumes (such as have
affected international sales of British beef).

the impact of technological change (the Boeing 707 killed off the
transatlantic ocean liner at a stroke), for instance as described in
Chapter 19.
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o the interaction of innovation dynamics, new product or process
development, and product or process obsolescence, for instance as
described in Chapter 19.

o theimpact of powerful government, environmental, or environmentalist
influences on demand (for instance on the attitude towards the
consumption of cigarettes or acoholic drinks), or on operationa
process (for example the generation of electricity by means of the use
of nuclear or wind power, or the burning of fossil fuels).

o the emergence of powerful criminal or terrorist influences.

Risk and Time Scale

The proportionate risk of negative financia return or value loss may be a
function of the duration and time scale of the resource commitment. For
instance:

a thelonger the time scale, the more probable it will be that the enterprise
may suffer exposure to the risks described in previous sections, above.

a the longer the time scale, the less certain may be any of (i) the
generation of the requisite customer or client value; (ii) the generation
of added value, and the return on the investment of stakeholders; (iii)
the maintenance of the real value of the assets involved; or even (iv)
the actual survival of those assets.

o the longer the time scae, the proportionately greater may be the
eventual requirement for the generation of value, and for the return on
the resources invested by stakeholders. Long term investments, for
instance in oil exploration in the Caspian Sea, or airline purchases of
aircraft, may raise the dilemma that (i) obtaining areturn on investment
may be uncertain and unpredictable over such along time frame; whilst
(i) at the same time it may become increasingly difficult to convince
shareholders or stakeholders of the viability of the strategy being
proposed, and to persuade them to fund the necessary investment in it.
This syndrome was amply demonstrated by the Anglo-French Channel
Tunnel project, which is unlikely ever to fulfil the investment returns
once promised for it.

Financial strategy and management are analyzed in Chapter 13 of this
book.
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Risk and Resour ce Commitment

Therisk of negative return or value loss may be related to the proportion of
total available resources being committed to any one venture. This is an
“eggs in the basket” argument. Do you put al your eggs in one basket?
What then happens if you drop the basket? The greater the proportion of
its resources that the organization commits to the implementation of any
one strategy, the more pronounced may be the consequences if the strategy
is unsuccessful. This lack of success may be clearly demonstrated in terms
of losses to investors and stakeholders; in terms of a loss of ingtitutional
credibility; and in the form of criticism of enterprise leadership. This was
the case for the UK Marconi Company whose decisions on product-market
strategy proved disastrous during the late 1990s.

A more positive example of the potential consequences of the high
level of strategic commitment being analyzed in this section is that of the
Boeing 747 aircraft. Boeing had to commit much of its available resource
to the design, manufacture, and certification of the first “jumbo” jet. If
airlines had not decided to buy the 747 it is likely that the Boeing company
itself would have collapsed. As it was, the accuracy of Boeing's reading of
the market meant that the company attained a dominant position in the
supply of long-haul passenger aircraft that lasted for many years. The 747
project catapulted Boeing into the number one position in the aircraft
market.

MATRIX RISK ASSESSMENT METHODOLOGIES

The process of risk assessment may be represented in diagrammatic form
by the use of risk matrix methodologies. Such methodologies may
encompass such variables as:

O risk category or event characteristics, as described in earlier sections,
above.

o thepotentia impact on, or consequences for the organization of the risk
or event.

o thelikelihood or probability of the risk or event occurring, for instance
as expressed in terms of relative frequency.

For instance, the matrix shown in Figure 8.1 may be used to categorize
particular types of risk or events in terms of “high”, “medium” or “low”
values. The nine cells of the matrix might then for the sake of illustration be
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weighted on a score of, say, 2 (very low) to 32 (very high) to indicate the
potential seriousness of the risk to the enterprise.

RELATIVE IMPORTANCE/
POTENTIAL IMPACT/ HIGH MEDIUM LOW
DEGREE OF RISK SCORES SCORES SCORES
PROBABILITY,
LIKELIHOOD, FREQUENCY
HIGH INCIDENCE 32 16
MEDIUM INCIDENCE 16 8 4
LOW INCIDENCE 8

Figure8.1 A Risk Assessment Matrix

STRATEGIES FOR MANAGING RISK
Risk management mechanisms might include any of the following.
Risk Avoidance

Risk avoidance may be based on a strategy of atering the organization's
risk profile by changing or improving the nature of its process or practice.
For instance, a pharmaceutical company might replace the testing of
substances on live animals with computer modelling methodologies which
yield asimilar result. A company might instead increase itslevel of security
so as better to avoid the risk of fraud or criminal intervention.
Alternatively, use may be made of the appropriate competition strategies
described in Chapter 22, whereby the enterprise avoids “head-on” or other
high risk forms of competition with companies or organizations who have a
lower level of risk aversion; or whose absolute level of resource availability
(or “deep pockets’) may permit them to outspend others over long periods
of time in order to maintain or increase market dominance. Remember, the
Biblical David was only able to take on Goliath because the giant wasn't
wearing full body armour! If Goliath had had leg and body pads, a cricket
helmet with visor, and a bat to execute a square cut, then David and his
stone wouldn’t have had a chance! The Israglites would have had to come
up with another battle plan!

Co-operation and Partnership

The adoption of drategies of co-operation, resource-sharing, and
partnership is described in later chapters. These strategies include the use of
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the de-integrated value chain incorporating network structures or value
adding partnerships analyzed in Chapters 18 and 22; making use of the
strategies of “stretch and leverage” described in Chapter 21; or
incorporating the strategic alliances described in Chapter 27. Such changes
to the relationship architecture and structure of the enterprise may be used
(i) to widen the resource base available to the organization; (ii) to focus on
what each constituent or partner does best; and thereby (iii) to spread risk
among the participants. Thisis how aircraft are designed and manufactured
by the various companies that make up Europe’ s Airbus consortium.

Risk Transfer

Risk management may be based on a strategy of transferring risk to third
parties, for instance by subcontract, or by insurance through the facilities of
agencies such as Lloyds of London.

Risk Reduction

Risk management is based in this case on the reduction of potential risk by
(i) changing or improving the nature of enterprise capability, process, or
practice (for instance by specifying organizational capability to comply
exactly with health and safety regulation, or with prevailing legidation
dealing with such employment issues as conditions of work, disability,
diversity or equality); or by the process of “target hardening” described
immediately below.

Target Hardening

Obvious sources of risk are identified and “hardened” against intervention,
criminal impact, or failure. For instance:

o buildings, assets, people, knowledge, intellectual property, and systems
may be made secure.

O processes and practices may be specified to conform exactly with
external requirements for compliance, whether by legislation,
regulation, insurance requirements, or with the ethica standards
described in Chapter 12.

O strategic management processes of leadership, risk assessment, strategy
formulation, and business planning may be subjected to effective forms
of scrutiny before decision-making, the assumption of risk, and the
commitment of resources by the enterprise is permitted. The objective
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here is to minimize the potential for ineffective decision-making that
will increase the risk profile of the organization, not decrease it. Such a
process of scrutiny may be a required component of the processes of
stakeholder anaysis, corporate governance and leadership described in
Chapters 11, 13, 14 and 17.

Risk Retention

The organization accepts the responsibility of independently accepting and
managing the potential consequences of its risk profile, for instance
because this risk cannot be subcontracted or insured. The process of risk
management will in consequence have to include the target hardening
described immediately above, the preparation of appropriate contingency
plans, and the identification of the resources that would need to be made
available to cover the costs of failure, emergency, crisis, disaster, or
subsequent litigation.

L og Keeping

In this case, the organization maintains detailed minutes and formally
validated records of communication and decision-making processes
associated with risk planning and risk management, and with the
emergencies, crises, and disasters described in Chapter 10. Such records
may provide vital explanation or evidence in any subsequent inquiry or
litigation procedures.

Media M anagement

The process of risk management in any particular situation may be
complicated by the organization’s need to deal with the print and broadcast
media. Decision-makers dealing with conditions of known risk or
uncertainty, or the emergencies, crises or disasters described in Chapter 10,
are likely to have to meet the requirements of the representatives of such
media. This may complicate the process of organizationa response by
adding an additiona layer of complexity in which the external agendas of
others may be dominant.

The need for media management may therefore call for a carefully
planned and controlled accumulation and dissemination by the organization
of accurate, credible, and up-to-date information flows for external media
consumption. It may call in turn for effective media training, and the prior
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simulation of communication strategies, press briefings, and media
relationships.

| IMPLEMENTATION ISSUES

SOME ISSUESASSOCIATED WITH RISK ASSESSMENT

Risk assessment may be affected by the inter-related cognitive processes
of:

perception.
conceptualization.
interpretation.

the derivation of meaning.

0O0oD0oOQd

That is, what does the perceived type and level of risk imply to the person
or people making the assessment? And how will that assessment influence
judgements, or shape decisions that have to be made on the basis of those
judgements?

I ssues Associated with the Analysis of Risk

Issues associated with the analysis of risk might include any of al of the
following:

Attitude to risk - the outcomes of processes of strategy formulation and
strategic decision-making may depend on the national culture variable of
uncertainty avoidance, and on whether enterprise leadership is (i) risk
tolerant or (ii) risk averse. This issue is for instance dealt with in Chapter
13, in which perceptions of risk are related to issues of financial strategy,
investment, required returns, capital structure, and financial management. It
isaso deat with in Chapters 19 and 22. Attitude to risk is related to:-

The perception of risk as opportunity or threat - decision alternatives may
be viewed as giving rise to opportunity or threat dependent upon the
prevailing attitude of decision-makers to the risks that they perceive they
face. One person’s threat may be an opportunity for another. This is for
instance true of potentia changes in the knowledge or technology base
described in Chapter 19, or for the choice of competition strategies
described in Chapter 22.
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Ability to exploit risk - perceptions of risk may be related to the ability of
decision-makers to manage and to exploit that risk. This ability to manage
and to exploit risk may be a function of the attitude to uncertainty aready
described above. It may also be a function of the degree to which the
enterprise has been able to build-up and retain the necessary knowledge and
experience of such activities (i) as target hardening and security
management; or (ii) the implementation of the competition strategies, new
product or process development, new business development, and
internationalization described in Part Four of this book.

The choice of opportunistic strategies - decision-makers may deliberately
select the opportunistic strategies described in Chapter 11. In this case,
strategic choices and strategic moves are contingent (dependent) upon the
opportunities that emerge or become available. Competitive advantage in
this situation may then derive from the possession of an agile, responsive,
flexible, and adaptive capability; a high degree of risk tolerance; and the
ability to exploit risk already described above. The use of opportunistic
strategies may be illustrated by the aggressive and successful competitive
behaviour of some Japanese, South Korean, and Chinese enterprises.
Entrepreneurship - situations that are perceived by existing players to be
unacceptably risky may be a key source of entrepreneurial opportunity for
others. Entrepreneurs may for instance be able to make use of new
knowledge, new technology, or security issues as the basis of a new
business that has been rgjected by more risk-averse competitors. This was
the case of Sony’s decision to use the newly created transistor in order to
develop solid-state radios and electronic goods. Western suppliers were
resistant to the fundamental design change this represented, and saw no
need to invest in it. This proved to be a fatal decision for such electronic
component manufacturers as Mullard, which soon disappeared.
Intrapreneurship - the term “intrapreneurship” is used to describe the
implementation of entrepreneurial attitudes and risk-tolerant behaviour
within existing organizations. Intrapreneurs may be charged with
developing new products, new processes, new markets, or new businesses.
The process of intrapreneurship may confront the enterprise with a need to
accept and understand attitude to risk assessment from a variety of different
viewpoints, such that intrapreneurial activity may actualy be alowed to
take place. The potentia conflict to which this may give rise is sometimes
resolved by separating intrapreneurial, “newstream”, or new business
development activity from current mainstream activities. Thisissue is dealt
with in detail in the author’s text Principles of Management, also published
by Ashgate.
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The “paralysis by analysis’ syndrome - the rationalization and
systematization of the process of risk assessment may be carried out by
individuals or organizations to such a degree that planning for risk becomes
the end, not the means, of strategic management. In such a sense, strategic
managers plan; they do not act. Wisdom, intuition, common sense, and
proposals for action are overwhelmed by intellectua process. Or they are
neutralized by reasons not to take action. This “plan it, not do it” syndrome
may then be exacerbated by any or all of the following behaviours.

The “irrationality syndrome” - in which apparently rational techniques are
used to identify and to “confirm” the risk assessment that is deemed to be
“most correct” in terms of, or “most consistent” with the existing value s¢t,
presuppositions, or prejudices of decision-makers. The risk assessment will
prove what decision-makers want it to prove, irrespective of its relevance to
the actual situation in hand. For instance, the British Government did not
believe in the 1940s that jet propulsion would in the foreseeable future be
used for commercia passenger aircraft and instead invested in the ill-fated
“Brabazon” project. This left the door wide open for US plane makers to
reinforce their lead in transport aircraft such as the DC3, and resulted in
American dominance of the civil aviation market for decades to come.
Control obsession - in which decision-makers use the process of risk
assessment to rationalize and “to make certain” circumstances or situations
that cannot in fact be fully understood or fully rationalized. Decision-
makers try to fit risk and uncertainty into a “fixed” model, irrespective of
whether that model is appropriate to the use to which it is being put. To
what extent can police or security services, for instance, ever be expected to
be able fully to rationalize and to anticipate in advance the threat posed by
random and changing forms of criminal or terrorist activity? An obsession
with rationalization and control may in particular be a feature of nationa
cultures characterized by high levels of uncertainty avoidance and high
power distance.

Fictionalization - by which the processes of risk assessment are taken to
such extremes of “pseudo-exactness’ that they become meaningless in
terms of the reality of what may be achieved. The internal needs of the
operation of sophisticated planning procedures (perhaps encouraged by the
availability of powerful computer modelling capability) may come to
displace the purpose for which those procedures were intended in the first
place. This syndrome was characteristic of the era of “corporate planning”
in UK central and local government. Complex plans and risk assessments
were created, but by the time they were published they had lost any
meaning or relevance to the situations for which they had been devel oped.
They had become intellectually challenging, but futile academic exercises.
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REVIEW QUESTIONS

1. How may risk be defined?

2. How may uncertainty be defined?

3. Describe and comment on some of the categories or sources of risk and
uncertainty (also see Chapters 9, 10, and 13).

4. In what ways may an analysis of event characteristics be used to
indicate the potential risk associated with enterprise decision-making?

5. In what ways may the process of strategy formulation and strategic
decision-making place the finance and resources of the enterprise at
risk? (Also see Chapter 13).

6. What are matrix risk assessment methodol ogies?

7. In what ways may the enterprise manage the risk associated with the
formulation and implementation of its chosen strategies and plans?
(Also see Chapters 9, 10, and 13).

8. Describe and comment on some of the limitations to the risk
assessment process.

TECHNIQUES OF CASE STUDY AND ANALYSIS

1. Identify and comment on the potential risk(s) associated with the
strategies, decisions, and plans being described in the case study (also
see Chapters 9 and 13).

2. How, if at dl, is the case company (or case companies) managing the
risk(s) that you have identified in Question 1 above (also see Chapters
9 and 13).

PROJECT ASSIGNMENTS

1. Using available information, analyze and comment on the apparent
risks inherent in the strategy and plans of a SME or any other type of
organization in which you are interested. How isrisk being managed by
this organization? (Also see Chapters 9 and 13).

2. Using available information construct a risk matrix, or a set of matrices
according to category of risk, for a SME or any other type of
organization in which you have an interest.
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Chapter 9

Business Planning and Forecasting

“Fail toplan ... then plan tofail” Anon.
“Don’t let your failureto plan ahead become my crisis!”  Anon.

This chapter analyzes the process of business planning and forecasting.
Business planning is a way of managing time, and of anticipating the
future. Business forecasting is a basic ingredient of this planning process.
Forecasting is an attempt to visualize the way in which market or other
externa environmental variables might behave during the planning period
(or “time horizon") within which the enterprise is working.

The chapter defines and describes the processes of planning and
forecasting. It analyzes the role of forecasting within the business planning
process. It describes a variety of forecasting techniques, and it looks at the
choice of forecasting method. The materia builds on the contents of
Chapter 7 (the strategic management of time) and Chapter 8 (risk
assessment).

STRATEGIC, BUSINESS AND BUDGETARY PLANS

The next major component of this book, Part Three, describes a variety of
concepts and techniques of strategy formulation and strategic decision-
making. These concepts and techniques of strategy formulation and
strategic decision-making are used by enterprise management to chart the
progress of the organization through time and through risk into the future.

Processes of strategy formulation and strategic decision-making
described in Part Three will determine the nature of the objectives the
enterprise is to pursue over time, the directions in which it will move, the
degree of risk it can manage, the capability and resources it will require,
and the means (strategies) by which it will achieve its goals.

An end product (or manifestation) of the strategy process being
described in this Book will be strategic and business plans. These plans
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will be based on the chosen objectives and strategies of the enterprise. They
provide the framework by which these objectives and strategies are to be
implemented and achieved. They provide the time scale for the
implementation process. And they will be based on the chosen degree of
risk tolerance or risk aversion of the organization.

The enterprise plans that result from the processes of strategy
formulation, dtrategic decison-making and strategic choice may be
categorized asfollows.

Enterprise Plans

Srategic plans - which are constructed with, say, a two to five year
planning horizon into the future. Strategic plans are used to implement and
achieve the broad strategic purpose (or “strategic intent”) of the
organization, for instance as described in Chapters 11, 12, 13, and 15 of
Part Three. Strategic plans may also be referred to as “ corporate” or “long-
range’ plans.
Business plans - which are constructed with, say, a one to three year
planning horizon into the future. They are used to shape the detalled
operational and business unit activities required to implement the strategic
plans described immediately above. They are likely to contain mechanisms
of monitoring, feedback, and review to ensure the achievement of the
necessary performance outcomes. Achievement will in turn be measured by
the appropriate performance indicators such as sales, or profit, or the
number of patients successfully treated.

Business planning is now widely used. It has become mandatory in the
UK public sector. Virtually all UK ingtitutions (such as local government
authorities and agencies, the uniformed services, hospitals, schools, and
universities) that are in receipt of public funds are required to compile
detailed business plans and to monitor their performance against the
objectives set down therein.

The issues of performance evaluation and performance management
are analyzed in Chapter 16 of this book.
Budgetary plans - which operate on the basis of an annual cycle. Budgetary
plans provide a detailed financia framework by which to manage the
implementation of the business plans described immediately above. They
will be associated with mechanisms of monitoring, feedback, and review to
ensure the achievement of the necessary performance outcomes.
Achievement will be measured by the use of detailed performance
indicators such as departmenta operating cost, numbers of staff employed
(*headcount™), or sales revenue per employee (etc).
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The effectiveness of the planning process will itself in part be dependent on
the process of business forecasting. The forecasting process is analyzed in
the remaining sections of this chapter.

The planning process is summarized in Figure 9.1.

Strategic analysis Strategy formulation and strategic
decision making

Critical success factors Leadership

I
Mission, objective, and strategy

Enterprise strengths, capability,

and competitive advantage
Planning style
I
Forecasting
I
Strategic plans
Time I Evaluating
Business plans strategic
choice
Risk I
Budgetary plans

Strategy implementation

Figure 9.1 The Planning Process

BUSINESS PLANNING AND FORECASTING

Forecasting is an important input to enterprise planning and strategy
formulation. Forecasting and planning are inter-related. An enterprise
cannot plan ahead without making forecasts, and it cannot make forecasts
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without having some kind of plan to act as framework for the forecasting
process.

The process of forecasting attempts to produce a picture of the kind of
future risk and future environment in which enterprise plans and activities
are likely to be implemented. It makes assumptions about the future
conditions that are likely to determine the success of these plans. And it
attempts to predict the outcome from the implementation of these plans.

The Need for Planning and For ecasting

It is inadequate (and dangerous) for the enterprise to be responsive only to
its present environment. Any enterprise, whether business, public sector, or
not-for-profit, needs to plan for the future. Enterprise management needs to
attempt to anticipate the future environments within which the organization
will operate. Planning for tomorrow is as important as making decisions
for today. There are two reasons for this.

Firstly, the making of plans and forecasts, and their eventual review,
forces managers to think ahead. The organization should know what are at
least some of the likely consequences of both its existing commitments and
the future plans it is implementing. And it ought to be able to describe
some of the most probable scenarios that it is likely to face over the next
few years. A “scenario” is a prediction of what is more or less likely to
happen in the future. There is no reason why the enterprise should not limit
the risk and uncertainty implicit in the future to those most unpredictable
events that are almost always impossible to forecast.

Secondly, the making of plans and forecasts involves systematic
thought and analysis. Such an intellectua process may be of value in itself,
particularly in organizations that have a tendency to ‘be long on action but
short on thought'.

Planning Assumptions and Future Expectations

Planners will base forecasts on planning assumptions and future
expectations. Planning assumptions are predictions about the likely
environments in which plans are expected to be implemented. In some
cases, such assumptions might be described in terms of the probability with
which their occurrence may be predicted. For instance, while it is quite
likely that there will be further rises in the price of crude oil, it is almost
certain that UK households will pay significantly more for their water
supply as river and lake pollution is cleaned up, new reservoirs are
constructed to augment supply, water quality is improved, and sewerage
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systems upgraded over the next decade. The question is whether water bills
will rise by 20 percent, or 40 percent, or more?

Decisions based upon these assumptions then become forecasts of
future expectations. The enterprise calculates probable ranges of revenues,
costs, cash flows, or profits which may result from the conditions that are
forecast to occur. These expected outcomes result from the planning
assumptions that form the basis of the forecasting process for a business
organization for instance shown in Figure 9.2.

Future external environment:
Existing commitments | Market
| Competitive
Technological
Macroeconomic
Social
Political
| Time scales and time horizons li Environmental/‘ Green’
Legislative
International/EU
| Risk assessment I I Risk
Forecast objectives, time scales, Choice of technique: quantitative
relative importance. Data/resources available. and/or qualitative
Degree of accuracy required
Required investment payback
Probability assessments
Discount hurdles for NPV/
IRR calculations
v
FEEDBACK | Planning assumptions |

-------- >

1

1

. v

FEEDBACK Future expectations FEEDBACK
———————— > (for revenues, costs, cashflows and profits, etc) <+------=;

1 1
1 1
| ! |

1 1
] 1 .

1 1
| Strategic and business plans Annual sales and market forecasts; annual budgetary plans |

| Enterprise objectives and strategies |—>| Profit objectives |
v i v

| Market position | PRODUCT GROUP SALES FORCE
(Volumes + values)

| Market research and segmentation analysis |

continued over
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PRODUCT
LINE
SALES [«

FORECAST

v

BUDGET CENTRE

[—> Revenue forecast —

¥

v

v

v v

v

Sales/
marketing
budget

Research and
development
budget

Production
budget

Inventory Purchases Administration
budget budget

budget

Departmental/functional plans

|

¥

| Management accounting |

A 4

Working capital budget

'

v v

| Stocks || Debtors

| Creditors |

\4
Cash budget

¥

Capital
expenditure
budget

Master budget
Budgeted profit and loss account
Budgeted balance sheet

FEEDBACK

Figure 9.2 TheForecasting Process

WHAT ISBEING FORECAST?

The forecasting process ultimately deals with volumes and values. Volumes
to be forecast could include:

a
a

O

sales volume per customer, per territory, or per segment.

numbers of customers, clients, or patients to be dealt with. How will
hospital, pension, and welfare systems cope with the increasing
numbers of old people in Western countries in the next few decades?
volume at target market share.
volume to be shipped or distributed.
production or workload volume to be handled; and in consequence the
operational capability required.
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o the number of staff to be employed.

o theamount of sub-contracting or outsourcing that will be required. Can
sub-contractors be found; and could they handle the quaity and
quantity of work needed?

Commercia values to be forecast could include:

sales revenues per customer, territory or segment.

revenue at target market share.

costs of production, distribution, or service.

cash flows per customer or segment.

customer or segment profitability. Will the forecasted returns be
enough to keep shareholders happy?

the cost of staff to be employed. Would Mexican employees be cheaper
than American ones; and what will be the potential consequences for
the location of factoriesin North America?

o the cost of sub-contracting or outsourcing. Isit likely to be cheaper to
run I T-based transaction systems in Paris or in India (assuming location
isirrelevant to the operation)? Where do you carry out the large-scale
writing of standard software?

ooooo

(]

Volume forecasts will for instance be used to determine the level of
operational capacity required by the organization in the future, whether it
be to manufacture cars, to provide eectricity to homes and industry, or to
treat patients.

Forecasts of value will for example be used to assess the financia
consequences of planned operations; to identify the necessary level of
investment required to finance this planned level of operation; and to
predict the likely financia returns to be obtained. Financial performance
ratios were described in Chapter 3.

SALES, MARKET, AND OPERATIONAL FORECASTING; AND
BUDGETARY PLANNING
The purpose of sales, market, and operational forecasting is to assess.

o the likely sales or operational volume and value during the time
horizon ahead.
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O potentia changes in market or environmental determinants that are
likely to affect the enterprise and its operations. Example: increasing
expectations of the quality and timeliness of healthcare treatment.

O possible cost changes that are likely to affect prices, and the profit or
contribution margins that are dependent on them. Example: reduced
labour costs that result from the outsourcing of an activity to a low
labour cost location facilitating lowered prices or increased profitability
for the enterprise.

Sales, market and operational forecasts are a key part of the planning
process in any commercial, public sector, or not-for-profit organization.
These forecasts contribute to medium to long-term planning, say for the
next two to five years ahead. In particular, however, they are a driving
force of the annual process of budgetary planning. Budgetary planning and
control provide the basic framework for detailed operational and
departmental planning and control, thus:

0 a budget may be defined as a quantitative and financial plan of the
activity to be pursued during the forthcoming financial year to achieve
that year’s objectives.

o the budgetary planning and control process may be defined as the
establishment of budgets that relate the responsibilities of departments
and individuals to the requirements of strategies and plans; and the
continuous monitoring and comparison of actua results with the
budgeted targets, so that these targets may be achieved or amendments
made to the objectives upon which they were made.

The preparation and compilation of budgetary plans requires the input of a
forecast of sales or operating volume and value. This forecast becomes the
basis upon which is constructed a series of inter-related departmental,
functional, and financial budgets. These culminate in a forecast of cash
flow, cost, and profit or surplus. The sales and market forecast is illustrated
in Figure 9.2.

OTHER FORECASTING TECHNIQUES
Thereis awide variety of forecasting techniques. These can be divided into

two main categories, namely quantitative and qualitative. Each is described
below.
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QUANTITATIVE FORECASTING TECHNIQUES
Quantitative forecasting techniques comprise three main groups, namely:

O Subjective.
o Statistical.
o Explanatory.

Subjective Forecasting Techniques

Sales force composite method - combined sadles force and sdes
management view of customer or territory sales, or market share to be
obtained during the next forecast period.

Juries of executive opinion - a combination and compilation of informed
and expert opinion about market or operationa trends, and future scenarios
within the sector.

Surveys of buyer intention - a compilation of expected purchases by major
customersin the sector during the forecast period ahead.

Statistical Forecasting Techniques

Moving averages - forecast for Time (t + 1) is based on an average of
several past values of the actual variable (e.g. sales, cost, etc) achieved. Of
short term use, applicable to less than one year.

Exponential smoothing - forecast for Time (t + 1) is based on an
exponentially decreasing set of weights, so that the more recent years
receive more weight than earlier ones. Of short term use, applicable to less
than one year.

Time series analysis - this projects past or historical trends forwards into
the future. It assumes stable economic, environmental, market, distribution,
and organizational conditions. The forecaster searches past time-series of
data for consistent evidence of seasonal variations, cyclical variations,
variations which can be attributed to the occurrence of identifiable and non-
random events, and longer-term (or “secular”) trends and their likely degree
of permanence.

Trend extrapolation and curve fitting - which is based on past time-series
of data, using statistical techniques to project trends forward for periods of
two or more years ahead. Extrapolated trends or projected curves may be
varied to alow for unstable environmental conditions, variations in risk or
outcome probability, etc.
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Explanatory Forecasting Techniques

Operational Research (OR) models - which are abstractions of real systems

or processes used to represent the basic constant and variable features that

make up these systems or processes. Their purpose is to allow exploration
and explanation of the behaviour of the system or process, for instance:-

e as the values of the variables are changed, for example on a “what
would happen if” or “what if " (sensitivity) basis.

e asthe system or process operates through time or risk.

e asit is affected by the incorporation of variations in the probability
with which events are forecast to occur. What, for instance, is the
probability of the UK joining the Euro currency in the next few years?
Isit 10 percent or 50 percent or 100 percent?!

Operational Research models are used to simulate the workings of a real-

life system or structure, so that the planner can identify or “experiment”

with dternative patterns or behaviours. Forecasting examples could
include:-

e production scheduling - modelling inventory, cash flow, and capacity
management for a manufacturing activity involving a wide variety of
large complex engineering work carried out on a unit, small batch, or
just-in-time basis in conditions of variable market growth and
uncertainty. Such modelling may be of particular value in determining
the scale and necessity of proposed investments in additiona
manufacturing capacity, especially where market demand is likely to be
subject to a pattern of variable peaks and troughs, and where
outsourcing is likely to be aviable alternative.

e promotional mix - the optimizing of promotional mix expenditure
required to achieve and maintain the sales growth needed to meet the
revised revenue and profit targets of next year’s business plan.

Management System Dynamics - which is used to model time-varying
behaviour, for instance of markets; operational, production and distribution
systems; cash and financia flows. It is particularly suited to modelling
dynamic forecasting situations based upon feedback processes and
information systems. It can be used to model complex behaviours over long
time-spans, if thisis appropriate.
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QUALITATIVE FORECASTING TECHNIQUES
Three qualitative forecasting techniques are analyzed, namely:

O Scenario development.
o Delphi techniques.
a Cross-iimpact analysis.

These techniques are summarized below.
Scenario Development

Scenario development involves the construction of a number of alternative
possible forecast “future scenarios’ or outcomes. These future scenarios are
used to describe the particular variables under consideration, and to indicate
how they might develop under a range of different future circumstances.
Often, three scenarios are constructed. These are the pessimistic, the most
likely, and the optimistic. Probabilities may be assigned to each scenario.
The most likely scenario will be based on a projection of known and stable
trends; may incorporate statistical extrapolation; and represents arelatively
“surprise-free” outcome. The other two scenarios will be developed around
this first one, representing a more optimistic and a more pessimistic
outcome respectively.

An example of scenario planning is the mounting European concern
with car ownership and traffic volumes. Governments are constructing
alternative scenarios which for example model (i) the effects of increasing
traffic volumes on the adequacy (or otherwise) of road networks, (ii) the
potential consequences of increasing pollution, and (ii) the potential costs
of further investment. Such scenarios are giving rise to a variety of
alternative suggestions as to how to deal with the problem. These solutions
might propose higher taxes on motorists, more investment in public
transport, road tolls, or the banning of private cars from city centres. They
also point to the likely potential for the development of electric commuter
cars, “park and ride” facilities, tramway systems, trolley buses, and urban
rapid transit systems.

Delphi Techniques
Delphi techniques are based on the combined views (or “executive

opinion”) of a number of experts, perhaps drawn both from inside and
outside of the organization. Each member of the panel provides his or her
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views about the forecast issue, working independently from the other panel
members. These initial opinions are collected and compiled, and fed back
to the panel. Certain ideas are then eliminated, by mutua consent. With the
remaining information to hand, each panel member makes a further
assessment until, after this iterative process has been repeated a number of
times, some convergence of opinion may appear. The forecast is thus based
on a synthesis of mutualy informed and developed opinion, and is
characterized by a certain level of agreement among panel members which
has been brought about by the iterative process used.

Cross-Impact Analysis

Cross-impact analysis is a methodology for exploring and analyzing the
actual or potential inter-relationship or interaction between events or
circumstances. Two or more variables are taken and their relationship
analyzed. Potentia cross-impacts between these variables are then sought.
For example:

o the development of computer technology called for the parallée
development of printer and cable technologies.

a the development of computer technology affected the market for
typewriters, ultimately rendering them obsolete with the emergence of
the word processor. Subsequent development of information and
communication technologies (ICTs) have had a massive impact on the
nature and organization of clerical and administrative work, transaction
processing, data management, telephony, or office accommodation
(etc).

o political developments in Eastern Europe and the Near East may affect
the long-term development of the European Union. Eventually, for
example, the EU may have to deal with applications for membership
from Isragl, Serbia, and the Ukraine?

The problem for the forecaster is two-fold. Can the most likely or the most
important cross-impacts be identified? And can the probability of their
occurrence be estimated with any degree of accuracy?

The Application of Qualitative Forecasting Techniques
Qualitative techniques in general are used to give a broad shape to the

issues being forecast. They are used to put quantitative forecasts, such as
for market share or required capacity, into a wider or environmental
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context. The qualitative forecasting process may also be used to supplement
the quantitative techniques described in earlier sections, above.

Qualitative forecasting provides a means of analyzing the wider
potential opportunities, risks, and threats contained within the externa
environment. In terms of the strategic management of time (Chapter 7) the
process is usually relevant to medium and long-term and planning. Two
illustrations are given below.

[llustration One - Macro-political Forecasting

A large internationa financial institution might construct a variety of
alternative macro-political scenarios describing the different degrees of (i)
economic, (ii) monetary, and (iii) political unification that may occur
within the European Union over the next decade. Three such scenarios
might be developed, as follow.

First scenario - the lowest level of co-operation and unification
foreseeable. There are “fast track” members such as Germany, France and
The Netherlands; with “dow track” members such as the UK and Denmark
following reluctantly. Poland becomes a powerful voice in promoting the
interests of the newer Central and Eastern European members.

Second scenario - the likely level of co-operation redigticaly to be
foreseen in the newly expanded EU.

Third scenario - the most optimistic level of co-operation possible, with a
high degree of economic and monetary union, a high degree of political and
inter-government co-operation, and European policies on international
trade. Countries such as the Ukraine, Serbia, Isragl, Switzerland, and
Turkey join as “associate members’. NAFTA and the EU commence
negotiations to establish an Atlantic Ocean free trade zone between them.

The forecaster might then attempt to rank these scenarios in the order of
probability of occurrence. Probabilities might be assigned thus:

Scenario (1) =0.3
Scenario (2) = 0.6
Scenario (3) = 0.1

Strategic decisions on future business devel opment in Europe might then be
based on scenarios (1) and (2) only, with scenario (3) ignored for planning
purposes for the time being.
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[llustration Two - Technological Forecasting

Technological forecasting deals with the projected impact of scientific
developments on the future state of technology. The process attempts to
examine how such developments may affect a company’s products,
processes or markets. For instance, the high rate of scientific and
technological development in the fields of electronic semiconductors,
microprocessors, and optical light-transmitting gallium arsenide technology
during recent decades affects companies manufacturing electronic and
telecommunications products, computers, and so on. Technologica
forecasting has become a crucia part of the strategic planning process in
such companies. There is adirect link between technological development,
new product specification and development, research and development
expenditure, brand, price, profitability, and the company’s standing and
reputation in the marketplace.

Issues of knowledge and technology management are analyzed in
Chapter 19 of this book.

CHOICE OF FORECASTING METHOD

The choice of forecasting method will depend on a number of factors,
including any or all of the following:

Forecasting objectives - these may be to quantify the annual process of
budgetary planning and control; or instead to look ahead for major changes
likely to occur within the organization’ s external environment, and so on.
Time scale - the various forecasting methods have been described as having
different value according to the time scale for which they are being applied.
Commonly, sales and market forecasting for a period of one or two years
ahead is differentiated from other types of forecast, and especialy those
dealing with longer-term or more uncertain issues.

The importance of the forecast - the more important the forecast, the more
informed must be the choice of method, and the more likely it will be that
several forecasting methods will be used and combined. The use of severa
different forecasting methods may serve to minimize the risk of any one
forecast being inaccurate. Ultimately, the enterprise may subject its
forecasts to a process of review, evaluation, qualification, and synthesis by
the periodic use of Delphi panels.

The degree of accuracy required - the sophigtication and cost of the
forecasting process, and the eventual use of comparison of forecast with
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actual performance achieved, determines the accuracy of that process.
Feedback on the relevance and accuracy of forecasting over a number of
yearsis an essential ingredient of the forecasting process.

Availability of data - there are limits to the kinds of information available
for use in the forecasting process, and especialy that associated with
competitive analysis. As in al commercia calculations, the cost of
obtaining information and carrying out forecasts needs to be balanced
against the likely benefits to be obtained from that process. There may
come apoint where it is preferable to carry out a limited trial or experiment
to see what actually happens, rather than to hypothesize about what might
happen if that experiment was to be undertaken.

Access to forecasting skills and experience - the quality and accuracy of the
forecasting process will in part be a function of the skills and experience
available. So, the more that the enterprise can develop staff skills,
information systems, and feedback on actua results compared with
forecast, the more successful may be its forecasting capability. And the
more effective is its forecasting “track record”, the more willing may the
enterprise be to undertake the high risk experiments or trias with new
products, new processes, or new methods that are a significant source of
competitive advantage. Knowledge management issues are dealt with in
Chapter 19. Issues of core competence are anayzed in Chapter 20.

REVIEW QUESTIONS

Why should an enterprise plan ahead?

What different types of plan are there? Compare and contrast these

different types of plan.

3. What is forecasting? Why is forecasting important to the process of
strategy formulation and business planning?

4. What is the role of the sales and market forecast in the process of
business planning?

5. Describe and explain the use of any one quantitative forecasting
technique.

6. Describe and explain the use of any one qualitative forecasting

technique.

1
2.
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TECHNIQUES OF CASE STUDY AND ANALYSIS

1. State your interpretation of information (if any) in the case study that
gives an indication of future eventualities likely to impact on the case
company or companies.

2. Suggest alternative scenarios for these future circumstances, given the
information in the case study (but don’'t make things up - stick to the
case study information only). What are the implications of these
scenarios for the strategy of the case company or companies?

PROJECT ASSIGNMENTS

1. Using available data, construct a three-year quantitative and qualitative
forecast for a market, a sector, or an industry in which you have an
interest.

2. Using available data, construct a detailed two-year quantitative and
qualitative forecast for a market segment of interest to a client company
or SME. Present your findings.
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Chapter 10

Crisis Management

‘No company, no matter how financially successful, powerful or
reputable, isimmuneto criss Regester and Larkin (2002, p. 105)

‘A badly managed crisis can sever ely damage a company, its
reputation, and itsbrand’ Curtin et al (2005, p. 28)

Borodzicz (2005) comments that the ‘concepts of “major incident”,
“emergency”, “crisis’, “disaster”, “accident” (and) “catastrophe” ... are all
examples of terms used to describe events capable of rupturing our socia
world and devastating our physical one’ (p. 76).

EMERGENCIESDEFINED

Borodzicz defines an emergency as a situation which requires ‘a rapid and
highly structured response where the risks for decision makers can, to a
relative degree, be defined (p. 79). He suggests that ‘in organizational
terms, an emergency could represent a situation of danger that can be
responded to (by) using ... procedures... laid down ... in a management
plan’ (p.79). As such, emergencies ‘are situations requiring rapid
application of an organization’s existing policies and procedures’ (p. 83).

CRISES DEFINED

A crisismay be categorised as ‘a serious threat to the basic structures or the
fundamental values and norms of a social systen'.

Borodzicz defines a crisis as a situation requiring an urgent diagnosis
and response but in which the risks for decision-makers may be ‘ difficult to
define owing to an ill-structure in the situation. It is typica for such
situations that the effect of a response is, or appears to be, unclear’ (p. 79).
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Such a crisis may in addition ‘not be immediately apparent to those
decision makers responding to the situation’ (p. 80). Borodzicz suggests
that ‘crises are ill-structured situations ... in terms of technical, social and
cultural contexts. The greater the degree of ill-structure... the more
difficult the incident becomes for recognition and management; more
agencies become involved and hence more social agendas become
juxtaposed ... thisspiral ... can lead to disaster’ (p. 81).

Regester and Larkin add that a crisis may become: ‘an event which
causes (an organization) to become the subject of widespread, potentialy
unfavourable attention from the national and international media and ...
(stakeholder) groups such as customers, shareholders, employees and their
families, politicians, trade unionists and environmental pressure groups
who, for one reason or another, have (an) interest in the activities of the
organization’ (p. 120).

DISASTERS DEFINED

Nudell and Antokol (1988) define a disaster as ‘an overwhelming
ecological disruption occurring on a scale sufficient to require outside
assistance’ (p. 3). A disaster might result from a natural occurrence, a
serious accident, or some kind of criminal or terrorist activity. Disasters
may be caused for example by industria accidents, fires, crashes, floods,
hurricanes, earthquakes, volcanic eruptions, landslides, avalanches,
famines, epidemics of disease, politica instability, government
incompetence, anarchy, armed conflict, criminal intervention, or concerted
terrorist attack. As aresult, Borodzizc suggests that any process of disaster
management may, inter alia, have to be concerned with the circumstances
associated with such “unexpected and unwanted” events, as well as with
the practical consequences of “picking up the pieces’ thereafter.

Borodzizc notes that despite being categorized as “freak events’ or
“acts of God” in the past, disasters are now seen to have causes which may
be identified and understood. This is important because: ‘the notion of a
causal agent suggests that blame may be identified ... (in) public enquires,
an exhaustive amount of time and expense may be focused on establishing
causality and (therefore) responsibility’ (p. 76).

Borodzizc defines a disaster as a systematic ‘collapse of cultural
precautions for dealing with socio-technical phenomena (p. 82). He
suggests that *a disaster can be defined as a cultural construction of reality.
Disaster is distinct from ... emergency and crisis only in that physicaly it
represents the product of the former ... fundamental to (this) understanding
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is that specific socio-technical systems affected by disasters will have been
indelibly challenged, possibly leading to inquiries at the highest social and
cultura levels... the public inquiry in the UK is an example of this
(pp. 81-82). A disaster may be overwhelming, as expressed in terms of
human costs, lives lost, financial loss, or damage to socia structures. That
is, there may in terms of the event characteristics described in Chapter 8 be
a degree of severity or danger which differentiates disaster conditions from
emergencies or crises.

INDUCED CATASTROPHE DEFINED

Nudell and Antokol define an induced catastrophe as a category of crisis,
emergency or disaster that results directly from the intentional activities of
individuals or groups. Two types of induced catastrophe are identified
under this heading.

Non-Security Type

These are ecological, human, social, political, financial, corporate, or
business emergencies, crises or disasters that result from the incidence of
negative or hogtile external conditions or event characteristics; or instead
result from such features as ineffective leadership, persona or political
misjudgement, precipitate action, mismanagement, ineffective government
policy, greed, incompetence, or anti-social, unethical or illegal practice.

Security Type

These are emergencies, crises or disasters that are associated with such
illegal features as extortion, fraud, corruption, the tampering with or
contamination of product or process, sabotage, arson, kidnapping, bombing
or other forms of violent attack or terrorist activity.

CRISISAND CATASTROPHE ILLUSTRATED

Regester & Larkin comment that evidence from the 1990s showed that key
categories of crisis and catastrophe in the UK and the USA included:

Q product or process faullts.
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O

organizational mismanagement, incompetence, and ineffective
leadership.

executive dismissals and payoffs (the “fat cat” syndrome).

cases of discrimination and staff harassment.

lawsuits and litigation.

industrial and labour disputes.

fraud.

sabotage and extortion.

| R Ry Wy

Borodzicz gives the following specific examples of crisis and catastrophe:

o fire and smoke sweeping through densely crowded buildings.

a firesor explosionsin complex chemical plants or storage facilities.

O accidents associated with the transportation of people or hazardous
products.

O incidents associated with nuclear install ations.

o other events with a potential to damage operationa reputation or brand
values.

O incidents associated with crime or terrorism as sub-sets of illegal
activity.

Borodzicz aso describes a genera category of events which arise out of a
lack of congruence (that is, a mis-match) between management processes
associated (i) with operational or technological systems, and (ii) with
human and information systems within their context of the socia
architecture described in Chapters 4 and 18 of this book. This lack of
congruence or mis-match may arise from any of the following:

interdependency.

complexity.

vulnerability to disturbance, unplanned events, or external intervention.
system failures.

excessive pressures for profit generation or cost reduction which have
the unplanned consequence of taking operational activities below a safe
or critical threshold, for instance in terms of prevailing heath and
safety criteria. A controversial example in the UK has been rail crashes
resulting in loss of life, which inter alia were caused by ineffective
track mai ntenance processes.

o afailure to match positions of leadership and operational responsibility
with the requisite persona intellectual capacity described by Elliot
Jagues in Chapter 17.

ooooog
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Curtin et al define three types of crisis or catastrophe. The first type results
from events or accidents which happen unexpectedly or unpredictably.
Examples include air accidents and crashes, the contamination of products
or processes by others, or the loss of staff by injury or death.

The second type result from the escalation of the first. For instance,
Curtin et al give as an example the destruction by explosion of the
Chernobyl nuclear power plant, on which catastrophe ‘the green groups
were quick to seize... as a means of attacking the nuclear industry
throughout the world’ (p. 3).

The third type is created, perhaps inadvertently. For instance, in 1991
the UK entrepreneur Gerald Ratner described his products as “total crap” in
a speech to the UK Institute of Directors. Regester and Larkin comment
that Ratner’s ‘upmarket audience thought the joke was funny and true. It
was the next day’s tabloids, notably the Sun, which devoted five pages to
the story ... which tore Ratner apart for his mocking insincerity towards the
customers who had made him his fortune’ (p. 104). The third type of crisis
may aso be deliberately manufactured by people or organizations who
believe that they can exploit the circumstances for their own ends. Curtin et
al give the example of the Brent Spar ail rig which ‘would have caused no
controversy for Shell had Greenpeace not become involved (p. 3). A
pressure group may thus seize ‘on a cause and escalate it into a crisis
(p- 3).

Regester and Larkin cite other examples of crises and catastrophes.
These are quoted below:

a product-related crises which ‘range from outright failures as in the case
of the widget which resulted in millions of cans of Carlsberg-Tetley
bitter (beer) being withdrawn from the (UK) market in 1995, to (the)
unanticipated side effects illustrated by cases of ashestosis and
thalidomide’ (p. 101). The accidental or deliberate contamination
experienced by the manufacturers of products such as the drug Tylenol
(1982), Perrier Water (1990), and Lucozade (1991) come into this
category.

o ‘advancing technology, which the public has often come to believe to
be foolproof, forms ... another category ... (which) includes the 1979
“incident” at the (US) Three Mile Island nuclear reactor ... and
Chernobyl (in  April 1986) ... more recently, the world was
stunned ... (by) the fatal (2000) Concorde crash’ in Paris (p. 102).
Similarly, in 1912 the “unsinkable’ transatlantic ocean liner Titanic
was lost with extensive loss of life after colliding with an iceberg;
whilst in 1937 the Hindenburg, the world's largest rigid airship,
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exploded in full view of the world’'s media as she arrived at her
destination in the USA.

fraudulent behaviour which ‘has led to the demise of some mgjor
businesses’ such as Barings and the BCCI banks (p. 103).

business crises which ‘are often caused by mismanagement of the
company - injudicious expansion or diversification - evident in such
(UK) cases as Brent Waker, Next, Saatchi and Saatchi ... and Ferranti
Internationa’ (p. 103).

Regester and Larkin also comment that ‘it is major crises such as airplane,
(railway), and ferry disasters involving ... loss of life which lead to (the)
greatest public interest. It is this type of crisis which leads to the most
visible and measurable erosion of public confidence' (p. 101).

Precipitate Action and L eader ship Complacency

Crisis and catastrophe may result directly from precipitate management
action or leadership complacency. Such causes might for instance include
any of the following:

Qa
a

]

the making of hasty or unconsidered strategic decisions.

irrational, unstable, or unpredictable leadership behaviour; perhaps
associated with:-

excessively centralized and individudistic  decision-making,
characterized by very high power distance and a lack of scrutiny or
sanction, for instance as described in Chapter 8.

the desire of designated leaders, political appointees, or chief executive
officers to “leave their mark” on an organization, or to be known for
bringing about change even if such change is made soldly for its own
sake. This syndrome may have become as much a feature of the UK
public sector asit is of business and commerce?

the acceptance of critical decisions based on inappropriate or “one size
fits al” methodologies for instance sold to clients by management
consulting companies.

the making of strategic decisions motivated by perceptions of an over-
riding need to “optimize” short-term financia performance (for
instance as described in Chapters 13 and 16) at the expense (i) of other
performance indicators and (ii) of the long-term viability and survival
of the enterprise.

the making of decisions (for instance associated with the company
mergers, acquisitions, and divestments described in Chapter 27 as
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forms of business development) which are primarily motivated by
personal ambition and individual financial greed, and in which there is
an absence (i) of any real strategic or business logic, or (ii) of the
corporate social responsibility analyzed in Chapter 12. Y oung and Scott
(2004) give a graphic account of such “corporate raider”, “robber
baron”, or “fat cat” capitalist behaviour in the UK.

Regester and Larkin also comment that ‘in our experience, some executives
have difficulty admitting ... that their companies could face a crisis because
in doing so they would have to question the excellence of their company
and, in some cases ... their own professionalism. Others subscribe to the
fallacy that well-managed companies simply do not have crises’ (p. 117).

HOW TO CREATE A CRISIS

Curtin et al suggest that some crises may be exacerbated or even created for
their own purposes by pressure groups or by the media. This process may
be deliberate. It would be undertaken in order to further some particular
objective or purpose. And the process may be opportunistic. Pressure
groups and the media may be highly skilled at rapidly exploiting the sudden
emergence of situations or incidents which become the “trigger” events for
creating the story to be associated with external perceptions of the
developing crisis. Curtin et al suggest some characteristics of a
manufactured crisis. These might include any or al of the following.

Smplicity of concept - a crisis may be created if it can be defined in very
simple or unequivoca terms. Curtin et al comment that *this allows sides to
be taken, particularly by the media. So for Brent Spar, the issue of sea
dumping was bad and recycling of the structure on land (as advocated by
Greenpeace) was good. GM (geneticadly modified) foods are
bad ... organic foods are good’ (pp. 19-20).

Scientifically complex - ‘paradoxically, the science surrounding the crisis
must be ... complex and impenetrable to the ordinary person. This is
essential (because) otherwise people would be able to make reasoned
decisions on what is right and what is wrong' (p. 20). This syndrome was
clearly illustrated in the UK agricultural cases (i) of BSE in cattle (and its
potential connection with CJD in humans), and (ii) in the incidence of foot
and mouth disease.

Data rich - corporate and governmental environments in Anglo-Saxon
countries are characterized by a large variety, diversity, and volume of
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information that is openly available to anyone who wishes to access it, and
who may wish to use it to create externa perceptions (or “spin”) about
issues or events in which they have an interest. Curtin et al comment that
‘in environmental issues there is no truth, only data. From this data one can
manufacture ... information, perspectives and assumptions (which may) be
accepted by (other) people ... asknowledge' (p. 21).

The law of the absolute - scientifically complex and data-rich events make
idea environmental issues. There has, by definition, to be an element of
uncertainty and doubt within any controversy about such events. The more
people think they know about something, the less they actually know. This
is the “law of the absolute’. As science advances, it throws new light but
also shows up the imperfection of existing understanding. As a result,
anything may be categorized as potentially unsafe or dangerous if someone
wishes to make such a case, even if the risks are actualy miniscule. Curtin
et al for instance comment of the Perrier water case that ‘to the question
“can you categorically assure me that drinking mineral water with tiny
traces of benzene will never harm me?’ the categorica answer “no” is not
available' (p. 22).

Sogan-ability - people should be able to summarize or encapsulate the
crisis and its meaning in a few succinct words. For instance, genetically
modified crops may be used to manufacture “Frankenstein foods’! The
deep-sea disposa of the Brent Spar facility (the experts' chosen option)
was akin to “ dumping an old car in the village pond”! Curtin et al comment
that ‘slogans like this are hard to argue with - generally because they have
enough truth in them to make them credible, and they have no “small print”
to qualify them ... for the media there is no choice: the words to be used
are those that are the most understandable ... or those that shock the most’
(pp. 21-22).

THE WORKING OF MURPHY'SLAW

The triggering of crisis or catastrophe may be made harder to identify, or
more difficult to deal with where Murphy’slaw comes into play. Murphy’s
law states that if something can go wrong, it will go wrong. For instance, in
the case of incidents that as trigger events could lead to the development of
acrisis.

o the necessary people will not be in the right place at the right time to
deal with unfolding events.
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o the crisis will happen late at night, during the weekend, or during a
public holiday.

o theunpredictable will happen.

O people and systems that normally operate to the highest efficiency will
suddenly or inexplicably fail.

o thingswill get worse before there is any chance of them getting better.

Curtin et al comment that ‘it is uncanny that when a crisis strikes, it always
seems to be at ... the time of holidays, weekends or when people are not
prepared’. They suggest that pressure groups who are creating or
developing a crisis will use this syndrome to good effect, choosing “their
timing with deadly accuracy” (p. 23).

CONTINGENCY PLANNING AND MANAGEMENT

The occurrence of crises may be infrequent, but their impact may be highly
significant for the enterprise. In consequence, Nudell and Antokol comment
that “crisis management is not just anticipating what is likely to happen; it
is thinking the unthinkable before it happens’ (p. 3). They suggest that
there may be very significant legal, financial, human resource, marketing,
insurance and other penalties attaching either or both to (i) a failure to
anticipate, or (ii) an actual lack of preparation for a crisis, emergency, or
disaster. This is especially the case where it could be established that a
prudent person could (or should) have foreseen the possibility or the
potential for that crisis, emergency, or disaster. That is, “a crisis is not the
time for ad hoc responses’ (p. 2).

Worse, Borodzicz notes that ‘ decision makers may ... have to operate
with less information than the media ... it is... not unusua for a crisis to
receive heavy and close monitoring...with modern communication
facilities, the media (may be) more up to date than the decision makers who
are attempting to respond ... the image portrayed by the media may have to
be dealt with at the same time as the crisis itself; sometimes this can even
pose the greatest difficulties’ (p. 33), as in the case of Shell’s Brent Spar
incident.

The process of assessing and planning for at least the most likely forms
of emergency or crisis may therefore be a necessary precaution, or an
essential form of insurance. The risk to the enterprise posed by the
occurrence of emergencies, crises, induced catastrophes, or disasters may
therefore be lessened by proactive prior assessment and planning, and the
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anticipation of contingent “measures that (may) enable the organization to
co-ordinate and control its responses’ (p. 20).

Nudell and Antokol take the view that crises may not necessarily
happen without some kind of prior warning or intimation. A decision may
therefore have to be made as to whether certain types of situation might
with the use of appropriate information, policy, and forethought either or
both (i) be anticipated in advance, or (ii) actualy be pre-empted or
prevented. For instance, the risk of accidents and emergencies may be
estimated in probability or scenario terms on a “what might happen if?’ or
“what if?’ basis. These techniques were analysed in Chapter 9 of this book.
Nudell and Antokol comment for example that decision-makers working in
potentially dangerous industries or who are “responsible for the
transportation or storage of hazardous materials should ... recognize the
statistically greater possibility ... of being involved in a major accident”
(pp. 10-11). There is widely available information, knowledge, advice, past
precedent, and experience available from official, expert, trade, and
insurance sources (i) about accidents and emergencies, (i) on how to assess
the risk inherent in them, and (iii) how to plan for them.

Disasters may similarly follow established patterns of occurrence.
There may be common causes, or types of location or situation in which
certain categories of disaster are more likely to occur than elsewhere. There
may again be experience or past precedeat from which learning and pre-
planning may take place, and from which forecasts of potentia or
probability may be constructed. Nudell and Antokol note that there are
established bases of relevant information available from government,
environmental, or statistical institutions; specialist and expert agencies;
universities (etc).

The occurrence of induced catastrophes may also show patterns of prior
indication or prior warning. Nudell and Antokol comment that ‘regardless
of the sub-category of induced catastrophe, such emergencies rarely occur
out of aclear blue sky. Areas of terrorist activity are continually tracked by
governments ... law enforcement agencies around the world maintain
records about crimina activity within their jurisdictions’ (p. 14). Nudell
and Antokol define terrorism as a highly visible category of induced
catastrophe in terms of ‘the threat or use of violence for political purposes
(p. 11). They suggest that contingency planning in such cases must be
based on an awareness and acceptance of the possibility that the
‘organization may become the target of an induced catastrophe - whether
for political reasons, criminal reasons (or) as a result of a labour dispute

(p. 11).
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Borodzicz comments that ‘ organizations are under pressure to respond
to crisis dtuations for two reasons. First, a crisis will affect an
organization's ability to trade, with potential implications for profit,
reputation and survival; the (Arthur) Anderson case was an example of this.
Second, acrisiscan ... descend into media speculation about organizational
dealings and affairs, making it impossible to function normally’ (p. 99).
Matters may be exacerbated where the crisis is of an unpredictable nature
and threatens to overwhelm decision-makers by the speed of its onset, by
its apparent lack of structure, and by the problems of definition and
interpretation it may pose.

The result is the preparation and implementation of risk or contingency
plans, perhaps based on the matrix-type methodologies described in
Chapter 8. Risk and contingency plans that are specified to deal with
emergencies, crises, disasters, or induced catastrophes are to be found in
many large-scale organizations. The construction of such plans is
mandatory for much of the UK public sector, as noted in Chapter 8. Such
processes of contingent planning for emergencies, crises, disasters, or
induced catastrophes may be called “crisis management”. It may aso be
termed “continuity management” or “business continuity planning”.
Borodzicz notes that ‘business continuity planning is about achieving a
balance between preparing for situations in which contingency plans will
have to be used, whilst at the same time doing everything conceivable to
stop them ever having to be used’ (p. 87).

Key issues in the processes of business continuity planning or crisis
management are (i) the capacity of the organization to recognize and to
absorb the consequences of emergencies, crises, and disasters; and (ii) its
ability to dea with them once they have occurred. The issue of capability
was dealt with in Chapter 4. How resilient will the organization and its staff
be when confronted by events that are unthinkable, feared, unwelcome, and
unwanted? Can the enterprise continue to function effectively under such
circumstances? Or will its survival be threatened?

Borodzicz's Analysis of Continuity Planning and Crisis M anagement

Borodzicz suggests that the process of planning for emergencies, crises,
and disasters has at least three key components. These are described below.

Technology and systems - in which a focus is placed on the continuing
viability, protection, target hardening, and backing-up of technology
systems vital to organizational performance. This includes ICT-based
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systems, critical operational and financia systems, or systems specified for
health, safety, and security purposes (etc).

Compliance - in which management processes and systems are specified to
achieve absolute compliance with corporate governance and regulatory
parameters, and with the formalized auditing procedures associated
therewith. Such compliance may be required in respect of issues of health
and safety; managerial and financia probity; the protection of shareholder
and stakeholder interests; or the standards of performance in such activities
as the military or security and policing, healthcare, the care and protection
of the elderly or the disabled, child care, the treatment of prisoners, the
social services and social welfare, education, local or provincia
government, transportation (etc).

Organization, leadership, and management - in which afocus is placed on
whatever features of organization, leadership, management process, or
interna and external architecture that are judged to be relevant to dealing
with (or surviving) the extraordinary conditions imposed by emergencies,
crises, induced catastrophes, and disaster. Such features might include:-
leadership quality.

the degree of inner or outer directedness.

issues of national and organizational culture.

the degree of centralization and decentralization.

the distribution of responsibility and authority.

vulnerability.

capacity.

competence.

capability.

resilience.

the degree of adaptability and flexibility.

Issues of organization, leadership, and management process are analyzed at
length in the author’s companion text Principles of Management (Ashgate,
2004).

REACTIVE APPROACHESTO CRISISMANAGEMENT

A reactive approach to crisis management or continuity planning would be
characterized by a failure to think the unthinkable, or a refusal to prepare
any meaningful contingency plans by which to deal with potentia
emergencies, crises, induced catastrophes or disasters that the organization
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might face. Enterprise management would “ride its luck” in the face of the
risks that occur. Emergent events would be treated in an ad hoc manner.
The organization might emerge from the crisis unscathed, or it might not.
Crisis management would have become a matter of serendipity.

Nudell and Antokol suggest that any crisis may represent a potentia
threat if the leadership of the organization takes such a reactive response to
it. Not only may the enterprise suffer the consequences of the crisis, but it
may be perceived by the relevant external stakeholders and publics to have
failed properly to manage its affairs. Such a stigma of failure may then
persist long into the future, casting a blight on strategic intent and
reputation for years to come. Nudell and Antokol give the example of the
potentially catastrophic melt-down at the US Three Mile Island nuclear
power plant during 1979, which resulted in lasting global damage to public
faith in nuclear energy. People's fears were only made worse by, and
attitudes hardened as a result of the subsequent induced catastrophe at
Chernabyl.

PROACTIVE APPROACHESTO CRISSMANAGEMENT

Nudell and Antokol comment that the taking of a proactive approach to
crisis management or contingency planning may result not only in the
limiting of actual damage, but lead to positive external perceptions of the
manner in which the organization conducts its affairs. The enterprise will
have been seen to be responsive and responsible in its behaviour. Nudell
and Antokol suggest that a proactive approach to contingency planning for
crisis or continuity management might include any or al of the following
processes by which the enterprise chooses to:

o identify the types of emergency, crisis, induced catastrophe, or disaster
to which the organization might be exposed.

O attempt to make some kind of assessment or forecast of the
probabilities with which such events might occur.

O create scenarios of what might happen if such events occurred; suggest
the kinds of dangers or threats to which they might give rise; and
identify the most potentially obvious consequences for the organization
(the concept of scenario planning was analyzed in Chapter 9).

O identify which people, assets, corporate reputations, locations,
operations, or processes (etc) could be most at risk.

O identify and locate leadership and management responsibilities for
specific features of the crisis management process. Nudell and Antokol
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contend that ‘effective planning should include proactive mechanisms
that have been tested and revised over time, and that can be
implemented by personnel who are carefully selected, properly trained,
and secure in their authority and procedures’ (p. 14).

create feasible or plausible polices, plans, procedures, and responses to
deal with specific threats.

identify or locate the resources that will be needed to implement these
contingent polices, plans, procedures, and responses.

create prior preparedness to dea with damage to people, assets,
reputations, locations, operations, or processes (etc) if or when it
occurs.

analyze the remit, validity, and adequacy of the organization’s
insurance. Is the coverage appropriate to the scenarios being forecast?
What are the key restrictions or exceptions written into the insurance
policies held by the enterprise? What does the small print say?

estimate the potential cost of any emergency, crisis, induced
catastrophe, or disaster to which the organization might be exposed.
estimate the potential loss of value of any emergency, crisis, induced
catastrophe, or disaster to which the organization might be exposed.
The concept of value loss was analyzed in Chapter 8.

make an assessment of the aftermath. Will the organization be able to
resume what had been its customary pattern of work? When might this
be, and how isit to be achieved?

put in place mechanisms of feedback, so that the leadership and
management of the enterprise can be sure (i) to learn from the past (and
potentially very costly) experience of emergency, crisis, or catastrophe;
and (ii) to feed that experience forward into contingency planning so as
more effectively to reduce future probabilities and risk faced by the
organization.

Litigation

Nudell and Antokol note that the risk of litigation may have to be assessed
in terms of the effectiveness of enterprise planning for, and the actual
response to emergencies, crises, induced catastrophes, or disasters.
Litigation for instance became the over-riding feature in the aftermath of
the Bhopal disaster (in the case of the Union-Carbide corporation), or the
Exxon Vadez oil spill. Nudell and Antokol comment that ‘ regardless of the
type of emergency, organizations that neglect advance preparations risk
becoming targets of lawsuits. And, should the emergency prove to have
been avoidable or, if unavoidable, mishandled, then the ramifications of
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such lawsuits, coupled with... adverse publicity can trouble the
organization for years after the event’ (p. 26).

Curtin et al’s Guidelinesfor Managing a Crisis

Curtin et al suggest the following guidelines for managing a crisis once it
has occurred:
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monitor events carefully and honestly.

identify the worst case scenarios.

assume that Murphy’s Law will operate.

assume that matters will get worse before they get better.

estimate potential damage to key outcome variables such as market
position, financial results, reputation, brand, or public confidence (etc).

prioritize response in terms of what is most important, and what must
be donefirgt.

assume, at least for the time being, that (i) the enterprise will lose
control of events; and (ii) that others will for their own purposes try to
exploit any vacuum or opportunity that emerges as the situation
develops.

be prepared to accept responsibility for events quickly, and do not try
to “pass the buck” to someone else.

overcompensate by making strong and positive moves to placate or
shape external opinion.

be open and transparent in dealings with stakeholders, publics, the
media, and interest groups that are affected (or otherwise have for
whatever reason become involved).

do not behave like the proverbial ostrich who buriesits head in the sand
and hopes that the problem will go away. This will only make the
situation worse for the organization and its leadership.

Curtin et al suggest that ‘idealy, senior ... managers should have a
working knowledge of politics, the media, reputation and brand values,
(stakeholder management), and corporate (socia) responsibility’ (pp. 17-
18) in order most effectively to manage a crisis situation. Some of these
issues are deadlt with in later chapters of this book.
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REVIEW QUESTIONS

1. Define an emergency.

2. Defineacrisis.

3. Defineadisaster.

4. Define aninduced catastrophe.

5. Describe and analyze features of the process of contingency planning
for emergencies, crises, disasters or induced catastrophes.

6. Describe and comment on the potential consequences of a reactive

approach to crisis management.
7. Describe and comment on features of a proactive approach to crisis
management.

PROJECT ASSIGNMENTS

1. Using available information, research and write a case study example
of a crisis, disaster, or induced catastrophe in which you have an
interest. Present your findings.

2. Construct a methodology by which an organization might plan for, and
deal with afuture crisis, disaster, or induced catastrophe. What kinds of
capabilities and resources might be needed to deal with this crisis?
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PART THREE

STRATEGY FORMULATION,
LEADERSHIP, GOVERNANCE,
STRATEGIC DECISION-MAKING,
AND PERFORMANCE EVALUATION

Part Three of this book deals with the inter-related processes of strategy
formulation, leadership, governance, strategic decison-making, and
performance evaluation. This is sometimes termed “the strategy process’.

Part Three defines the concepts of mission, purpose, objectives, and
strategy. It identifies the roles and interests of shareholders or stakeholders
as beneficiaries or recipients of the activities of the organization. It
examines the inter-related issues of business ethics, values,
environmentalism, and social responsibility that may influence the
formulation of enterprise mission and objectives, and which may shape the
implementation of strategy.

It analyses key issues of corporate governance, financia strategy,
financial evaluation, and performance management.

It looks at who formulates strategy and makes strategic decisions; and
it looks at how these processes are carried out. It analyses the role of
leadership in the processes of governance and strategic management.

Part Three looks at the relationship between planning style, strategy
formulation, and the structure of the organization. And it describes a variety
of criteria by which the strategies chosen and implemented by the
enterprise may be appraised and evaluated.

In summary, Part Three looks at what strategy is. It deas with how
strategies and plans are formulated, how decisions are made, and how the
results are assessed. And it looks at the related issues of who formulates
strategies and plans, who makes decisions, and why.

Part Three contains the following chapters:

Chapter 11 - The Concepts of Mission, Objective, and Strategy



Chapter 12

Chapter 13
Chapter 14

Chapter 15
Chapter 16 -

Chapter 17 -

Business Ethics, Environmentalism, and Social
Responsibility

Financial Strategy and Management

Strategy Formulation, Governance, and Strategic Decision-
Making

Planning Style and Strategy

Performance Evaluation, Performance Management, and
Excellence

L eadership and Strategy



Chapter 11

The Concepts of Mission,
Objective and Strategy

“Everything on the earth has a purpose, every disease an herb to cure
it, and every person amission.”

American North West Coast Salish Indian saying.

This chapter describes and illustrates the concepts of mission, objective,
and strategy as key outcomes of the process of strategy formulation and
strategic decision-making in the enterprise. The components of strategy are
explained. The basis of strategy formulation is categorized and analyzed.
The influence of stakeholders on the process of objective setting and
strategy formulation is summarized.

Objective setting, strategy formulation, and strategic decision-making
are sometimes described, for the sake of summary and convenience, as the
“strategy process’.

THE STRATEGY HIERARCHY

The processes of strategy formulation, strategic decision-making, and
strategy implementation take place at three main levels. These are:

a thedtrategic
o thetactica
o theoperationa

These three levels are shown as the strategy hierarchy in Figure 11.1.
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Strategic
component

Tactical
component

Operational component

Figure1l.l The Strategy Hierarchy

The strategic level at the top of the hierarchy contains three key
components. These components are:

Q enterprise mission
Q enterprise objectives
Q enterprise strategies

Each is described in the first three of the five main sections that make up
this chapter.

| SECTION ONE - MISSION

THE CONCEPT OF MISSION

Enterprise mission is a fundamental statement of purpose and direction,
which defines the place of the organization within its environment. The
Walt Disney Company’s mission for example is “to entertain and to bring
happiness to millions’.

This statement of purpose and direction distinguishes the enterprise
from others of its type, and separates it from its competitors. It can be used
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to define the scope of the organization in terms of location and positioning;
its approach to people; and its strategies towards markets, operations
management, quality, and service. It may shape the image that the
enterprise seeks to project; and reflects how the people who run the
organization wish to be viewed by others in the external environment. It
may reflect the values and culture of founder and decision-makers as these
have evolved over the life of the organization. Mission statements may be
defined to derive from any or al of five inter-related components, as
follow:

enterprise purpose
enterprise vision
enterprise values
core ideology
enterprise ethos

ooooo

Each is described below.
Enterprise Purpose

Purpose is defined by Argenti (1974) as ‘the reason why the organization
was formed or why it now exists. All organizations are originaly formed to
provide a specific benefit for specific groups of beneficiaries’ (p. 39).
Enterprise purpose will shape the formulation of mission and objectives
within the enterprise.

Argenti argues that purpose will typically be decided by those people
who have power and influence within the organization. Within business or
service organizations these people may be entrepreneurs, founders or
families; shareholders, chief executive officers, boards of directors, or non-
executive directors;, managers or management committees. Or they may be
elected representatives or appointed officials within public sector or not-
for-profit organizations. The “benefits’ that the enterprise was established
to provide could include:

o utilities, values, need or want satisfaction, products, services, customer
service (and so on). These are provided for primary recipients such as
customers, clients, patients, local residents, or taxpayers; and

O rewards or returns to owners, proprietors, or beneficiaries, whether
these be an entrepreneur, a family, shareholders, a bank, a charity, or
members of the general public as voters, taxpayers, local residents, or
members of the community.
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Enterprise Vision

Vision can be defined as ‘a long term pattern of communal possibility to
which others can be drawn into commitment’ (Morden, 2004). The OED
defines vision as ‘a mental concept of a distinct or vivid kind; a highly
imaginative scheme or anticipation ... something not actually present to the
eye; an insight or foresight displayed in the mind’. Vision acts as a “glue”
which holds together sets of value judgements and ideologies in the value
system of the enterprise. It can be used ‘to build bridges from the present to
the future of the organization’ (Bennis and Nanus, 1985). The Eastman
Kodak Company’s vision statement has stated that “our heritage has been
and our future isto be the World Leader in imaging”.

Enterprise Values

Vaues are moral principles or core beliefs. Enterprise values may act as a
driving force or as “animating principles’ (I'élan vital) that underpin the
organization's activities. Vaues create or give rise to required standards
and expectations of behaviour within the enterprise. In particular they shape
attitudes as to how things should be done within the enterprise; how the
enterprise should deal with people and relationships; and how it should deal
with external stakeholders and its wider environment.

Vaues derive from prevailing ethical principles. Ethics are defined in
Chapter 12 as “a conception of right or wrong conduct”. They indicate the
basic standards and parameters for making decisions. The Eastman Kodak
Company’s values were for example listed as being based on:

respect for the dignity of the individua
integrity

trust

credibility

continuous improvement and persona renewal

[y Ry Sy ]

The value set of the enterprise underpins its core ideology and its ethos.
Core ldeology

Callins and Porras (1995) define enterprise mission in terms of “core
ideology”. Core ideology comprises the basic values and sense of purpose
that guide and inspire people whether interna or external to the enterprise.
Collins and Porras suggest that this core ideology should remain stable and
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fixed for long periods of time. Table 11.1 shows selected examples of core
ideologies from Collins and Porras’ study.

Table11.1 Coreldeologies

Company Core ideologies

Boeing e being on the leading edge of aeronautical;
being pioneers.
o tackling large challenges; taking large risks.
product safety and quality.
e integrity; using ethical business practices.

Johnson & Johnson e the company exists ‘to aleviate pain and
disease’.
¢ the company ‘has a hierarchy of
responsibility: customersfirst. Employees
second, society at large third, shareholders

fourth'.
¢ belief inindividual opportunity, and reward
based on merit.
Merck e the company ‘isin the business of preserving
Pharmaceuticals and improving human life'.

honesty and integrity.

corporate social responsibility.
science-based innovation.

uneguivocal excellencein al aspects of the
company.

e profit from work that benefits humanity.

Walt Disney e the company aims ‘to bring happiness to
millions' and to celebrate, nurture, and
promulgate ‘wholesome American values'.
no cynicism allowed.

e continuous progress via creativity, dreams,
and imagination.

o fanatical control and preservation of Disney’s
‘magic’ image.

e fanatical attention to detail and consistency.
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Enterprise Ethos

Argenti defines ethos as ‘how an organization behaves towards its
employees and all other people or groups ... with whom it interacts. These
include ... the state, the local community, employees, suppliers and so
on ... the way in which it has decided to behave constrains and modifies
the means it usesto achieve its purposes’ (p. 39).

The ethos of the organization acts to constrain the activities it chooses
to undertake. The ethos of the organization may therefore impose
restrictions on the choice of objective or strategy. Ethos recognises that the
formulation of mission and objectives must take into account the needs and
desires of people who are not the main beneficiaries of the origina
enterprise purpose. Ethos is a recognition that people who are not defined
as primary beneficiaries or owners must nevertheless have some right or
capacity to influence or shape decision-making within the organization.

For example, the ethos of many enterprises is based on the simple
premise of “doing no harm”. They will refuse to countenance activities
which for instance would lead to damage or pollution of the environment,
or injuring people or animals as aresult of carrying out their business.

STRATEGIC INTENT AND DIRECTION

Hamel and Prahalad (1994) describe the concept of strategic intent.
Strategic intent defines the nature of the direction that needs to be taken in
order to attain the long term strategic position that the enterprise wishes to
achieve for inself. Hamel and Prahalad argue that if enterprise management
can clearly define and communicate this strategic intent, the activities of
the organization should be characterized by a clear and consistent purpose.
Hamel and Prahalad contend that strategic intent comprises:

O asenseof direction

O asense of discovery

0 asenseof destiny
Each is summarized bel ow.

A Sense of Direction

The enterprise needs a meaningful, consistent, and unifying sense of
purpose. It also needs some degree of consensus that this purpose is
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worthwhile (or is at least essential or unavoidable). Otherwise ‘with no
particular point of view about long-term corporate direction, the definition
of “core” business changes every few years, acquisitions and divestments
are made with no logic other than short-term financial expediency, and
market and product development efforts are often hamstrung by a lack of ’
consistency and an overwhelming ‘orthodoxy’ or ‘installed base’ of
thinking (p. 131).

The sense of direction indicates the where and why of the long-term
strategic intent of the enterprise.

A Sense of Discovery

Hamel and Prahalad suggest that people may be motivated by the
opportunity to do something new and challenging, or to explore the
unfamiliar. People may be less likely to be energized and motivated by an
uninspiring mission or purpose (such as that which deals solely with
generating returns to shareholders). Strategic intent could offer the prospect
of new destinations, new horizons, or better ways of doing what has to be
done.

A Sense of Destiny

Strategic intent may have to be deemed worthwhile and to command
respect. It may have to inspire or enthuse people. Hamel and Prahaad
comment that ‘too many mission statements fail entirely to impart any
sense of mission’ (p. 133). In this sense, strategic intent is in particular as
much about the creation of meaning for employees as it is about the
establishment of direction. Hamel and Prahalad comment that ‘when
gueried as to his job, a stonemason at work on St Paul’sin London replied
“1 build cathedrals’. How many corporate stonemasons today feel they are
building cathedrals, we wonder? (p. 133). Such sentiments are echoed by
Collins and Porras in their 1995 study of what are described as visionary
companies, to which reference is made above, and in Chapter 17 on
leadership and strategy.

Hamel and Prahalad contend that the “scoreboard” of top management
in stockholder corporations, that is return to shareholders, is likely to exert
little if any positive emotional pull on employees several levels removed
down the hierarchy. Enterprise strategic intent may aim instead to inspire
vision and engender commitment (however this may be achieved). The
more inspired and committed the employee, the less are pay and Herzberg's
other “hygeine factors’ likely to be the main sources of motivation and
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satisfaction. Turning strategic intent into reality requires that all those
involved in the enterprise understand the way in which their contribution is
important to the achievement of that long-term intent. That is, the enterprise
needs to make its purposes directly relevant to the work of each person
throughout the value chain by which activities are accomplished. In other
words, is an employee to be defined as a “construction worker”, or instead
“abuilder of cathedrals’?

| SECTION TWO - OBJECTIVES

THE CONCEPT OF OBJECTIVE

Enterprise objectives follow from the specification of mission and strategic
intent described above. Objectives specify and quantify the goals or targets
towards which leadership, willpower, effort, the investment of resources,
and the use of enterprise capability are to be directed such that mission and
strategic intent are achieved.

Objectives are likely to specify (i) the time scale or time frame
analyzed in Chapters 7 and 13; and (ii) the level of risk tolerance described
in Chapter 8. Objectives may be based on the forecasting process anayzed
in Chapter 9. Objectives may be quantitative, or qualitative, or both.
Examples of corporate objectives might include:

Published targets for the required ingtitutional or “best value”
performance of public agencies - such agencies may include central,
regional, provincia, and local government organizations; the police and
security services; agencies associated with the enforcement of drug-related
legidlation; the provision of educational and training opportunities; or the
implementation of equal opportunity or diversity policies. The UK and
Australian concept of “best value” is described in alater chapter.

The local or international market position or market share that the
enterprise wishes to develop - for instance, the US Southwest Airlines
company was established as a focused and high performance business. It
was set up with a simple service concept built around low-cost coach class
flights of alimited duration between cities. It does not provide free meals.
It does not belong to any airline reservation system (so customers or their
travel agents have to contact the airline direct). Its costs per seat-mile are
about two-thirds of the industry average, enabling it to sustain low fares. It
only operates in North America, where it considers there to be untapped
scope for growth in its business.
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The level of customer service and satisfaction required - for instance, it is
the objective of the Hyatt Hotel chain to provide a consistently high level of
standardized US style service wherever its hotels are located in the world.
The service and the environment are dways the same, so customers know
in advance what they are getting. American guests also know that there will
be an ice machine along the corridor! Similarly, the performance of
healthcare organizations such as hospitals or hedth agencies may be
measured against clear targets set for the volume, time-scale, and relative
success of patient treatment; or instead for the control of unhealthy
practices such as smoking, drug abuse, or the excessive consumption of
alcohol.

Perceptions of leadership or “World Class’ status that are to be devel oped
or maintained. Kodak’s objective to be a world leader in imaging has
aready been given asan illustration.

The perception that the enterprise is an élite employer capable of attracting
and retaining the very best staff on a world wide basis. Companies such as
Unilever or Procter and Gamble obtain significant advantage from the high
quality of staff that they can recruit.

The target financial rate of return on capital employed to be achieved -
Goldsmith and Clutterbuck (1997) noted the comment of Martin Ellis,
General Manager of UK Healthcare at the UK Rentokil Initial company
that ‘the key thing for me is focus - 20 percent profit growth for ever. The
message has never changed in al the time since | started with the company
as a technician. People here talk about it al the time. The next bit after the
20 percent profit is important - forever. Y ou can achieve good results for a
while cutting costs, but you can’t sustain it forever. That forces managers to
motivate their people, not simply to take a knife to the business when
they're having problems’ (p. 50).

Targets for innovation, new product development (NPD), new market
development, or new business development (NBD) - the UK Siebe company
for instance spent an average of 4.5 percent of its turnover on research and
development, but 10 percent in its high technology businesses. Like some
of the leading US innovation companies (General Electric or 3M), Siebe
aimed to obtain 50 percent of sales over afive year period from products
developed during those five years. It focused attention on this goal by
requiring all operating companies to have a least five new product
launches per year.
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| SECTION THREE - STRATEGY

THE CONCEPT OF STRATEGY

Strategies are the means by which the enterprise achieves its objectives.
They describe the chosen “paths to goa”, or “routes to achievement” or
“plans of campaign”.

Strategies act as “ground-rules’, and define the nature and occasion of

the decisions needed to achieve enterprise objectives. Strategies have their
time scale and their risk content, as described in earlier chapters.

In summary, strategies determine how the enterprise intends to carry

out its activities during the time horizons to which it isworking, in order to
achieve its objectives.

WHAT ISSTRATEGY?

Mintzberg (1987a) defines strategy in terms of 5Ps. These 5Ps are:

1P

2P

3P

4p

Perspective - which is the basic business concept or idea, and the
way in which that concept or idea is put into practice (or
implemented).  Polytechnic,  écoles  polytechniques, or
fachochschule type institutions of higher education concentrate on
creating directly marketable vocationa learning outcomes based on
amixture of theory, application, and practice.

Plan - which is a direction, a guide, or a course of action from now
(or from the past) into the future, however that “future” is defined
and whatever the time horizons associated with it.

Pattern - which is the consistency of enterprise decision-making
over time. Goldsmith and Clutterbuck comment of the UK Boots
company (aretailer of cosmetics, pharmaceutical, and personal care
products such as soaps and shampoos) that it aspires to achieve a
strong degree of homogeneity about its retail stores. People want to
have the same shopping experience when they go into these stores.
Boots believes that “familiarity breeds sales’ wherever the
customer may travel.

Position or positioning - by which the enterprise “locates’ itself
within its external and competitive environments; and by which it
positions specific products or services (and therefore the resources
and capabilities required to produce them) against the demands of
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the market segments it serves. The UK’s Asda and its US parent the
Wal-Mart company are for instance both large-scale retailers of
grocery and household goods competing in their respective
geographic markets on the basis of value for money and
convenience. They sell to working people and their families.

5P  Ploys - which are the competitive moves or competition strategies
designed to maintain, reinforce, achieve, or improve the relative
competitive position of the enterprise within its sector and markets.
US film makers for example long ago realized the critical
importance of film distribution to the success of their business. In
the case of the UK, the distribution and showing of movies has
been in part controlled by American companies since the 1920s.

Two further Ps may be added to Mintzberg’ sorigina list. These are;

6P  Using power - within internal and external environments.

7P  Politics - that is, using legitimate political behaviour and power to
further the cause of the enterprise or its sector. The use of political
mechanisms and political power may take the form of lobbying, or
of influence on standards institutions and regulatory bodies.

Power and Politics

The ability to use power, and to manage political behaviour has always
been a key part of the process of strategic management. For instance, Kay
(1993), in discussing the need to sustain the sources of competitive
advantage described in Chapter 4, comments that the possession of key
strategic assets (such as a radio or television franchise; or the rights to
exploit some natural resource) is likely to be strongly defended by
enterprise management. However, the possession of, or access to such
strategic assets may be at risk where (i) changes in allocation or ownership;
or (ii) changes in regulation, technology, or market conditions are taking
place.

For the enterprise that depends on the competitive advantage that
derives from the possession of a particular strategic asset, skillsin handling
(or influencing) public policy, and lobbying skills may be as important as
those of business management. For example, the management of a
campaign for market deregulation or market liberalization (such as that for
air travel in Europe) may, according to Kay, require the combination of an
effective political argument with an effective technical one.
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Kay comments that companies in the UK vary widely in the
sophistication with which they, or their trade association, handle issues of
public policy. This competence is of increasing importance in the
contemporary environment created by the fashion for deregulation; and in
the growth of regulatory power in Brussels (EU), Geneva (GATT/WTO),
and potentially in NAFTA, at the expense of traditional relationships in
national capitals.

STRATEGY FORMULATION IN THE LARGE COMPANY OR
ORGANIZATION

It may be convenient to divide strategy formulation in the large company
into two inter-related components. These components are:

o Corporate strategy - which deals with issues of strategic management
at the level of the enterprise as a whole. Such issues will include the
basic character, capability, and competence of the enterprise; the
direction in which it should develop its activity; the nature of its
internal architecture, governance and structure; and the nature of its
relationships with its sector, its competitors, and the wider environment

O Business strategy - by which the enterprise establishes strategies for
specific business or organizational activities, specific sectors and
markets, and specific divisons or business units into which operations
are dlocated.

STRATEGY FORMULATIONIN THE SME

Strategy formulation in the small to medium sized enterprise or SME is
unlikely to differentiate corporate and business strategy. The corporate
strategy of the enterprise is its business strategy, at least until the SME
grows to a sufficient size to have to think about issues of corporate
development and external relationships.
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THE BASISOF STRATEGY FORMULATION

In a famous series of journa articles, Mintzberg and colleagues (1985a,
1985b, 1987b; dso see Mintzberg 1989 and Mintzberg et al 1995)
categorize the basis of strategy formulation under the following headings:

the forced or the self-imposed

the required

the rationalistic

the deliberate

thelogically incrementa

the emergent and the opportunistic

[ S iy Wy

Each is summarized below.
Forced or Self-Imposed Strategies

Strategies may be forced on enterprise decision-makers, or of necessity
imposed upon them (self-imposed) as a result of the internal or external
conditions described below.

Internal conditions that are for instance characterized by:

o asignificant lack of leadership expertize and managerial continuity, or
an unsustainable turnover of senior manageria staff, or an unclear
strategic intent and direction, or excessive “short-termism”.

o a significant lack of effective strategic management capability or
competence.

o a significant level of ingtitutional weakness, or lack of capability or
competence.

o asignificant lack of competitive advantage.

o anenforced recognition of the need for significant enterprise change, as
in conditions of inadequate value generation (or actual value l0ss),
operational crisis, re-centralization, or “turnaround”.

Example - limitations on strategic choice predicated by a lack of the
necessary technological, operational, financia or managerial capacity and
competence. The enterprise is ssimply not capable of doing certain things.
Shortages of finance may in particular force require the self-imposition of
certain strategy limitations on the firm.
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Irresistible external conditions or threats that are characterized for instance
by:

o significant market or environmental development and change.

o significant change in prevailing competition policy, competitive
context, competitive strategy, or competitive conditions.

significant technological change, or the emergence of the technologica
“discontinuities” described in Chapter 19.

pressure from environmentalist, “single interest” groups.

determined or aggressive political behaviour; perhaps leading to
legislative or regulatory developments and change; or to

significant change in prevailing macro level fisca and economic
management; or to

significant change in prevailing social, consumer behaviour, cultural, or
ethical contexts.

000D O
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Example - externa and legidative pressures for environmentally
responsible behaviour already described above, and analyzed in detail in
Chapter 12. Enterprise management may be forced by legislation to adopt
environmentally responsible policies; or instead may consider that external
perceptions of unethical behaviour would be highly damaging to the market
reputation of the company.

Required Strategies

A particular choice of strategies or strategic decision may (i) be perceived
to be required; or (ii) require to be self-imposed, for instance:

O as aresult of a perceived need for consistency with the enterprise’s
capability and competence, choice of mission, strategic intent, purpose,
perspective, and objectives as described above; and as a result of the
need to meet the requirements of its shareholders or its stakeholders.
Stakeholders are described in alater section of this chapter.

O asaresult of the choice of position and positioning within the relevant
external, market, operational, or competitive environments.

o asaresult of the choice of competition strategies or ploys.

0 because of the prevailing organizational attitudes to risk aversion and
uncertainty avoidance. Strategic choice might vary on a continuum
from highly risk averse and short-termist at one extreme, to the risk
maximization of the highly opportunistic entrepreneur at the other.
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0 because of the effect or influence of prevailing critical success factors,
limiting factors, or contingencies and constraints to which the
enterprise is subject, or with which it must deal.

O asaresult of the need to use power or to undertake political behaviour,
as aready described above.

o because of the character and influence of enterprise values, value set,
and culture.

O because of prevailing perceptions of the issues and influence of ethics,
environmentalism, and social responsibility described Chapter 12.

o because of the need to bring about adaptation in reacting to changing
internal or external conditions.

Example - shareholder corporations may select avariety of strategies whose
objective is to meet stockholder expectations over any particular number of
years. These strategies will cover the generation of the appropriate financial
returns described in Chapters 3 and 13 of this book. They will also am to
create an ingtitutional reputation for being aware of the need consistently to
meet the wider demands of the financial community. They will develop the
ability to communicate with shareholders and financial ingtitutions in a
manner which most effectively supports the fulfilment of the stewardship
obligations they perceive to be required of them as recipients of investment
finance.

Rationalistic Approachesto Strategy Formulation

Rationaligtic strategy formulation implies a planned, systematic, and
centralized approach in which:

a the chief executive officer (CEO) or president of the organization, and
his or her colleagues at the “corporate centre” are dominant forces in
the process of strategic management.

O strategic and business planstend to be “handed down” (or “thrown over
the wall”) from the corporate centre to subordinates for
implementation. Subordinates may be consulted but their lack of status
or their lack of relevant information precludes them from detailed
participation in the process of strategy formulation and strategic
decision-making.

This approach is sometimes described as “ corporate planning” or “strategic
planning”.
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Rationalistic approaches to strategy formulation are characteristic of
traditional French management styles. Rationalism is described in the
author’s Principles of Management (2004), a companion book to this text.

Deliberate Approachesto Strategy Formulation

Under this approach to strategy formulation there is an attempt to realize
strategies exactly as intended because management perceives (or believes)
that:

o the enterprise can formulate precise intentions and unambiguous
objectives.

Q organizationa staff and resources can be shaped exactly to “fit” the
reaization of these objectives (that is, they can be led and managed so
as to be totally congruent with them).

0 externa environmenta or competitive forces are unlikely to be able to
distort any of the processes of strategy formulation, implementation,
and realization.

Example - the widespread use of acquisition and takeover as a strategy for
market share protection, business growth, and diversification as described
in Chapter 27. This strategy has dominated the thinking of boardrooms in
Anglo-Saxon companies during recent decades. A takeover is made. It is
then up to others to make it work. If it is unsuccessful then that is a fault of
implementation. It may instead of course have been a bad idea in the first
place, with no synergies likely between the parties to the acquisition
however hard any one triesto develop them.

Logically Incremental Approachesto Strategy Formulation

Strategy is described under this heading as evolving on a dynamic basis
over timein response to the internal and external contingencies that emerge
to confront the enterprise. Srategy evolves in response to what decision-
makers perceive to be the best course or choice of action at the time.
Strategies may for the time be consistent with enterprise mission or
objectives. Or instead, mission, strategic intent, and enterprise objectives
may themselves be adapted on an evolutionary basis to meet new
challenges that are emerging to confront the organization.
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Quinn (in Mintzberg et al, 1998) comments that logical incrementalism
is a step-by-step approach to strategy formulation. The approach recognises
the existence of :

o the risk, uncertainty, inconsistency, and unpredictability of the event
characteristics for instance as described in Chapter 8.

o limitations on forecasting capability and foresight.

o the need for flexibility of response to changing circumstances, and the
necessity to be prepared to change directions.

o the existence of multiple (and potentially inconsistent) values and
goas, and the potential impact on strategic choice of interna
bargaining processes, internal negotiation, management power plays,
and organizational politics (etc).

Quinn suggests that decisions about strategic choice may emerge from
a series of sub-processes or steps, each of which deals with specific
strategic issues (e.g. structure and architecture, business development,
financial strategy, and so on); and which are then blended incrementally
and opportunistically into awider cohesive strategic pattern.

Strategy tends to evolve as internal decisions and externa events flow
together to create a consensus about the need for action among members of
the decision-making group. Feedback on past and existing decisions will be
incorporated into the process of strategy formulation and decision-making
for future events.

Commitments are kept broad and generalized (for instance in the form
of core values or core competencies), and are subject to periodic review and
appraisal.

Decisions may be deliberately delayed until the last possible moment,
when the information available will be as relevant as it is likely to get
before the decison has to be made. Quinn comments that ‘some
companies ... have formalized this concept into “phase programming
planning systems’. They make concrete decisions only on individual
phases (or stages) ... and postpone fina ... commitments until the latest
possible moment’. At the same time, ‘they often purposely delay initial
decisions, or keep such decisions vague, in order to encourage lower-level
participation, to gain more information from speciaists, or to build
commitment to solutions' (p. 109).

Quinn states that ‘ executives link together and bring order to a series of
strategic processes and decisions spanning years. At the beginning of the
process it is literally impossible to predict all the events and forces which
will shape the future of the company. The best that executives can do is to
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forecast the most likely forces which will impinge on the company’s affairs
and the ranges of their possible impact. They then attempt to build a
resource base and a corporate posture that are so strong in selected areas
that the enterprise can survive and prosper despite al but the most
devastating events. They consciously select market/technol ogical/product
segments which the concern can “dominate” given its resource limits, and
place some “side bets’ ... in order to decrease the risk of catastrophic
failure or to increase the company’ s flexibility for future options.

They then proceed incrementally to handle urgent matters, start longer-
term sequences whose specific future branches and consequences are
perhaps murky, respond to unforeseen events as they occur, build on
successes, and brace up or cut losses on failures. They constantly reassess
the future, find new congruencies as events unfurl and blend the
organization’s skills and resources into new balances of dominance and
risk-aversion as various forces intersect to suggest better - but never perfect
- adignments. The process is dynamic, with neither a real beginning nor
end’ (pp. 113-114).

Quinn concludes that strategy ‘involves forces of such great number,
strength and combinatory powers that one cannot predict events in a
probabilistic sense. Hence logic dictates that one proceeds flexibly and
experimentally from broad concepts towards specific commitments,
making the latter concrete as late as possible in order to narrow the bands
of uncertainty and to benefit from the best available information. Thisis the
process of “logical incrementalism”™’ (p. 114).

Example - Quinn describes the disorderly development of Honda's US
motorcycle strategy. Honda had tried to introduce its large motor cycles
into America during the late 1950s. This strategy was not initialy
successful. Honda had in 1960 introduced a small 50cc motorcycle (the
“Super Cub”) with a step-through construction as much suitable for women
as men. It was Honda's retailers who subsequently focused Honda's
attention on the strong reaction of US customers to these new bikes. Honda
was still trying to improve sales of its larger models, but radically changed
its strategy when it realized that it had on its hands the unexpected |eader of
anew market that it had unwittingly helped to create.

Emergent and Opportunistic Approachesto Strategy Formulation

Strategic choices and strategic moves may be contingent upon the
corporate and business opportunities that emerge and become available to
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the enterprise. The use of an emergent or an opportunistic approach to the
strategic management process implies that:

o the organization continuously scans the business and market
environment for emerging opportunities; and as a conseguence

O maintains a flexible resource base and an agile capability (for instance
by making use of external sub-contracting, or the outsourcing of
operational, manufacturing or service activities) such that the enterprise
can quickly adjust to take advantage of those opportunities it finds
attractive.

Example - former Second World War pilots suddenly found in the late
1940s and early 1950s that transport planes being sold off cheaply by the
military could be converted to carry European holiday makers to sunshine
destinations such as Spain or Italy. Thus was the air package tour industry
born from an opportunity seized by airmen turned entrepreneurs.

| SECTION FOUR —STAKEHOLDER ANALYSIS

THE CONCEPT OF THE STAKEHOLDER

Stakeholders may be defined as people and institutions both internal and
externa to the organization who have an investment of some kind in it; or
who instead have some kind of involvement or interest in it; or who are
directly affected by its activities or its processes.

Stakeholder analysis identifies three broad categories of stakeholder.
These stakeholders can be described as:

o stakeholdersinternd to the organization
o stakeholdersimmediately external to the organization
O other external stakeholders

These stakeholders are illustrated within their environmental context in
Figure 11.2.

Stakeholders may, to a varying degree according to their relative power, be
able to exercise influence over the formulation of mission, objectives and
strategy, and over the strategic management of the organization.
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Three Categories of Stakeholder

Internal stakeholders - include the chief executive officer (CEO) or
president; the board of directors, management board, or board of governors;
non-executive directors representing shareholders; shareholders, family, or
trust members who work within the enterprise; or elected representatives.
This group of interna stakeholders are owners or proprietors, or act on
behalf of the owners; or act as stewards of the interests and investments of
the owners or providers of funds as primary beneficiaries or representatives
of enterprise purpose.

Internal ¢
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. N External e .
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Figure11.2 Stakeholder Categories

Other internal stakeholders include professional managers or officials, and
employees or their representatives.

Immediate external stakeholders - include customers or clients, patients,
taxpayers, and so on, as primary recipients of enterprise purpose. This
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category aso includes those stakeholders with a close or value chain
relationship to the enterprise, such as individual and institutional investors,
banks, creditors, and other sources of finance; distributors and channel
intermediaries; suppliers and value chain constituents; customer or
consumer representatives; trade unions; employers  organizations;
chambers of commerce.

Other external stakeholders - include professional bodies, regulatory
organizations; specia interest or pressure groups, the wider community
within which the enterprise operates; and elected representatives at local,
regional, provincial, and central, EU or NAFTA level (etc) who are able to
influence the broad processes of regulation and legidation.

THE RELATIONSHIP BETWEEN STAKEHOLDERSAND THE
ENTERPRISE

The capacity of the stakeholder to exercise influence over any of the
processes of enterprise leadership; the setting of mission and objective; the
process of corporate governance described in Chapters 13 and 14; strategy
formulation; strategic decision-making; or strategy implementation may
depend upon a number of variables, including the following.

The relative closeness or distance of the stakeholder - from leadership,

objective setting, strategy formulation, strategic decision-making and

implementation processes. Internal stakeholders are, clearly, likely to have
the greatest power and influence in this respect. Thisisrelated to:-

The relative power of any particular stakeholder - and the power

relativities between the stakeholders as a group.

The character of the relationship between enterprise and stakeholder -

whether based on:-

¢ the use of power, dominance, or control by either party.

e the use of proactive strategies by either party (such as “defining the
terms of the relationship”, “getting in front of the issue”, “managing the
stakeholders’, or “setting the agenda”).

e seeking parity as the minimum basis for the relationship between
stakeholders.

o the use of reactive or defensive strategies by which an attempt is made
to limit or to constrain the use by other stakeholders of their own power
and influence.

The means by which the relationship is implemented - which may be based

upon any of the following approaches:.-
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e prescription, command, or authoritarianism.

e consultation, and the taking of advice from other parties.

e participation, and the involvement of other parties in the process of
governance and strategy formulation.

e negotiation between the relevant parties.

e democratic processes among the parties.

e periodic or tactical capitulation to the demands of one or other of the
parties; or a strategic withdrawal until a stronger negotiating position
can be created.

| SECTION FIVE —OTHER RELEVANT ISSUES

CRITICAL SUCCESSFACTORS

Critical success factors were described in Chapter 4 as having a
disproportionate effect on the achievement of enterprise objectives (or on
the fallure to achieve them). Enterprise management will need to
understand these critical factors, and ensure that they are taken into account
in the process of corporate governance, objective setting, strategy
formulation, and strategic decision-making. Critical success factors to
which reference is made in this book for instance include the following:

leadership capability

staff skill, staff experience, and enterprise competence
knowledge and technol ogy

capability and resource efficiency

financial management

enterprise scale, scope, volume, and critical mass
market access and market share.

product or service quality

business development and growth

cost containment and cost management

value generation, margin, profitability, and return on capital employed

S

A failure to understand and respond to critical success factorsislikely to be
correlated with a disproportionate degree of risk and the potential for
enterprise failure.
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LIMITING FACTORS

Limiting factors were described in Chapter 4 as directly limiting the
opportunities available to the enterprise. They are likely to shape and
constrain the alternative objectives, strategies and activities from which the
enterprise may choose (or which it perceives to be most desirable).
Typically these limiting factors derive from:

0 Internal features - for example associated with financial, cashflow,
resource, leadership, competence, skill, and operational capabilities.

0 External features - for example, associated with regulatory,
distribution, or market limitations. Some countries (such as the USA)
have strong competition laws restricting certain types of business
development or distribution strategy. Other countriesinsist on a certain
minimum degree of loca supply sourcing or manufacture as a
condition of inward investment and profit repatriation by foreign
companies.

CONTINGENCIES AND CONSTRAINTS

A variety of contingencies and constraints were identified in Chapter 4. The
enterprise must operate within the contingencies and constraints that
characterize its business or operational environment. The process of
objective setting, strategy formulation and strategic management will need
to understand the nature and relevance of these contingencies and
constraints; and to make appropriate allowance for their influence.

THE TACTICAL COMPONENT OF THE STRATEGY
HIERARCHY

Tactical planning determines the functional and departmental contribution
to the achievement of enterprise objectives, and to the implementation of
strategies. It shapes detailed decisions as to how the resources and
capability of the enterprise will be allocated and organized, whether on the
short or medium term, as between these different functional and
departmental activities.

For instance, a decison may be made to increase the budgetary
alocation of working capital to a particular business unit in order to alow
it to meet an unexpected increase in demand. The means by which this
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additional cash is to be obtained then depends on financia management
strategy. This may permit additional borrowing; or may instead insist on
the withdrawa of working capital from a budget elsewhere in the
organization so as to keep within pre-determined financia targets.

The tactical component lays down the objectives, criteria, and
standards for performance evaluation, so that performance monitoring,
control and review can be carried out. It is at the tactical level that
measurements of effectiveness and efficiency are applied to indicate
whether or not the enterprise is implementing its chosen strategies
appropriately and within budget. Performance evaluation and management
are dealt with in Chapter 16.

Finaly, the tactical component includes the formulation of detailed
policies. Policies are used to establish “contingent decision”. Contingent
decisions anticipate and lay down the range and type of responses required
in pre-specified recurring situations. Thus, for example, there will be
policies on how to deal with delayed payment by customers, or on the
procedure to be followed in cases of employee discipline or dismissal.
Policies are used to guide and to standardize the actions of people and
departments, so as to achieve a consistent and predictable pattern of
response.

THE OPERATIONAL COMPONENT OF THE STRATEGY
HIERARCHY

Operational planning has a number of elements. These include the
establishment of:

Programmes and projects - which specify the actions, rules or procedures
required to achieve a particular objective. Programmes or projects allocate
tasks and responsibilities to individuals and groups, lay down the time scale
for their achievement, and establish the required outcomes by which their
implementation is to be monitored and assessed.

Procedures - which detail the ways in which specified and recurring issues
or problems are to be accomplished. Procedures often comprise a
standardized set of rules.

Rules - which are used to specify the particular course of action to be
followed in recurring situations in which a consistent response is required,
or in which it has been decided that individua discretion should be
minimized.
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Business and budgetary plans - which were described in Chapter 9.
Business and budgetary plans are used as the framework for the detailed
quantitative planning required to achieve the projected departmental,
functional, or programme results for the forecast period ahead. Budgetary
planning then provides the basis for budgetary control, by which actual
results achieved are compared with plans and performance standards.

The operational component is thus concerned with the detailed
guantification, planning, and implementation at functional or departmental
level of the chosen dstrategies and courses of action. From then on,
processes of monitoring, feedback, control and review take over, using the
plans as standards or benchmarks with which actua performance is
compared.

REVIEW QUESTIONS

What isthe strategy hierarchy?

What is enterprise mission? Describe its components.

What is strategic intent?

What are enterprise objectives?

What is strategy?

Compare and contrast the various bases of strategy formulation.
What are stakeholders? What influence may they have on the strategy
process?

Why are critical success factors relevant to the formulation of
objectives and strategy?

Nouoh,rwdhr
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TECHNIQUES OF CASE STUDY AND ANALYSIS

1. Identify enterprise mission. Does the case study organization appear to
have a clear purpose?

2. Identify strategic intent and direction. In what direction does the case
organization appear to be heading?

3. What objectives are evident from the case study?

4. What strategies are evident from the case study? Can these strategiesin
any way be categorized as being forced, self-imposed, required,
rationalistic, deliberate, logicaly incremental, emergent, or
opportunistic in character?
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5. What are the relevant critica success factors? Are the missions,
objectives and strategies evident in the case study clearly related to
them?

6. Can the key stakeholders be identified from the case study? What are
their various interests in the organization?
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Chapter 12

Business Ethics, Environmentalism,
and Social Responsibility

People have to decide in life what is the right thing to do. So do companies
and organizations. It will al depend on what each defines the “right thing”
to be. What decisions are ethical? What actions are environmentally
sustainable? What behaviour is socially responsible? Such decisions cannot
be cast aside. And they may affect al of us.

This chapter analyzes business ethics, environmentalism, and socia
responsibility. These concepts are inter-related. They are likely to shape the
nature of mission, objective, and strategy described in Chapter 11. They are
key variables in the management of the relationship between the enterprise,
its stakeholders, and its external environment.

STAKEHOLDERSAND ETHOS

Chapter 11 anadlyzed mission, objectives, and strategy as the key
components of the strategy hierarchy. These three components are the basic
building blocks of the process and practice of strategy formulation,
strategic decision-making, and strategic management.

As a part of the discussion, Chapter 11 defined and dealt with values,
core ideology, and ethos as key strategic concepts. Chapter 11 aso defined
and deat with stakeholder analysis. The discussion of the issues of
business ethics, environmentaism and green issues, and socid
responsibility that is the subject of this chapter takes place within a
framework of stakeholder analysis; and within the context of the stated
ethos and val ues of the organization.
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| SECTION ONE —ETHICS |

Business ethics issues are described in the first section of this chapter. The
establishment of mission, objectives, and strategy may (or may not) accord,
or be congruent with the culture and values of the wider society within
which the enterprise is located. This congruence is afunction of the degree
to which the process of strategic management is rooted in, and underpinned
by prevailing ethical considerations and ethical frameworks.

ETHICSIN BUSINESS

Ethics underpin the ethos and values of the enterprise described in Chapter
11. Ethics can be defined as a conception of right or wrong conduct. Ethics
tell us when our actions are “moral” or “immoral”. Ethics provide guides to
moral behaviour, or to what is “morally acceptable’” or “moraly
unacceptable”. Ethical principles underlie the basic rules of social
behaviour that are essential for the preservation and continuing of effective
socia and organized life. Ethical principles stem from:

religious beliefs or philosophical codes
asociety’s history, experience and tradition
nationda culture

kinship, and the family context

educational processes

the influence of peers and reference groups

the influence of opinion leaders and role models

[ Sy oy Sy iy )

Ethical principles tend to vary from society to society, and from culture to
culture acrosstime.

BUSINESSETHICS

Business ethics can be defined as the application of general ethical
principles to business behaviour. In order to be considered “ethical”, the
enterprise and its management must draw concepts of what is proper
behaviour from the same sources as everyone else, not constructing its own
definitions of what is right or wrong behaviour. People who work in
business or administrative organizations are bound by the same ethical
principles that apply to others. Ethical and socially responsible behaviour:
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O is expected by the genera public, and by its elected representatives,
legislators (etc). Transgressors can eventualy expect to be identified,
criticised, or punished.

o prevents harm to stakeholders, the genera public, and society as a
whole. One of the strongest ethical principles is stated in common
sense terms as “do no harm” (primum non nocere). A company that is
careless in disposing of toxic chemica wastes that cause disease or
death, for example, is breaking this basic ethical injunction.

a protects the enterprise from abuse by unethical managers, employees,
or competitors. Frederick, Post and Davis (1992, p.55) give as an
example unfair competitive practices based on bribery and corruption.

o protects employees from harmful actions by their employer. Such
actions might include being forced to work in hazardous or unsafe
conditions; or being forced to do something illegal or against their
personal convictions or values (such as falsifying an accounting audit
or report). Frederick, Post and Davis comment that “businesses that
treat their employees with dignity and integrity reap ... rewards in the
form of high morale and ... productivity” (p. 56).

o alows people to act consistently with their personal ethical beliefs
within the employment and organizational context. Frederick, Post and
Davis comment that ‘most people want to act in ways that are
consistent with their own sense of right and wrong. Being pressured to
contradict their personal values creates much emotional stress.
Knowing that one works in a supportive ethical climate contributes to
one’ s sense of psychological security’ (p. 56).

TYPES OF BUSINESSETHICSISSUES

Frederick, Post and Davis identify three main categories of business ethics
issue. These are:

Face to face ethics - which arise from the interpersonal interactions and
transactions that make up day-to-day organizational life. Managers and
employees face ethical conflicts when their own persona standards differ
from job demands. Frederick, Post and Davis identify as examples ‘the
giving of gifts and kickbacks to gain business; unfair discrimination in
dealing with others; unfair pricing, ... firings and layoffs that harm
people, ... unfairness to employees, ... (and) questionable selling practices
(pp. 58-59).
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Corporate policy ethics - which affect activities and operations on a
company-wide basis. Senior management, boards of directors, CEOs (etc)
are likely as a part of their corporate responsibility to have to establish
company-wide or governance policies on ethical issues. Such issues might
include responding to pressure from competitors to become involved in an
industry practice of colluding to fix prices and allocate orders; or the
departmental placing of covert restrictions on the management of equality
of employee opportunity, diversity, or disability within the enterprise.

Functional area ethics - Frederick, Post and Davis suggest that each

business function tends to have its own variety of ethical issues and ethical

dilemmas. For example:-

e accounting - unfair pressure on employees or auditors not to report
financia performance honestly and accurately according to the
accounting standards and principles laid down; not disclosing
information about relationships with people and organizations that
should have been made available to stakeholders and the genera public;
or afailure to adhere to professional standards or codes of conduct.

e sales and marketing - the making of false or misleading claims; the use
of unethical or high pressure selling practices, unfair or predatory
pricing tactics; or the failure to adhere to professional standards or codes
of conduct.

e purchasing and supply - unfair pressure on suppliers (especialy SMES)
to obtain low prices, preferentia treatment, or extended credit; the use
of bribery and corruption to allocate or gain orders; or the failure to
adhere to professiona standards or codes of conduct.

WHY ETHICAL PROBLEMSOCCUR IN BUSINESS
Ethical problems occur for avariety of reasons. These include:

Personal gain and selfish interest - in which individual greed or concern
for personal gain are placed ahead of all other concerns, irrespective of the
potential for harm this may cause other people or the organization.
Frederick, Post and Davis describe a manager or an employee who puts his
or her own self-interest above al other considerations as ‘an ethica
egoist ... (who) tends to ignore ethical principles accepted by others, or to
believe that “ethical rules are made for others’. Altruism ... is seen to be
sentimental or evenirrational’ (p. 63).

Competitive pressures on profits - Frederick, Post and Davis comment that
‘when companies are sgueezed by tough competition, they sometimes
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engage in unethical practices in order to protect their profits. This may
especiadly be true in companies whose financial performance is aready
substandard’ (p. 64). Or instead, a single-minded and aggressive drive for
profits, regardless of financial condition, may create a climate or culturein
which unethical activity comes to be perceived as acceptable. Frederick,
Post and Davis aso identify price-fixing and the establishment of cartels as
a practice that occurs when companies compete vigorously in a limited or
static market. Such practices represent unethical behaviour where
customers end up paying higher prices than they would under conditions of
free competition.

Business goals versus personal values - ethical conflicts may occur where
an organization pursues goals, or uses methods that are unacceptable to
employees or stakeholders; or clash with their personal values. An ethica
dilemmawill in particular arise where enterprise goals and methods require
employees to follow orders that they believe will harm themselves or other
employees, customers, the company, shareholders, or the general public.
The individua is then placed in a dilemma between accepting and
implementing the unethical practice, or “blowing the whistle” on the
organization. Blowing the whistle may pose severe risks of dismissal, the
incidence of lawsuits, or even prosecution for breach of contract.
Cross-cultural contradictions - ethical problems are likely to arise as
corporations transact business in other societies where ethical standards and
practices differ from those in the home country. Frederick, Post and Davis
comment that ‘the policy-makers and strategic plannersin al multinational
corporations, regardless of the nation where they are headquartered, face
thiskind of ethical dilemma’ (p. 66).

This cross-cultural contradiction can be reduced to a simple dilemma.
Which ethical standards does the enterprise accept as its benchmark?
Does it accept local standards which are lower than those prevailing at
home, and exploit them quite legally within the territory? Or does it
instead impose uniform high standards throughout its global operations,
thereby operating at a much higher ethical standard than is called for by the
law of some of the territories in which it is active? The resolution of this
dilemma will for instance affect localized enterprise policies and practices
concerning:-

e environmenta and ecologica protection, as described in the next
section of this chapter, below.

e enterprise socia responsibility, as described in a later section of this
chapter, below.

e the equitable treatment of employees, and in some countries the
communication and protection of basic human rightsin the workplace.
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e the acceptability or unacceptability of bribery, the payment of
“commissions’, and the making of other forms of questionable
paymentsin international trade.

e the more general adaptation of enterprise operations and management to
the prevailing business culture (defined as “the way we do things round
here”) and the ethical standards that underlieit.

ANALYSING ETHICAL PROBLEMSIN BUSINESS

Frederick, Post and Davis identify three methods by which managers may
deal with ethical problems. These are;

Utility: comparing benefits and costs - this approach emphasises the utility
(the overall amount of good) that can be produced by an action or a
decision. It uses utilitarian reasoning. This is based on cost-benefit
analysis, in which the costs and benefits of an action, a policy, or a
decision, are compared. These costs and benefits may be:-

e economic (expressed in measurable values)

o socia (measured by indicators of effect on society)

¢ human (measured by psychological or emotional impacts)

By comparing the relative costs and benefits, the net cost or net benefit may
be apparent. Under this reasoning, if the benefits outweigh the costs the
actionis ethical, and vice versa.

Rights. determining and protecting entitlements - ethical judgementsin this
case are based on human rights concepts. A right means that a person or a
group is entitled to something, or is entitled to be treated in a particular
way. Such rights include survival, subsistence, privacy, independence,
freedom of choice and opportunity, legal treatment by others, and freedom
from arbitrary decision. Denying those rights, or failing to implement or
protect them for other people and groupsis considered unethical.

This approach to ethical reasoning holds that individuals should be

treated as valued ends in themselves just because they are human beings.
Using others for your own purposes is deemed unethical if, at the same
time, you deny them their own purposes and objectives.
Justice: isit fair? - justice and fairness exist when benefits and burdens are
distributed equitably and according to an accepted rule or code. The result
is conceptualized in terms of “fair shares” for all, whether it be of benefits,
or burdens, or both. If the shares of benefits and burdens appear to be fair
according to society’ s rules, then the action will be deemed to be ethical.
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These three approaches to ethical reasoning are summarised in Table 12.1.

Table 12.1 Three Approachesto Ethical Reasoning

Three approaches to ethical reasoning
(Source: W.C. Frederick, J.E. Post and K. Davis, 1992)

Method Critical determining An action is ethical Limitations
factor when ...
Utilitarian Comparing benefits Net benefits exceed Difficult to measure
and costs. net costs. some human and
social costs.
Majority may
disregard rights of
minority.
Rights Respecting rights. Basic human rights Difficult to balance
are respected. conflicting rights.
Justice Distributing fair Benefitsand costsare  Difficult to measure
shares. fairly distributed. benefits and costs.
Lack of agreement on
fair shares.

THREE TYPES OF MANAGERIAL ETHICS

Bartol and Martin (1994) identify three approaches to ethical practice taken
by organizations or their managements, for instance to the issue of strategic
choice. These are:

Immoral management - in which ethical principles are absent, or their
application is instead actively opposed. Such an approach to the processes
of leadership and strategic management is characterized by an exclusive
focus on the persona gain, sdfish interest, competitive position, and
company profit already described above. There islikely to be an absence of
concern about issues of equity and fairness;, a view of the law as “not
applying to me”, or instead constituting an obstacle to be overcome; a
willingness to “cut corners’; and active hostility to the environmenta or
ecological considerations, and the issues of social responsibility described
in later sections of this chapter.
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Amoral management - which ignores or is oblivious to ethica

considerations. Two varieties are identified:-

¢ intentional: in which managers do not include ethical variables in their
decision-making and actions because they perceive that general ethical
standards are only appropriate to non-business areas of life.

e unintentional: in which managers do not include ethical variables in
their business dealings because they are inattentive or insensitive to the
moral implications of their decisions and actions.

Bartol and Martin suggest that a ‘basic principle governing amora
management is “within the letter of the law, can we make money with this
action, decision, or behaviour?’’ (p. 118). They quote as an example the
controversy arising over the supply by Nestlé of powdered baby milk to
nursing mothers in poor third world countries.
Moral management - which attempts to follow ethical principles and
precepts. Bartol and Martin comment that ‘while moral managers also
desire to succeed, they seek to do so only within the parameters of ethical
standards and the ideds of fairness, justice, and due process. As a result,
moral managers pursue business objectives that involve simultaneously
making a profit and engaging in legal and ethical behaviours. They follow
not only the letter but also the spirit of the law, recognizing that moral
management generally requires operating well above what the law
mandates. The central guiding principle is: “Is this action, decision, or
behaviour fair to us and al partiesinvolved?”’ (p. 118). Mora management
may also be described as “ values-based” management.

| SECTION TWO - ENVIRONMENTALISM

ENVIRONMENTALISM

Recent decades have seen increased national and international focus on the
physical, ecological, and psychological environments in which people live.
This focus has resulted from heightened popular concern about the
sustainability and impact of industrial and consumer society on the various
environments in which it operates. These concerns are for instance visible
in:

the potential for climate change and global warming

air and water pollution

the exploitation and the degradation of the natural environment
the loss of animal and plant species

Oo0oD0Od
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deforestation

the effects of commercial forestry

the effects of urbanization

the effects of increasing car ownership and road traffic volumes
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Morden (2004) comments that ‘there is nothing new in public concern for
the physical and psychological environment. The UK’s Nationa Trusts, for
example, have been in the conservation business for many years. However,
increasingly severe environmental problems associated with ... pollution,
toxic waste contamination, and the destruction of tropical rain forests have
raised the level of environmental awareness on the part of the public’
(p. 462). This awareness has reached a threshold at which people are
prepared to act in some way. Such action may be based on the exercise of
consumer or buyer power, or on voting choice in political elections (for
instance as in Germany). Environmental, ecological and “green” concerns
appear, therefore, to have pushed their way on to the agendain:

o theexternal market and economic environment.

o thetechnological environment.

o thesocial and cultural environment, especially among the young people
who will have to inherit (and deal with) the legacy their parents leave
behind.

a the political and legidative environment. Green concerns have been
absorbed into mainstream politics in the West (for instance in Canada
and Germany), whilst the democratization of Russia and central Europe
has |eft governments with the job of cleaning up inefficient industries
and polluted landscapes.

The increasing level of environmental concern, and the “greening” of
markets, contain opportunities and threats for enterprise management.
Some products or services have become unacceptable. Processes and
practices are being re-engineered. Product specification or packaging may
have to be changed. New methods and new technologies are being
developed to meet more stringent environment-friendly standards, or to
maintain competitive advantage in increasingly environmentally sensitive
markets.

At the same time, increasing environmental awareness may decrease
the level of the environmental stability described in Chapter 6 of this book.
Formerly stable market or technological environments, such as those for
agricultural, livestock, or chemical products have become dynamic or
turbulent as consumer attitudes change and purchasing habits alter.
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Similarly, companies will have to react to influential young people
who, as opinion-formers, shape the perceptions of their peers. An
increasingly educated and aware youth will eventually become the voters,
customers, conservationists, and decision-makers of the future.

GREEN ISSUES

In a pioneering UK study, Elkington and Hailes (1988) identified a series
of “green issues’ which impact on purchase behaviour, politica attitudes,
and legidation. These issues may serve to restrict enterprise freedom of
action, or to increase the level of turbulence in the external environment.
These issuesinclude:

The ozone layer - it is apparent that the thinning and puncturing of the
ozone layer has, in part, been brought about by the use of the chemical
compounds of the chlorofluorocarbons or CFCs. These chemica
compounds have been used in aerosols and packaging; whilst their use in
refrigeration and air conditioning plants is being phased out on a global
basis in accordance with the Montreal Protocols.

Climatic conditions and the “ greenhouse effect” - poor air quality; air
pollution; an increasing incidence of asthma in young children; and the
potential for unpredictable weather conditions, global warming and global
dimming, are in part due to the emission of carbon dioxide, nitrogen
oxides, methane, CFCs, and “black smoke” into the atmosphere.

Tropical deforestation - forests are believed to act as “sinks’ for carbon
dioxide, and return oxygen to the atmosphere. They aso darken the surface
of the earth and so absorb heat. Tropical deforestation by burning returns
carbon dioxide into the atmosphere in enormous quantities, and may
thereby contribute to the “greenhouse effect”. Where proper agricultural
use or re-afforestation do not occur (or “slash and burn” techniques of
agriculture continue to be used), the remaining land suffers soil erosion and
deteriorates, rivers silt up and cause flooding, and the flora and fauna of the
areaislost. There may be a direct effect on climate in the region, asin the
Sahel region of Africaa There may also be a direct link between
deforestation, reduced rainfall, and desertification.

Acid rain - moisture in the atmosphere combines with such emissions as
sulphur compounds and nitrogen oxide to produce acid rain, which can
cause extensive damage to soils, trees, lakes and rivers. The most important
man-made sources of acid rain are car exhaust emissions and coa -burning
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power stations. Acid rain is a magjor environmenta problem in Europe and

North America.

Water pollution - the pollution of streams, rivers, lakes and seas results in

part from:-

e the dumping of wastes and effluents, for instance into the North and
Baltic seas.

e uncontrolled intensive farming methods, giving rise to slurry which
leachesinto local rivers.

o the inefficient use of chemical fertilizers, nutrients and pesticides
associated with agriculture and fish-farming, which build up in ground
water or escape into local rivers or lakes.

¢ the use of phosphates and bleaches in household chemicals, which may
not be properly treated in the sewage system, and subsequently escape
as effluent into rivers and lakes.

Waste - the generation and disposal of large quantities of waste, whether in
the form of used packaging or the residues of agriculture, production, or
consumption, has now become a major environmental issue. It aso
represents an inefficient use of scarce resources, and congtitutes an
unnecessary cost. Elkington and Hailes note two main considerations under
this heading, as follow.

Packaging - while packaging is an essential feature of product

specification, product protection and the marketing mix, it is highly visible.

It has become an obvious and easy target for environmental questioning

and criticism. The enterprise may have to consider smplifying or reducing

packaging; avoiding the use of non-renewable resources in the manufacture
of packaging; or using returnable and re-usable systems or recyclable
materials.

Disposal - the disposal of waste may involve the process of incineration.

Incineration may give rise to the contentious issue of the safe burning of

toxic materials. Or instead, waste may be buried in landfill. Landfill uses

up land, and may create what Elkington and Hailes describe as ‘a deadly
cocktail of domestic, commercial and industrial waste'. Landfill may
generate methane gas, which is explosive, and contributes to air pollution.

The disposal of waste also uses up finite resources and “loses’ the energy

associated with the original manufacture or processing.

German companies (under the so-called “Topfer Law”) have to ensure
that bulk packaging is collected and re-cycled. They are also required under
the Duales System Deutschland or “Green Spot” scheme to pay for this
process.

The disappearing countryside - in the case of the UK, the spread of urban

development, afforestation through the planting of pinewoods, and
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intensive farming methods have brought about a drastic change in the
countryside, for instancein:-

e theloss of traditional woodland

o theloss of lowland grassland and heath

¢ theloss of hedgerows

At the same time, the loss of moorland valleys to the construction of
reservoirs may accelerate as the demand for water increases.

Endangered species - housing development and urban spread, road
building, intensive farming (and so on) have all had a severe effect on
wildlife and flora in the developed countries. Much wildlife and flora is
threatened; other wildlife has become marginalized through loss of habitat
or food source.

Excessive fishing in any location can drastically reduce fish stocks.
This has the effect of threatening other animals in the food chain that
depend on that fish stock. This affects sedls, dolphins, whales and birds.
Worse, some fishing methods themselves endanger the lives of sea
creatures such as dolphins.

The destruction or impoverishment of tropical rain forests and habitats
is associated with an acceleration of the pace at which plant and animal
species (many still unknown to us) are threatened or have become extinct.
Quite apart from the moral and ethical arguments this raises, there are
practical implications of such a destructive process. Plants and animals are
being lost whose use as potentia sources of food and plant strains,
pharmaceutical and bio-chemical substances, or natura pesticides, will
never be available when otherwise they should have been maintained for
posterity.

Animal welfare - there are long and sad international traditions of animal
abuse and cruelty associated with:-

¢ thetesting of products and substances.

¢ theintensiverearing of livestock such asvea calves, poultry and pigs.

o therearing or killing of animals or birds for fur, skin, feathers or ivory.

¢ the abuse of beasts-of-burden such as the donkey.

Many commercial organizations are now careful to avoid any association
with animal abuse or cruelty, whether as manufacturers or buyers. For
instance, they have eliminated from sale any item associated with cruelty or
destruction of wildlife. Cruelty-free cosmetics are now widely available.
Others have stopped buying from countries with a poor record of
promoting animal welfare. Sealskin apparel has become an anathema to
many people; whilst the fur trade provides ongoing controversy in Europe
and North America.
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SUSTAINABILITY

Elkington and Hailes see sustainability as a key environmental and
ecological issue. A fundamental question is whether the operations of the
enterprise are environmentally sustainable. Or does the enterprise exploit
its environment on an irrecoverable basis? For instance, look at the two
following illustrative comparisons:

Example one - tropical deforestation and short-term agricultural or ranching
activities, which may cause soil erosion and desertification, being
employed to supply soya, or beef for fast-food outlets. Or instead, the
proper management and replanting of tropical hardwoods for the supply of
timber, at the same time retaining ecology and habitat.

Example two - the excessive use of chemical fertilisers and pesticides, or
the damage to soil structure through monoculture (for instance of wheat or
rice). This process may involve the elimination of habitats (birds and bats
are nature's pesticides); and place at risk insects, bats and birds that carry
out plant pollination. Or instead, the sympathetic use of agro-chemical and
organic farming that respects soil structure, maintains the landscape, makes
space for flora and fauna, and involves fauna to a proper degree in
pollination and pest contral.

SOME DETERMINANTS OF STRATEGIC ENVIRONMENTAL
CHOICE

Three main determinants of strategic environmental choice and decision-
making can be identified. These are described below.

Coercive Pressures

Coercive pressures will force the enterprise to formulate and to adopt
environmentally appropriate strategies. These forced strategies have as
their source:

o prevailing government policy and legidation.

0 EU regulation and policies on environmental, audit, eco-labelling, or
eco-management issues, for instance (i) through the use of life cycle
analysis to assess environmental impact; or (ii) through the concept that
“the polluter must pay”.
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0 the requirement to meet 1SO 14000 standards for environmental
management systems.

o market forces caused by green consumerism; and driven for instance by
the response of retail chains, distributors (etc) who place pressure on
their suppliers to meet the needs of this demand.

o the requirements of ethical and environmental investment policies
marketed by financial institutions.

Nor mative Pressures

Normative pressures of a sufficient strength may cause the enterprise of its
own choice to formulate and to adopt environmentally appropriate
strategies. These self-imposed or required strategies have as their source:

O increasing public expectations of environmentally sustainable
behaviour.

o the desire to be seen to be adhering to, or adopting the prevailing
standards and expectations of environmental and ethical behaviour; and
to be seen to be keeping up to date as these standards change and
develop over time.

o the desire to be seen to respond to environmentalist concerns from
pressure and lobby groups, advisory bodies, and government agencies.

o the requirements of ethical sourcing policies in supply chain
management.

o the requirements of ethical and environmental investment policies
marketed by financial institutions.

Pressuresto Imitate and Follow

In this case, the ethical and environmenta standards set by market leaders
are copied by competitors; or imitated by suppliers, distributors (etc) who
wish to enter a supply or value chain that includes such aleader. The leader
sets the environmental or ethical benchmark that others perceive they have
little choice but to match (that is, to impose upon themselves). For instance,
the UK Body Shop retail chain has shaped perceptions of environmentally
responsible product specification and retail activity. In so doing, it has
influenced the behaviour of a wide variety of cosmetic manufacturers and
other retailers in the direction of responsibility, sustainability, a refusal to
carry out tests on animals, management style, and so on.
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ENVIRONMENTAL STRATEGY CHOICES

A variety of environmental strategy choices are described, for instance by
Azzone and Bertele (1994, 1997); The Financial Times (1996); Maxwell
(1996); and Shapiro (1997). Some of these choices are summarized as
follows.

Passive Strategies

Passive strategies imply that the enterprise does little or nothing positive to
improve the sustainability of its actions. Such strategies may be adopted by
organizations which have a significant vested interest in past or existing
operational investments. These organizations may lobby legislative or
regulatory bodies in a reactive manner in order to attempt to pre-empt or to
reduce the impact of proposed environmenta legislation that has the
potential (i) to affect the viability of these past or existing operationa
investments; or (ii) to enforce new investments in more sustainable
processes.

Compliance Strategies
In this case, environmental actions are undertaken only in reaction to:

o enforcement by regulation or legislation.

o market forces that favour environmentaly friendly products or
processes.

O externa pressures from environmentalists.

O adverse public opinion or media coverage.

Organizations adopting compliance strategies may be categorized as
viewing the price of environmental compliance as a negative influence on
profit generation; and accordingly limit its application to whatever is
perceived by them to be unavoidable. The assumption may also be made
that the enterprise should make environmental investments only when
everyone else in the sector has been forced to make such investments as
well.

Alliance Strategies

Business, commercial, public sector, or administrative organizations may
make aliances with environmental groups. Such drategies are
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characterized by an attempt to balance economic, operational, and
ecological goals. The organization may enhance its reputation or brand
franchise, and gain increased public credibility. The environmental group
may acquire greater influence as well as resources, and be able to achieve
greater compliance by other organizations within the sector as awhole.

Proactive Strategies

In this case, the enterprise uses forecasting processes (such as those
described in Chapter 9) to put in place forward-looking or proactive
environmental strategies which aim to achieve such objectives as:

o shaping standards for the rest of the sector, which will then be forced to
“catch up” and thereby incur similar (or greater) environmental costs.

a conferring market leadership and public credibility as the dominant
environmental benchmark for the sector.

o yielding competitive advantage.

The success of proactive strategieswill be dependent on:

o the effectiveness with which likely environmental shifts in legislation
and markets can be anticipated, and reactions made to them.

O enterprise capacity to influence the setting of standards and
benchmarks for the sector (an architectural and a political capability
described in Chapters 4 and 11).

a the risk incurred in “first mover” strategies, for which there is no
precedent. The first mover may make the right move, or it may not
(competition strategies such as the “first mover” are analyzed in
Chapter 22).

Maxwell (1996) quotes the example of Du Pont. Du Pont was a low-cost
manufacturer of CFCs. It supported the Montreal Protocol banning CFCs
after investing in the development and production of substitutes. The net
result of the inter-government decision was to turn an unprofitable industry
into a profitable one during the phase-out of CFCs. Du Pont used this extra
profitability to secure its dominant position in the more profitable substitute
market. Proactive strategies may be related to, or combined with the
innovation strategies described immediately below.
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Innovation Strategies

Innovation strategies are for instance described by Azzone and Bertele
(1997) in terms of the proactive introduction of ‘process innovations
implying radical improvements in a company's environmental
performance; or product innovations creating ... new market needs. The
successful implementation of environmental innovation strategies may call
for highly developed environmental competencies and a strongly positive
environmentally orientated culture within the organization. Innovation
strategies are described in more detail in Chapter 19.

| SECTION THREE — SOCIAL RESPONSIBILITY |

STRATEGIC MANAGEMENT AND SOCIAL RESPONSIBILITY

Enterprise management has clearly defined strategic responsibilities for the
establishment of corporate objectives, and for the effective use of the
financial, material, knowledge, human, and creative resources contributed
by stakeholders in achieving those objectives. Thisis a primary purpose of
the process of strategic decision-making and strategic management.

The enterprise must aso adhere to operational standards prescribed by
law, such as those dealing with health and safety, employment practice, and
the merchantable quality of goods sold.

But enterprise management may also be deemed to have a wider social
responsibility in that its mission, objectives, and strategy should accord
with the ethics, values, and culture of the wider society of which it is a part.
Thisimplies that management should interact in a responsible manner with
the various stakeholders with whose interests it is confronted. And it should
refrain from unethica or questionable practices.

SOCIAL RESPONSIBILITY AND STAKEHOLDERS
Stakeholdersinternal tothe Enterprise

There may more than likely be a deeply-rooted expectation on the part of
the employees of the enterprise that management will make consistent and
strenuous efforts to maintain stable employment prospects and career
development opportunities. At the very least, management will be expected
to be seen by core employees to show a minimum degree of leadership and
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concern by attempting to mitigate the effects of recession or market change
on the circumstances and conditions of employment.

Management may not be perceived to be sociadly responsible if its
approach to the workforce is predicated purely on short-term
considerations, on “spot” contractual terms, or on crude exploitation.

Stakeholders Immediately External to the Enterprise

The customer - customer expectations about socially responsible behaviour
may be defined in terms of the degree to which products or services
properly satisfy the buyer’s needs within “appropriate” availability, supply
or purchase contexts; at a “reasonable” or “value for money” price; and are
not exploitative.

Morden (2004, p.459) notes that in this respect ‘controversy has
surrounded the sale of powdered milk to nursing mothers in Africa, and
remains in the sale of tobacco products (in decline in the West) to Third
World countries'.

There may also be an expectation that there should be corporate

honesty in the communication of messages through advertizing, sales
promotion, or techniques of public relations (PR).
The supplier - the relationship, for instance between a large-scale purchaser
and a small-scale supplier, may be one in which concepts of commercial
advantage and socia responsibility come face to face. The management of
a large buying organization may have to exercise a significant degree of
self-restraint if it is not excessively to dominate, or even threaten the
continued existence of supplying organizations over which it is potentially
able to exercise crude “ buying power”.

Other External Stakeholders

Of immediate concern to the enterprise may be professional bodies, and
special interest or “pressure” groups, whose power or prestige may be
sufficient to extract enterprise behaviour which is defined as socially
responsible by the standards of these external stakeholders. These might
include professiona accountancy, medical, and legal ingtitutions;, or
consumer organizations capable of direct influence in the affairs of the
organization.

More general judgements of what is, or is not, ethical or acceptable
behaviour may be made by elected representatives, whether at a local,
regional, provincial, national, federal, or supra-national level (such as the
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EU). Such representatives may have the capacity to enforce a legidative
per spective of socially responsible behaviour.

At the same time, the reactions of the wider or genera public may
depend for articulation on the interpretation and standards of the relevant
media (press, radio, television, and internet). Corporate officias
responsible for externa or public relations (PR) may therefore exercise
significant pressure on strategic decision-makers to ensure that the
organization at the very least portrays some semblance of widely
acceptable behaviour in order to secure favourable media coverage of its
affairs. Thisissue was dedt with in Chapter 10.

The Environment and Environmentalism

The issue of environmentalism was dealt with in an earlier section of this
chapter. It noted that public concern over social responsibility hasin recent
years reached a powerful focus in the adoption of enterprise strategies that
are environment-friendly. Responsibility towards the physical, ecological
and psychological environment affects employment conditions, product
specification, raw material supply, production, packaging, marketing, and
disposdl. It can take the form of responsible policies aimed at specifying
life-cycle implications (for instance, what happens to the product at the end
of its life, and how much of its resource content is recyclable); reducing
resource use and pollution; using environment-friendly materials and
processes; espousing “green” products whether for cosmetics, packaging,
paint, fuel or transportation; or improving the quality of peopl€e slives (etc).

OPERATIONAL ISSUES

The implementation of socialy responsible attitudes and practices
throughout the organization is likely to be faced by a number of operational
issues. These include:

Perceiving expectations - the management of the relationship with
stakehol ders and the environment may be complicated by the need to obtain
a clear perception (i) of the current expectations of stakeholders for ethical
and socialy responsible behaviour; and (ii) of the standards associated
therewith. It may prove difficult to establish an agreed consensus amongst
the organization’s decision-makers as to what actually constitutes ethical
and sociadly responsible behaviour; by what standards it should be
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measured; and how it should be measured. What exactly is defined to be
ethical and socialy responsible behaviour? Who definesit?

Mandatory or discretionary - the issue described immediately above may
be exacerbated where managers cannot (or choose not to) decide whether a
requirement to be ethical or socialy responsive in their behaviour is
mandatory or discretionary. The degree to which there is any difference
between the two depends on the nature and strength of prevailing ethical,
moral, and cultural values; and on how influential these have become in
determining what is “acceptable” as opposed to “unacceptable’ enterprise
decision-making and behaviour.

Sakeholders and contingencies - there is likely to be some kind of
relationship between the level of stakeholder interest in the ethical and
social responsiveness of the strategic management process, and such
contingencies as.-

e company size, type, and technology.

e products and marketsinvolved.

¢ the scale, scope, and visibility of operations.

¢ thelevel or degree of social impact or environmental disturbance.
Morden (p. 461) comments that in general terms ‘the larger and more
conspicuous the organization, the greater are likely to be the pressures upon
it to behave in asocially responsible manner’.

The feasibility and acceptability of compromise - where the organization
faces avariety of different stakeholder or environmental expectations about
how it should behave, it may produce some kind of operationa
compromise about how it should respond. Such a compromise might be
effective. Or instead it may satisfy none of its stakeholders whilst at the
same time alienating at |east some of them in the process.

Neutral or proactive? - decision-makers may choose to take a publicly
neutral (or non-committal) stance towards their perceived obligations. Or
instead they may espouse a proactive position, boldly defining what they
consider to be ethically and socially responsible behaviour and attempting
to promote this as a part of the organization’s culture. Such a decision may
be accompanied by a clear public declaration within statements of mission
and values about how the enterprise proposes to respond to stakeholders
and environment. This may be perceived to have considerable value as a
corporate communication and marketing message. Kodak’'s values, for
example, were described in Chapter 11.
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SOME INTERNATIONAL EXAMPLES OF SOCIAL
RESPONSIBILITY ORIENTATIONS

There are a variety of international examples of strategic socid
responsibility orientations. These include the following.

Hampden-Turner and Trompenaars (1994), Chen (1995), and Redding
(1997) comment on a primary role of the Japanese corporation (“kaisha” or
in its extended form the “keiretsu”). This is to employ people and develop
long term strength or competence for individual people, for the enterprise,
and for Japan.

Bloom, Caori and de Woot (1994) describe as key features of
European management a humanistic orientation to people and their society;
and a perceived need for social responsibility in corporate dealings. People
are to be served by progress - not the other way round.

Lessem and Neubauer (1994) identify a number of other features of
socia responsibility within the European context. These include:

o aholistic view of the place of the enterprise within the context of the
needs of the society of which it is a part. Responsibility towards, and
co-operation with other components of the whole society are seen as
the appropriate relationship by which to achieve socid progress.

O arationalist orientation to prescribing the role of the enterprise within
the wider needs of the economic and political management of society.

Michel Albert (1993) compares Anglo-Saxon with Germanic or
“Rhineland” capitalism. He places the role of the enterprise firmly within
the context of the needs of the social market (or the civic economy) and its
stakeholders - a concept which underpins broad areas of European Union
thinking. The role of business enterprise is conceptualized to be to serve a
long-term communal purpose; whilst a “reasonable degree” of annual
profitability (and careful financial management) are seen to indicate that
value is being created and that resources are not being misused or wasted.
The UK Royal Society of Arts (RSA) “Tomorrow’s Company” Report
(1995) contends that only through a strengthened relationship architecture
with and between employees, customers, suppliers, investors, and the
community as stakeholders will companies innovate, adapt and prosper,
whilst a the same time maintain public confidence through overtly
responsible behaviour. The RSA comments that ‘we believe that only by
giving due weight to the interests of all key stakeholders can shareholders
continuing val ue be assured. We describe this as the inclusive approach and
have developed a framework for its use by Tomorrow’s Company’
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(piii) ... ‘it is this inclusive approach which differentiates Tomorrow's
Company ... the companies which will sustain competitive success in the
future are those which focus less exclusively on shareholders and on
financial measures of success - and instead include all their stakeholder
relationships, and a broader range of measurements, in the way they think
and talk about their purpose and performance’ (p. 1).

Hamel and Prahalad (1990, 1994) emphasise the importance to
competitive advantage of the long-term build-up and sustaining of skills
and competencies within the relationship architecture of the enterprise. The
development of skills and competencies by organizations will at the same
time strengthen the economic factor advantages that the wider society
enjoys, and improve the opportunities and skills of its people.

REVIEW QUESTIONS

1. Why are ethics and values relevant to strategy formulation and strategic
decision-making? In what ways may they influence the process of
strategic management?

2. In what ways does environmentalism influence strategy formulation
and strategic decision-making?

3. What are“green issues’?

4. What is“sustainability”?

5. What is socia responsibility and why is it relevant to the strategic
management process?

TECHNIQUES OF CASE STUDY AND ANALYSIS
Where the appropriate information is available in the case study:

1. ldentify enterprise values or value set.

2. ldentify actionsthat are (or are not):-
e ethica
e environmentally sustainable
e socialy responsible

3. Comment on the degree to which the enterprise applies ethica
principles to the processes of strategy formulation and decision-
making.
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PROJECT ASSIGNMENTS

1. Using available information, identify a good “ corporate citizen”.

2. Using available information from a variety of sectors, identify some
actual examples of ;-
e ethical strategies
e environmentalist strategies
e socialy responsible strategies

3. Describe the ethos and value set of an organization that is of interest
to you.

4. Ug ng available information, identify some actual examples of:

e ethica enterprise behaviour
e good environmentalist practice
e socially responsible enterprise behaviour
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Chapter 13

Financial Strategy and Management

‘For which of you, intending to build a tower, does not first sit down
and estimate the cost, to see whether he has enough to complete it?
Otherwise, when he has laid a foundation and is not able to finish, all
who see it will begin to ridicule him, saying “this fellow began to build
and was not ableto finish”’.

St Luke' s Gospel - Chapter 14, Verses 28-30

You cannot study strategy without studying finance. Finance is a basic
resource and constraint upon which the process of strategic management
depends. Those who have made funds available to others for business
purposes will eventually require a return on their investment. Life almost
aways comes back to “the bottom line”, whether we like it or not.

This chapter deals with a variety of financial management issues,
including expected performance, capital structure, risk management, and
the avoidance of corporate falure.

The chapter analyzes the role and expectations of the providers of
finance as key stakeholders in the organization. It describes and comments
on some of the strategies used by enterprise management to satisfy these
stakeholder expectations. It explains the “cost of capital” concept, and
discusses the relevance of this concept within the context of strategy
formulation and strategic decision-making.

Strategy formulation and strategic decision-making processes are
analyzed in Chapter 14. Performance evaluation is described in Chapter 16.

THE PROVIDERS OF FINANCE ASKEY STAKEHOLDERS

Individuals, families, institutions, or the state provide the financing of the
enterprise. The capital provided may take the form of equity, overdrafts,
credit, loans, or funds made available from the public purse. The providers
of this finance are key stakeholders in the organization. They expect an
appropriate return on their investment, or the proper payment of interest
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and the repayment of capital, or clear evidence of the effective use of
monies provided by the state for the public good. Shareholders as
stakeholders may, in particular, expect:

0 consistency and reliability of dividend flows over time.

a growthintherea value of these income flows over time.

a growth in the capital value of the shareholding that may arise from
increasing company profitability and business value.

The UK Hanson Group clearly stated, for example, that the maximizing of
shareholder value was one of its primary objectives, and shaped its
corporate governance, financial strategy, and financial management.
Hanson believed that many other companies failed to maximize shareholder
value, and as aresult under-performed as far as shareholders are concerned.
The company believed that such under-performing companies made good
acquisition targets for its own business development because once they
were purchased, effective and competent management could be put in place
to increase the level of shareholder value yielded by the investment. This
issueis dealt with at a number of pointsin this and other chapters.

Shareholders may include individuas, families, investment trusts,
holding companies, banks, insurance companies, pension funds, financial
institutions, and the state.

RETURNSTO EQUITY

Returns to equity shareholders are commonly measured in terms of:
earnings per share

price-earnings ratio

dividend yield
dividend payout

0O0D0D

These ratios were described in Chapter 3.
M eeting Shareholder Expectations
Shareholders may expect the enterprise to provide a return that is

appropriate to their investment. Enterprise management has to judge what
shareholders perceive to be appropriate by using:
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past performance trends

interfirm comparisons and benchmarks
current market expectations

aternative investments and opportunity cost

[ iy wiy )

At the same time, shareholders may have expectations about the quality of
earnings that they should receive. Quality of earnings means the
dependability of dividend income streams. The more dependable the
income, and the lower the risk, the more desirable will be the investment.
The resulting share price “premium” may protect the company from the
threat of takeover, if it is publicly quoted, but places management under
pressure to provide consistent dividends, year in and year out (irrespective
of fluctuations in trading conditions or the emergence of recession). Major
ingtitutional investors, such as pension funds, seek dependable earnings
above all ese so that they can satisfy the demands of their own customers
and investors.

Shareholders may also be concerned about the asset-backing of their
investment. Assets provide a buffer for share price in the event of the
enterprise running into trouble. Ideally, these assets should be easily
realizable and unencumbered by securities on loan finance. In this case, the
enterprise can realize some of its finance and reassure its shareholders that
there is no risk to their investment, thereby lessening the chance of afal in
share price and company valuation.

Shareholders are concerned with enterprise cash flow. A shortfal in
cash flow may make it difficult to pay dividends. Dividend and interest
payments, loan repayments, payments to creditors (etc) may have to be
financed through further borrowing or the issue of additional equity capital,
which will exacerbate the difficulty. At the same time, a shortfall in cash
flow may bring about a drop in company valuation, since the enterprise
may have to sell off productive assets or investments in order to make good
the cash shortage.

Strong cash flow, on the other hand, makes the enterprise attractive to
investors. Cash is available to fund competence building, innovation,
business development, and so on. Dividend and interest payments present
few problems. The capacity to internally finance the chosen development
strategies means that the enterprise can seek additional funds from outside
investors at competitive rates, since little risk is likely to be involved. And
the quality of the investment discourages shareholders from trading their
investment. Share values are high and any potential takeover threat may be
prohibitively expensive.
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Shareholders may also favour a company that has strong institutional
backing. Large institutional investors, such as insurance companies,
pension funds, investment trusts, or unit trusts are often reluctant to
withdraw their support for the enterprise. They may view their investment
as long term, provided that they receive an appropriate quality of earnings
taken one year with another. The presence of key institutional investors
may “keep management on its toes’, since a fundamental purpose of
financial strategy and financial management will be to keep these large
investors happy.

Managing Returnsto Equity

Earnings per share (EPS) are maximized when the enterprise achieves the
greatest possible sustainable return over time on the capital employed in
the business. EPS can be improved (i) by increasing the return from
existing assets (as for instance described in Chapter 21); (ii) by new
investments, new acquisitions, or innovation; or (iii) by reducing capital
employed but maintaining earnings.

The reduction of capital or assets employed may imply the strategy of
divesting activities that are no longer considered to be able to meet the
minimum target for earnings quality or return on investment. Company
management may feel on grounds of opportunity cost that such activities
contain no further useful potential for earnings improvement, so wish to
invest the funds they represent in a more profitable line of business.
Effective, consistent and long-term performance in terms of EPS may have
the effect of boosting share prices and keeping share valuations high. This
(i) encourages existing shareholders to hold on to their investment; (ii)
makes the enterprise less vulnerable to takeover; and (iii) makes it easier
for the enterprise to raise additional equity.

Dividend Policy and Retained Earnings

Dividends (and therefore the EPS they represent) may be reduced if profits
are low. They may also be reduced if there is a pressing need to retain
funds in the business for investment in new business development,
acquisition or innovation, etc. These retained earnings are a widdly used
source of working capital and investment finance.

Policy decisions therefore need to be taken on the relative distribution
of available cash and profit to (i) dividend payment or (ii) retention in the
business. Dividend policy, in consequence, has two interrelated objectives:
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Q optimizing or maximizing returns to shareholders in the short and the
long term; and

O maintaining the investment that will generate these returns to
shareholders within the time-scal es appropriate to the sector.

The need to provide a consistent quality of earnings, but at the same timeto
fund competence development, innovation, new product or process
development, or new business development poses decision-makers with a
dilemma. They may choose to make the most appropriate trade-off between
paying out, or retaining profits. They may instead take a short-term view of
the business, abandoning longer-term investments in innovation, research
and development, business development (etc), despite the likelihood that
their competitors will gain competitive advantage from such activities. Or
they may use a mix of investment funds, including long term loans and
income from cash flows, to attempt to satisfy a wide range of strategic,
product-market and business devel opment objectives, whether short or long
term.

These issues are aso dedt with at various other points in this book,
including Chapters 11, 12, 14, 15, 16, 17, 19, 20, 21, 22, 27, and 28.

SERVICING LOAN FINANCE

The servicing of loan finance commitments represents a fixed cost to the
business. Interest payments on loan finance, and capital repayments
themselves, cannot normally be waived. Returns to preference shareholders
and debenture holders also represent a fixed cost, as these too cannot be
waived. Loans and debentures are secured against assets, which reduces the
risk to the lender. Default on payment may allow the lender to take control
of the company in order that funds can be recovered. And the higher the
perceived risk, the higher will be the interest rate charged. On the other
hand, loan capital does not carry any ownership rights per se, unlike equity
capital. And interest payments may be tax-deductible, asin the UK.

The need to service loan finance commitments may present the
enterprise with a number of policy dilemmas, and with the need to make
trade-offs or compromises between them. Interest payments and capita
repayment absorb profit and cash flow. Where profit or cash flow fluctuate,
there may be a“knock-on” effect on the earnings available for reinvestment
or the payment of dividends. Once interest payments have been made, the
profit balance (or residue) could either (i) be shared in some proportion
between returns to equity and reinvestment; or (ii) returns to equity may be



230 Principles of Strategic Management

stabilized to provide earnings quality, leaving funds for reinvestment
potentially subject to wide and unpredictable annual fluctuations.

This dilemma may affect the formulation and choice of dividend
policy. It may aso pose difficulties where the enterprise is committed to
heavy and long-term investments in business or technology devel opment,
innovation, or new product or process development (etc). Additional
sources of investment funds (which need to be financed by dividends or
interest payments) may have to be obtained in order to maintain the
continuity of innovation, new business development, and so on.

Strategic priority may, therefore, be given to maintaining stable profit
and cash flows. This may minimize the risk posed by the potential for wide
variations in profit and cash flow, described above, in situations where
extensive use is made of loan finance within the capital structure of an
organization based upon equity ownership.

At the same time it confirms the apparent advantage of structures of
ownership and finance in which considerations of maximizing short-term
returns to shareholders are displaced by the longer-term objectives for
competitive advantage, knowledge management, innovation, business
development and market position that for instance characterize many
Swiss, French, South Korean, Chinese, and Japanese businesses.

TAXATION

Interest on loan finance is for example tax-deductible in the UK. Therefore
its use may be preferred to that of additional equity finance (on which the
payment of dividendsis not tax-deductible) within the capita structureif its
cost is calculated net of the tax that would otherwise have been paid if
dividends to equity finance had been incurred.

More generaly, and depending upon national tax laws, financia
strategy may in part be directed towards minimizing or offsetting the level
of company or corporation tax that would otherwise be payable on declared
profits. Certain types of investment may be made because they attract
investment allowances against tax. Or additional expenditures may be made
on employee welfare, contributions to pension funds, etc, which are
tax-deductible, or increase goodwill and help the enterprise to attract better
employees.

In the private and SME sector, the objective of financial strategy is
often to minimize the level of profit declared, rather than to maximize it.
Directors may take advantage of company taxation laws that permit
alowances againgt tax for company cars, perquisites, etc. Or they may
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deliberately undertake additional investments in marketing, market share
enhancement, operational, or new product development activities that are
calculated to have the effect of eliminating much of the taxation liability
that would otherwise have to be financed. They might even purchase
potentially loss-making activities like professional football clubs for
reasons of prestige or persona ambition.

THE COST OF CAPITAL (“*K”)

Sizer (1979) comments of the cost of capital (or “K”) that ‘the minimum
acceptable return from any project is the rate of interest which the firm is
paying for the capital invested in (it) ... a firm draws capital from various
sources and each has a different cost ... the objective should be to develop a
financing structure which minimizes the firm's weighted average cost of
capitd’ (p. 305).

The variable “K” therefore represents the notional cost of the capital
invested in the firm. It may be described in terms of the weighted average
cost of capital or “WACC". This weighted average cost of capital is made
up of a series of capital components, obtained from various sources, for
each of which a* component cost” may be calculated. Weston and Brigham
(1980) for example identified four main component costs within the
WACC to be (i) any or al of preference shares or debentures; (ii) loan
finance; (iii) retained earnings;, and (iv) external equity. Weston and
Brigham then calculated the company’s weighted average cost of capital
using the general formula:

(n)
K% = ¥ w() k(i)

(t1)

at time one (t1), where (n) is the number of components, w(i) is the weight
of the i'th type of capita component; and k(i) is the cost of the i’th
component.

This weighted average cost of capital, together with the individual costs
of debt and equity components, may for the purpose of illustration be
plotted against the debt-equity ratio within the company’s capital structure,
as in Figure 13.1. This shows an optimal point x at which the WACC is
minimized.
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After-tax Cost of equity
cost of capital
WACC
Cost of debt
0 X Debt/equity ratio

Figure 13.1 The Weighted Average Cost of Capital (WACC)
“K” and the Return from Divisions

Where a company operates on a decentralized, divisionalized, or
semi-autonomous basis, the cost of capital “K” may be used as a tool of
strategic integration and control. This is because neither the cost of capital
employed in any one division, nor the return earned on the investment of
that capital, can conceptualy be permitted by the corporate centre to get
“too far out of ling” from the cost and return to the organization as a whole.

In practical terms this may mean the use of K% as a threshold figurein
the establishment of divisional performance targets. The financid
performance of any one division would be measured against “K” as a
minimum yardstick, and divisions would be encouraged to maximize their
financial return at or above this figure. Divisions may then be required to
remit to the corporate centre an annual sum equivalent to K% on their
capital employed, perhaps being permitted to retain residual income earned
in excess of this cost of capital return threshold.

These issues are also dealt with in Chapter 15.

“K” and the Return from Capital | nvestment

Where the firm is carrying out an appraisal of possible capital investments,
the minimum acceptable commercial return may be established as
equivalent to the firm’s cost of capital. “K” is used as an appraisal hurdle
or cut-off rate againg which forecast returns from the aternative
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investments are compared. Capital investment appraisal will then be based
on either of the main methods of discounted cash flow.

In the simplest case, the forecasted revenue returns from the investment
will be discounted to give their net present value or “NPV”. The company’s
cost of capital K% is used as the minimum hurdle or threshold rate against
which the expected returns are discounted. Where a positive NPV results,
the return from the investment exceeds the cost of capital and the project
may be viewed as commercially viable.

Where forecasted revenues can instead be discounted to calculate the
internal rate of return (“IRR”) from the investment alternatives available to
the firm, the resultant IRR curve may conceptually be plotted against the
curve representing the marginal cost of capital (“MCC") that would be
required within the firm's capital budget to finance the investment
aternatives proposed. Thisis shown in Figure 13.2.

Figure 13.2 shows that projects m to n would be undertaken. These
projects equal or exceed the threshold cost of capital a% of a capital budget
£b. Projects n to g would be rejected as their IRR would not cover K% as
expressed in the MCC curve, given that a% is the hurdle rate below which
investments are considered to be commercially unviable.

These issues are also dealt with in Chapter 15.

Cost of capital
(K) and return
on capital
employed
(ROCE)

a%

0 £b New capital to be raised
Figure13.2 IRR and Capital I nvestment Appraisal
The Relative Levd of “K”

Where an investment opportunity exists and the potential returns can be
forecast with any degree of relative accuracy, the lower the cost of
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obtaining the capital required, the greater the profitability is likely to be.
Competitive advantage relative to competitors may be obtained where the
enterprise is financially strong, or is in a good position to raise funds, or
can obtain funding at the lowest possible cost. The lower the K% cost of
adding the value represented by the investment, the more profitable may be
the opportunity. This issue is dedt with at various points elsewhere in this
chapter and in other chapters of this book. The forecasting process was
described in Chapter 9.

MANAGING RISK AND RETURN
Chapter 3 referred to the following risk-related appraisal calculations:

a current ratio and acid test asindicators of solvency and liquidity.

O gearing ratio and long-term debt ratio as indicators of debt
management.

o dividend cover and interest cover as indicators of ability to meet the
requirements of key financial stakeholders.

O margin of safety.

Issues of risk management were analyzed in Chapter 8. Chapter 9 dealt
with the forecasting process.

Risk and Returnsto Equity Capital

Shareholders may (i) expect areturn on their equity capital that is above a
minimum threshold figure. Otherwise they will invest their money in
risk-free fixed interest bonds or deposit accounts (etc). Shareholders may
also (ii) have expectations of growth in the capital value of their
investment, taken over some “reasonable’ period of time. They may
therefore be prepared to make some kind of trade-off between these two
expectations, for instance favouring lower dividends for greater capital
growth. Thereafter, the degree to which any particular equity shareholding
meets owner expectations may determine:;

investor attitude to the relative desirability of the investment.
investor willingness to make further investmentsin the company.
company valuation and share price.

incidence of trading of these shares.

00D O
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0 the degree to which acquisition by others is a viable course of action,
and hence the potential threat of hostile takeover by a predator.

An earlier section of this chapter has aready suggested that shareholders
may seek investments that:

o contain aminimal risk of achieving a poor rate of return.
o maximize the chance of obtaining a satisfactory rate of return.
0 yield aconsistent and dependable quality of earnings.

Such expectations may in consequence shape the choice of business and
financial strategies pursued by the enterprise. They may constrain the
strategic choice that is perceived to be available where equity capital is a
key constituent of the capital structure. And such expectations may play an
important part in the formulation of decisions about the nature and direction
of the competition strategies described in Chapter 22, and business
development strategies discussed in Chapter 27.

The level of risk inherent in the strategic decisions made by the
enterprise must therefore, to an appropriate degree, be consistent with the
prevailing expectations and experience of equity shareholders. Perceptions
of business risk, shareholder expectations, and investor confidence in the
enterprise may all be interrelated features of company risk management.

The interrelationship of (i) enterprise risk management strategies and
(i) the maintenance of investor confidence is of particular importance in
the case of activity proposals that contain higher than usual risk, or whose
outcome may prove unpredictable. Higher risk business development,
innovation, new product or process development (and so on) must be
capable of attracting funds from investors. In such cases, investors may
expect that their shareholding:

O stands a“reasonable chance” of yielding a high rate of return.

0 hasan “acceptable chance” of achieving a satisfactory rate of return.

a contains the minimum acceptable risk of an unsatisfactory rate of
return, or the actual loss of value described in Chapter 8.

The formulation of enterprise financial strategy may therefore have to
accommodate to the likelihood of investors formulating their own
risk-return trade-offs. These investor preferences may depend upon:

o thelevel of risk perceived by existing or potentia investors (or by their
financial advisers).
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0 the effectiveness of corporate communications, and the capacity of the
investor relations activity (i) to create understanding about the
investment proposa and (ii) to generate favourable external attitudes
towardsit.

0 the perceived risk posed to the overall valuation of the business that is
inherent in the consequences of any particular investment proposal .

Enterprise choice of financia strategy may therefore have to accord with
the performance expectations and risk tolerance of existing and potentia
investors. The choice of business, product-market, and development
strategies described in this book may, of necessity, have to be informed and
constrained by these key investor parameters. This is particularly true in
the case of the traditional UK and US public company, quoted on the stock
exchange, dependent on shareholder funding and investor attitude, and
potentially vulnerable to the threat of takeover by predators, corporate
raiders, or asset strippers.

FINANCIAL OBJECTIVESIN THE FAMILY BUSINESSAND THE
SME

Financia strategy within the family business or the SME may be oriented
towards the achievement of a particular set of objectives. These objectives
include:

survival.

achieving break-even position or maximizing the margin of safety.

making a profit.

optimizing the use of the potentia competitive or market share

advantage that may arise from the ability to accept low margins on a

sustained basis over time.

minimizing tax burden.

O managing the potential consequences of (i) unlimited liability; or (ii)
the need to give personal financial guarantees; or (iii) the need to
secure external sources of funding against valuable personal or family
assets such as a house, property or real-estate.

0 meeting interest payments and repaying loans.

preserving family assets and preserving future income.

o continuing the business within the family, or retaining family influence

and control over its affairs even when operating as a private or public

company.

0000

O

O
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o selling off the business to realize or maximize personal wealth.

o dealing with the consequences of incompetent or poorly motivated
members of the family.

o selling off the business to retire, for instance in the absence of effective
management continuity, drive, enthusiasm or interest on the part of
younger members of the family.

Goldsmith and Clutterbuck (1985) noted that some of the large
family-dominated businesses that they had studied showed particular
concerns about succession. The successful companies in their study were at
pains to point out that family members had to complete difficult and
prolonged “apprenticeships’ before they could even be considered for
management positions. The preservation of asset and business quality and
value became a paramount objective, and would-be managers had to prove
their worth before getting anywhere near to directing the affairs of the
enterprise. That said, it is the large family companies of Mediterranean
Europe, South Korea, and the expatriate or Hong Kong Chinese that are
well known for the development of long-lasting dynasties based on the
relationships of kin, marriage, personal allegiance, and partnership under
whose strategic direction many successful businesses are run.

FINANCIAL STRATEGY AND FINANCIAL MANAGEMENT IN
PRIVATE, CLOSE-HELD, AND CROSS-HELD COMPANIES

Financia strategy and financial management in the private, close-held, or
cross-held company may be oriented towards the achievement of such
objectives as:

O preserving personal, proprietorial, family, or stakeholder control and
influence over the affairs of the company.

Q preserving the viability and value of personal, proprietoria, family, or
stakeholder assets; and ensuring the continuity of future income flows
therefrom.

o eliminating the risk of unwanted or hostile takeover by a predator.

O maintaining the ownership and control of key strategic assets (Chapter
4) such as property and red estate; brand names; proprietary knowledge
or patents (etc); secret processes, formulae or recipes; or personaized
features of service provision; and so on.
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O optimizing the use of the potential competitive or market share
advantages that may arise from the ability to accept low (or zero, or
negative) profit margins over asustained period of time.

O optimizing the relationship between short-term and long-term rates of
return.

o the pursuit of strategic objectives such as those associated with (i)
optimizing the long-term capability and competence of the enterprise,
and optimizing its competitive advantage; (ii) long-term research and
development, innovation, new product or new brand development, or
new process development; (iii) market positioning; (iv) competitive
objectives such as those associated with the pursuit of aggressive
competition strategies or market share enhancement; (v) business
development; (vi) the pursuit of an aggressive programme of acquiring
other companies; or (vii) internationalization or globalization as are
described at various pointsin this book.

a fulfilling non-business objectives for instance associated with (i)
charitable or socialy responsible aims; (ii) the provision of localized
medica or welfare facilities; (iii) the development of political
affiliations (as in Japan); or (iv) the pursuit of political influence and
power (as for example happensin the USA).

O optimizing the market value of the enterprise in order eventualy to sell
it to the highest bidder; and thereby to realize or to maximize the
personal, family, or corporate wealth of the owners, proprietors, or
stakeholders.

Examples of private, close-held, or cross-held companies include:

a the German mittelstand.

o many such companies in Hong Kong, Switzerland, Lichtenstein, Spain,
and Scandinavia (such as those of the Swedish Wallenberg Trust).

0 the Japanese keiretsu groupings.

0 the South Korean chaebol groupings.

a the Mexican grupos companies.

| IMPLEMENTATION ISSUESAND FINANCIAL MANAGEMENT |

MANAGING COSTSAND REVENUES

Enterprise financia performance may be indicated by trends in such
accounting ratios as ROCE, RONA, or ROSC described in Chapter 3. Such
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indicators may be used to demonstrate the effectiveness over time of
enterprise planning, strategic decision-making, and strategic management.
Within the calculation of each of these ratios there are three key variables.
These key variables are:

O net revenue and cost, because profit = (net revenue - total cost); and
o capital employed to generate revenue and to incur cost.

The processes of strategic and business planning, financial management,
marketing and operations management, (etc), must therefore be concerned
with the consequences of making decisions and implementing strategies
that will determine enterprise performance under these three basic
headings. This is because improved business performance, as indicated by
improved profitability, can ultimately only come from the processes of :

Q increasing revenue.

O decreasing costs.

a improving the use of capital employed (or decreasing the amount of
capital employed whilst increasing its productivity).

o or acombination of each.

The impact of revenue, cost, and capital employed on business planning
and performance is described below.

Revenues

Financia performance (and the results of the strategic management and
business planning it represents) depends upon the net revenues achieved by
the enterprise from its activities. Given any level of customer or segment
demand, revenues may for instance depend on:

o market, competitive, and environmental conditions over which the
enterprise has a greater or lesser degree of control (Part One of this
book).

O company sources of competitive advantage, and its relative position in
the sector or market (Part One).

a company competences of foresight and forecasting, over which the
enterprise should have a considerable degree of control (Part Two).

o competition and product-market strategies, as described in Part Four of
this book.
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Pricing

Financial performance also depends upon the pricing competence of the
enterprise. Revenues and pricing are directly related. Morden (1993)
suggested that, in addition to knowledge of the level of market demand, the
nature of market competition, and the prevailing macroeconomic trends,
enterprise capacity for effective pricing depends upon a clear understanding
of the impact on available pricing choices of:

customer types and market segments.

consumer behaviour and perceptions of price.

the influence of channels of distribution.

the need to cover costs of research and development, innovation and
new product or process development, etc.

0O0O0D

Pricing policy needs to take into account the implications for establishing
profit margins of using (i) a percentage mark-up added to costs, or a target
percentage rate of return criteria.

Enterprise pricing is aso dependent on policy decisions about whether
absorption costing, or contribution-based (“marginal”) costing is to be
used. In conditions of intense market competition, the use of contribution
costing may be seen as the most flexible available pricing technique. Thisis
because it allows the enterprise to set prices (i) that at least cover direct
(variable) costs; or (ii) that earn some contribution while not necessarily
covering all fixed (overhead) costs incurred; or (iii) that achieve
break-even; as well as (iv) to price for profit (where price covers variable
cost + fixed cost + required profit margin).

Capital Employed

The assets used to generate revenue, and that give rise to costs may
varioudly be described as capital employed, net assets, shareholder capital,
or total investment according to the ratio (Chapter 3) being used as a
performance indicator. This capita employed is represented by the
operational capacity, capability, knowledge, and competence described at
various points in this book. It has a direct influence on the generation of
revenue, cost, and profit. For instance:

Revenue generation - may be dependent upon:-
e operational capacity, quality, and volume.
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e the capahility of the assets to generate competitive advantage, customer
service, reputation, or value.

o thesdituational flexibility or adaptability of the asset profile over time.

o dtaff knowledge and competence in maximizing the effective use of
operational capacity to generate value and revenue over time.

Cost and profit generation - may be dependent upon the level of
operationa efficiency and productivity. The more efficient is the
operational capacity, (i) the higher may be the profit margins obtained
relative to competitors; or (ii) the lower is the investment required, since
the enterprise is achieving more value per unit of capital expenditure than
its competitors.

Cost and profit generation may aso be dependent upon the
achievement of asset, operational, or staffing synergies. Synergy is an
indicator of joint or combined effect, and is described elsewhere in this
book.

Costs

Business results as indicated by profit performance are likely to depend
heavily on enterprise capacity to manage and control costs. This for
example may imply:

a optimizing operational and employee efficiency and productivity.

Q minimizing waste.

0 understanding the applicable technologies, and their impact on cost
behaviour.

o making appropriate investments in project and process research and
development, innovation, Six Sigma, or reengineering.

O making appropriate investments in people, knowledge, experience,
competence, and skills development, for instance as described in
Chapters 19 and 20.

o implementing appropriate strategies of resource “stretch and leverage”
described in Chapter 21.

o achieving economies of scale, critical mass, or movements down the
experience curve described in Chapter 23.

o Making use of “lowest cost” locations as described in Chapter 28.
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MANAGING CAPITAL STRUCTURE

A variety of issues associated with the management of capital structure
have aready been analyzed in this chapter.

Capital structure was defined in Chapter 3 as comprising the various
sources of finance used in the business. Funds may come from investors,
lenders, and creditors. Capital structure and ownership are therefore closely
linked. Capital structure and business survival are also closdly related.
Business survival and the potential for corporate failure are examined in the
next section below.

Chapter 3 described the gearing ratio and long-term debt ratio as
indicators of the heath of company capital structure. Long-term debt may
be used to “gear up” the business where it is judged that the return from the
investment of these funds will be greater than its cost. Holders of equity
then “own” the increased value so generated, and may receive the benefit in
the form of increased dividend. This benefit may be enhanced where
interest payments are tax-deductible, asin the UK.

An earlier section of this chapter however described the risk inherent in
using loan capital in thisway. This risk comes from:

o the requirement to pay interest and to repay the capital. These
requirements take precedence over the alocation of funds to make
dividend payments. Interest payments have to be made, (i) whether or
not rates of interest are subject to unforeseen increases, or (ii)
irrespective of conditions of recession when enterprise profitability
may be falling. Dividend payments may have to be lowered in order to
meet more difficult prevailing circumstances, or be abandoned
altogether until trading conditions improve.

o the temptation to increase borrowing in order to finance continued
trading (for instance when the possibilities of raising further equity
capital or external credit have become exhausted), or to finance the
payment of dividends in the hope of maintaining share values. This
may have the effect of mortgaging the future of the company. The
enterprise may become over-reliant on sources of loan finance. It may
then become over-committed to a level of interest and capita
repayments it cannot sustain. It could then become a candidate for
failure, as described in the following section.
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BUSINESS SURVIVAL AND CORPORATE FAILURE

It was noted in Chapter 3 that enterprise management needs to keep its
financial situation under continuous review. This is essentia in order (i) to
ensure long-term corporate survival, and (ii) to identify and remedy
potential causes of corporate failure.

Classic symptoms of cor poratefailure

Letza (1992) suggests that there are three classic symptoms of corporate
failure. These are:

a low profitability
o highgearing
a low liquidity

Each of these three symptoms may be indicated by trends in the company’s
accounts. The relevant ratios are described in Chapter 3. The symptoms are
interrelated, and are shown in Figure 18.3. The classic path to corporate
failure starts with the company experiencing low profitability. This may be
indicated by trendsin the ratios for:

a profit margin
Q return on capital employed
O return on net assets

A downward trend in profitability will raise the issue of whether, and for
how long the enterprise can tolerate a return on capital that is below its cost
of capital “K”. If profitability problems become entrenched, the failing
company may seek additional funds and working capital by increasing its
borrowings, whether in the form of short term or long term debt. This
increases the company’s gearing, since the higher the proportion of
borrowed funds, the higher the gearing within the capital structure. The
increased debt burden this represents may then exacerbate the situation,
particularly if the causes of the decreased profitability have not (or worse,
cannot) be resolved.

The worsening profit situation must now be used to finance an
increased burden of interest and capital repayments. In the case of a
publicly quoted company this means that fewer and fewer funds will be
available to finance dividend payments. It may become impossible to
obtain external credit or to raise further equity funds. Confidence in the
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company as an investment may wither away, leaving the share price to
collapse. If the company is basicaly sound, for instance, but ineptly
managed, the best that can be hoped for is a takeover bid for what may be
now asignificantly undervalued investment.

Letza comments that ‘a company may at this point not be beyond
redemption but unfortunately, more often than not, rescue attempts are not
mounted’. This may be because the company’s management does not
recognize the seriousness of the situation; or is by now too heavily
committed or too frightened to admit the truth to its stakeholders; or is
instead simply “living on borrowed time” before it must face the inevitable.
Letza suggests that ‘when the next round of refinancing’ (or attempted
refinancing) ‘occurs and profits fail to cover interest payments' (or capital
repayments) ‘a cash flow crisis occurs. Effectively the liquidity position is
desperate (and) no more money’ can be borrowed. Creditors then withdraw
their support and seek to obtain the payment of outstanding debts, thereby
hastening the final outcome.

Company solvency and liquidity, as indicated by the current ratio and
acid test, now indicate the desperate nature of the situation faced by the
enterprise. The patience and goodwill of lenders and creditors becomes
exhausted. Stakeholders will be concerned to limit their own losses, and
they will petition for the company’'s administration, receivership or
liguidation. This step may be forced upon the company, or it may seek the
end gracefully by voluntary means.

Thus, the financial health check described in Chapter 3 may find its
most important application in attempting to predict and avoid the potential
for corporate failure. Rescue attempts may fail because they did not
recognize the symptoms of potentia failure early enough to do anything
about the causes.

Worse, shareholders, stakeholders, or externa anaysts may be the first
to recognize the impending potential for failure. The apparent absence of
recognition by management of the existence of this potentia for failure, or
an apparent unwillingness to remedy the causes may itself spark off aloss
of confidence amongst stakeholders that may make the eventual failure all
the more likely.

Argenti’s Cor porate Failure M odel

Argenti (1983) suggests that corporate failure may instead result from any
(or acombination) of:

a highgearing
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Figure 13.3 The Corporate Failure Cycle

o overtrading
Q investment inlarge projects

The risks of excessive borrowing and high gearing have been described in
the previous section, above. Overtrading describes a situation in which the
enterprise attempts to finance a given or increasing level of operational
activity on the basis of inadequate working capital. Where the working
capita base is inadequate, the enterprise runs the risk of becoming
over-reliant on short-term financing from banks and trade creditors. An
increasing reliance upon such funds may eventually lead to a situation in
which there is a significant excess of current liabilities over current assets,
and the threat of the withdrawa of bank and creditor support. Large
projects pose a threat to the financia viability of the enterprise where the
investment they represent:
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has the effect of decreasing company profitability below an acceptable
level, or over an unacceptable time scale.

is financed by excessive borrowing, thereby increasing gearing beyond
what isregarded as a safe level.

is the cause of overtrading, especialy in the SME.

REVIEW QUESTIONS

1

2.

8.

9.

10.

Why are financia strategies a key component of enterprise strategic
choice?

Describe and comment on the expectations of the providers of finance
as key stakeholdersin the enterprise.

How may the enterprise satisfy the expectations of financia
stakeholders?

What is dividend policy and how may it be managed?

What isthe cost of capital? How may it be formulated?

What is the role of the cost of capital concept in strategic choice and
decision-making?

How may the enterprise manage risk and the return to capita
employed?

Describe some of the financial objectives of the family business and the
SME.

What is financial management? Why is it an important feature of the
strategic management of the enterprise?

How may the enterprise attempt to secure its financia survival?

TECHNIQUES OF CASE STUDY AND ANALYSIS

Where the appropriate information is available in the case study:

1

2.

Identify the role and influence of the providers of finance as key
stakeholders.

More specifically, how influential are shareholders (and the directors
representing their interests) in strategic decision-making and choice?
Identify and analyze the financial strategy or strategies (if any)
apparent from the case study. Why do you think that the case company
is pursuing this strategy?

Identify the relationship (if any is apparent) between financia strategy
and enterprise strategic choice.
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PROJECT ASSIGNMENTS

1. Using published data, analyze the financial and dividend performance
of a publicly quoted company. Comment on its apparent choice of
financial strategy.

2. Using published data, compare and contrast the financia performance
of two or more publicly quoted companies in different countries.
Comment as appropriate on the apparent choice of financia strategy
within the wider context of enterprise strategic choice.

3. Write areport appraising the financia performance of a client SME or
family company. Make appropriate suggestions for future financial
strategy within the wider context of enterprise strategic choice. Present
your findings.

4. Using trends in ratios calculated from published accounts, prepare an
analysis of the financial management of a company of interest to you.
Comment on the implications of your findings for the wider strategic
management of that company. Present your findings in the form of a
report to management.
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Chapter 14

Strategy Formulation, Governance, and
Strategic Decision-Making

“If awindow of opportunity appears, don’t pull down the shade.”
Tom Peters.

Chapter 7 analyzed the strategic management of time. Chapter 8 looked at
risk assessment. Chapter 9 analyzed business planning and forecasting as a
pre-requisite to the strategy process. Chapter 11 defined the concepts of
mission, objective, and strategy; and analyzed their purpose. Chapter 12
looked at the impact of ethical issues and values on the establishment of
enterprise mission, objectives, and strategy. Chapter 13 dealt with issues of
financial strategy and management.

This chapter looks at the issue of who formulates objectives and
strategy, and who makes decisions. It analyzes how strategies are
formulated, and looks at the generation of strategic alternatives. It looks at
process issues associated with strategy formulation. It describes a variety of
decision-making roles. It deals with issues of strategic fit or congruence. It
comments on target or expected level of achievement. And it summarizes
the process of allocating resources that follows the making of enterprise
decisions.

STRATEGY FORMULATION, GOVERNANCE, AND DECI SION-
MAKING

The process of strategic management does not “just happen”. Someone has
to decide what is best for the enterprise. There may be agreement about
what is the best way to proceed; or there may be disagreement. Someone
has to identify the alternative strategies and courses of action that are
available to the organization to help it achieve its objectives. Someone has
to decide whether the enterprise is capable of doing what is being proposed.
There may be a consensus about all of these things, or everything may have
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to be subject to negotiation. There may be conflicts amongst decision-
makers, and there may even be “battles in the boardroom”. But in the end,
somebody or some group of people has to exercise leadership, to make the
decisions, and to take responsibility for them.

WHO FORMULATES STRATEGY?

There will be a relationship between the type of enterprise and the people
who formulate the strategic component of the strategy hierarchy described
in Chapter 11. The process of strategy formulation depends, in part, on the
type of organization in which it is taking place, thus:

The small to medium sized enterprise (SME) - typicaly owned and
controlled by an entrepreneur as proprietor. Strategy formulation and
decision-making are in the hands of the owner, and derive from his or her
objectives for the business.

The partnership - in which strategy formulation and decision-making are
jointly the responsibility of the partners. Strategy formulation will therefore
depend on the interpersonal processes used by the partners to establish
agreement among themselves. The prior joint agreement on the strategies
to be pursued by the enterprise may be an essential pre-requisite to
management harmony in a UK partnership, given the legal condition that
the actions of any one partner are binding on the others.

Partnership as a legal form of enterprise is mandatory in the UK for
professional organizations such as legal, accountancy, medical, and some
types of consulting organizations.

The private company - in which control is vested in the hands of a
relatively small (or restricted) number of shareholders, trustees, or their
representatives. Private companies often develop out of successful sole
traderships or partnerships; and are a common form for family businesses
to adopt. Strategy formulation and decision-making are likely to be
controlled by dominant shareholders or family representatives. Ownership,
strategy formulation, and operational control are likely to be closely linked.

Private or family companies are a common feature of the business
environments in Europe and South East Asia. The Chinese family business
(CFB) is a predominant enterprise form world-wide amongst the overseas
Chinese.

The public company or shareholder corporation - in which there is
commonly the separation of ownership from the processes of strategy
formulation and management. A chief executive officer (CEO) or president,
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and a board of directors (perhaps comprising “executive’” and “non-
executive” directors) or management board nominally elected by the
shareholders, direct and control the affairs of the company. The board may
contain employee representatives and people from outside bodies,
depending on local company law. One of its main responsibilities is the
establishment of the corporate mission, objectives, and strategy described
in Chapter 11.

A key issue for a public company is how strategy is to be established,
and who is to be involved in the process. In many public companies, for
instance, professional managers who do not necessarily hold shares are
often involved in the process of strategy formulation. At the same time,
there has in recent years been increasing shareholder pressure on Anglo-
Saxon companies, through the “corporate governance” movement, to allow
independent or non-executive directors (who directly represent the interests
of shareholders as key stakeholders and primary beneficiaries) a greater
influence on the establishment of corporate objectives and strategies. The
corporate governance movement is primarily concerned to increase the
shareholder value represented by the investment in the enterprise; and
typicaly focuses on short-term profitability and growth in share value.
Corporate governance is described in alater section of this chapter.
Co-operatives and commonwealth organizations - as quasi-democratic
bodies, members of the co-operative or commonweath (or their
representatives) are to some degree entitled to have a say in the direction of
its affairs. For instance, Lessem and Neubauer (1994) describe the
workings of the general assembly and general councils of the Mondragon
co-operatives in Spain, and the rights of worker-membersto be involved in
management processes and strategy formulation there. Members of the UK
John Lewis Partnership are called “partners’ and are represented through
branch and central councilsin the management of that company’s affairs.

In the UK, however, there appears to have been an increasing trend
towards the employment of professional managers in co-operatives and
commonwealths, and the establishment of professionalized management
boards responsible for strategic decision-making within the organization.
Building societies and mutual companies - building societies and mutual
companies are legally owned by their members or trustees, and the process
of strategy formulation and decision-making is normally the responsibility
of an elected management board. This board must seek a mandate from the
membership before major strategic initiatives can be undertaken.
Nevertheless, as with co-operatives and commonwealths in the UK, the
processes of strategic management are becoming increasingly
professionalized.
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Sate-controlled, public sector, and not-for-profit institutions - strategy

formulation and decision-making in such organizations may involve any

(or all) of:-

o elected representatives.

appointed officers.

appointed management boards.

central, federal, provincial, or local government representatives.

representatives of regulatory authorities (such as the UK's OFTEL,

OFWAT, or the Regulator of Railways).

employee representatives.

o representatives of stakeholders such as customers, clients, or sub-
contractors (etc).

e professiona managers or administrators.

Strategy formulation and decision-making in such ingtitutions may be
highly politicized. Strategic management outcomes will be a function of the
process issues described in alater section of this chapter.

THE INFLUENCE OF FOUNDER AND FAMILY

Goldsmith and Clutterbuck (1985) argue that founder or family may have
considerable influence on objective setting, strategy formulation, and
strategic decision-making. The founder of the enterprise shapes the initial
perspective and vision of the organization, and sets the tone for much of
what isto follow.

Goldsmith and Clutterbuck argue that their sample companies seemed
to show that the founder and his or her family successors may:

a provide continuity - family members grow up with the business and
understand it intimately. Those that go into it and rise to positions of
authority have charge of the family’s most important asset. They are
likely to wish to maintain the value and standing of that business for
the benefit of future generations. The business is the family’s most
important inheritance.

o provide a long-term perspective - which it may be difficult for the
professional manager from outside to give. One of Goldsmith and
Clutterbuck’ s respondents notes that ‘the founder takes a longer view
than the professional manager’ (p. 133). This longer term view is, of
course, helped where private company status or dominant family
shareholdings mean that strategy formulation is not subject to the short-
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term rigours of annual stock market expectations. This year’s dividend
may be a less pressing issue, and longer-term attitudes to investment,
innovation, and staff development may characterize the strategy
hierarchy.

Long-term perspective and continuity has been a hallmark of some
of the large South Korean conglomerates (the chaebol) which remain
family controlled.

a have room for wider values than might otherwise be possible - for
instance, when it comes to providing extra employee benefits or staff
development opportunities. These, in turn, make the company an
attractive employer and may reinforce team spirit and staff loyalty.

0 may be able to establish a public identity that reinforces product,
service, and brand image - private or family companies may be able to
avoid appearing “faceless’ or “uncaring”’. Goldsmith and Clutterbuck
guote the UK example of H P Bulmer; other examples might be
Richard Branson’s Virgin Group or Paterson and Zochonis (Cussons).

However, family businesses may be at a significant disadvantage from any
or al of:

Q competence issues - Goldsmith and Clutterbuck comment on ‘the
potential for disaster that comes from alowing incompetent family
members to assume positions of responsibility’ (p. 135). There may be
a need for (and the willpower to carry out) the “sidelining” of
incompetent family members before they can do any lasting damage to
the enterprise. Otherwise the business may experience what is known
in the world of the Chinese family business as the “three generation”
syndrome. The family business may go “from shirtsleeves back to
shirtsleeves’ in three generations, the final (third) generation ultimately
ruining the success that had taken the two preceding generations to put
together!

Goldsmith and Clutterbuck note of their sample companies that
‘most of our successful companies seem to have overcome this by
being more severe in their demands of family recruits into management
than they are towards outsiders... (the incompetents) ... are weeded
out at an early stage and promotion depends heavily on ability’.

O succession issues - the private or family enterprise may be confronted
by the problem of succession between generations. The search for a
successor may reveal alack of competence or willpower on the part of
the available candidates. Or the weath created by the founder's
dynamic efforts may have so corrupted the family’s offspring that there
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is no mativation to carry on the hard work involved in running the
business: wedlthy entrepreneurs may create “playboy” children whose
idleness or fecklessness contrasts starkly with what went before! There
may instead simply be no-one to take over the reins of the business.
Succession issues in Italian or South Korean family enterprises are
for example widely documented. Able children may be expensively
(and internationally) educated and ruthlesdy prepared for succession.
The prevailing culture will then ensure that they recognize and come to
fulfil their duty to others! At the same time, the necessary marriages for
the children will be arranged; future heirs will be expected; and family
networks proactively reinforced.
internal rivalries - avariety of authorities for instance note of the South
Korean chaebol the incidence of family infighting over control,
succession issues, and inheritance. Such interna rivaries may be
impossible to deal with, and may have devastating effects on the
strategic management process and on management continuity. Family
members may not be able to separate their business activities from the
interpersonal dynamics (or “stew”) of family relationships. Feuds may
spill over from one to the other.
the potential for catastrophic mistakes - entrepreneurial, family, or
private businesses characterized by a concentration of power may
operate in an environment where there is no outside or “objective’
sanction to the use of that centralized power. The use of unchecked
authority (perhaps exacerbated by the existence of a dominant
individual or clique, or “groupthink” amongst decision-makers) may
lead to the making of catastrophic mistakes that may threaten the
continued existence of the enterprise.
the need to accommodate to professional management - even where the
private or family business recognizes the need to bring in professiona
management from outside, there may be a lengthy period of
accommodation and uncertainty associated with the process of
professionalization. There will have to be a necessary delegation and
devolution of authority to the newcomers; and a recognition that they
must eventually be drawn into the most confidential activities of the
enterprise. A changed culture, open communications, and a new trust of
“outsiders’ will have to be developed before the process of
professionalization may succeed.
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CORPORATE GOVERNANCE

The concept of “corporate governance” is not new. It may be dated back to
the time in the eighteenth and nineteenth centuries when the incorporation
of business companies with limited liability became available. A
corporation is alegal entity. It is separate and distinct from its owners and
managers. Governance issues arise when such a corporation acquires a life
of its own, that is, whenever ownership of the entity is separated from its
management and control. A change in ownership structure for instance
from family or private to public company status (with the opportunity to
raise capital through the external sale of stock), separates the owner from
the functions of leadership and management. The role of owner may
ultimately change from active participant to passive observer.

The Separation of Ownership and Control in Business Enterprises

Thus, one mgjor issue of corporate governance is the separation in business
companies of equity holders and owners (as the primary beneficiaries
described in Chapter 11) from those who lead and control these business
enterprises. The separation of ownership from control, and the wide
dispersion of equity ownership amongst shareholders means that the latter
may no longer be able to control the leadership and direction of the
corporation of which they are the owners. Control shifts to the hands of
executives responsible as “agents’ or “stewards’ for the assets of the
shareholders. The rise of professiona directors and managers acquiring
wide powers in shaping the future strategic direction of the corporation then
means that there may be alarge body of shareholders who exercise little or
no control over the wealth of the enterprise that they own.

The Definition of Corporate Gover nance

Corporate governance may generally be defined as a process whose
purpose is to shape, to direct, and to supervise the actions of an
organization. This definition may be applied to any kind of organization;
and comprises.

O the setting of strategic intent, purpose, and direction, as described in
Chapter 11.

0 the selection, development, and compensation of senior management.

0 the supervision of leadership and managerial action, for instance in the
strategic management process.
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0 the evaluation of the capability, competence, and leadership record of
decision-makers and managers. Performance evaluation is dealt with in
Chapter 16. Leadership and strategy are analyzed in Chapter 17.

O the creation and guarantee of corporate accountability varioudy to
primary beneficiaries such as owners, the providers of finance described
in Chapter 13, or other key stakeholders so that the interests of al are
properly safeguarded.

The governance role is not concerned directly with the operations of the
organization, but instead focuses (i) on the process by which directors or
governors (etc) give leadership and direction; (ii) on overseeing and
controlling the executive actions of management in achieving enterprise
objectives; and (iii) on satisfying the legitimate expectations of
shareholders, stakeholders, or other interests within or beyond the
boundaries of the corporation for regulation and accountability, as
described in Chapters 11 and 12. Corporate governance may in this sense
be regarded as a means of safeguarding the interests of, or baancing the
relationships between the corporation’s constituents, namely the
shareholders, banks, other sources of finance, or the representatives of
taxpayers, directors, governors, and management; employees; customers,
clients, or patients (etc); suppliers and creditors; and other stakeholders
including the state and the general public.

The Organization for Economic Co-operation and Development
(OECD) defines corporate governance in business organizations as ‘the
system by which business corporations are directed and controlled. The
corporate governance structure specifies the distribution of rights and
responsibilities among different participants in the corporation ... and spells
out the rules and procedures for making decisions on corporate affairs. By
doing this it provides the structure through which the company objectives
are set, and the means of attaining those objectives and monitoring
performance’ (1999).

In addition, the need for the proper co-ordination and integration of the
affairs of the organization is seen as a further reason for the presence of an
accountable authority and control. Corporate governance may be concerned
to ensure that this necessary co-ordination takes place in order to prevent
fragmentation and the risk of loss of shareholder or stakeholder value it
may represent. This risk was graphically illustrated by the unco-ordinated
US public sector response to Hurricane Katrina in New Orleans during
August and September 2005, which resulted in severe and long-term losses
of ahuman, social, and financid nature.
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Corporate Governance and Stakeholder Interests

The concept of the stakeholder organization or stakeholder corporation is
defined to provide for, and to balance the interests of a broad spectrum of
stakeholders as beneficiaries. These beneficiaries may include owners,
shareholders, taxpayers or their representatives, the relevant sources of
finance; appointed officias, decision-makers, or the management of the
organization; employees; customers, clients, patients, or voters; suppliers
and creditors; the state, and the wider community or its environment (etc).
The governance of the public, the educational, and maybe the healthcare
sectors in any one country may be characterized by the use of such
stakeholder-oriented organizations. The success of such institutions in
achieving their objectives may therefore be judged by the degree to which
the required service outcomes can be achieved whilst harmonizing or
balancing stakeholder interests within the relevant financial and time-
related constraints.

Corporate Gover nance and Shareholder Value

Corporate governance in this case is rooted in the concept of profit
maximization for shareholders. Corporate governance in a shareholder
corporation may be defined in terms of strategic decision-making that is
based on the rdationship between the investor, the board of directors of a
company, and the management team. Decision-making is founded on the
requirement for an accountability towards shareholders that requires the
enterprise to focus primarily on maximizing shareholder welfare. This may
be described in terms of a model of managerial discipline in which the
single most important responsibility of company directors is to ensure that
managerial behaviour conforms to the wishes of the company’s
shareholders. Shareholder value is defined in terms of company earnings,
dividend payments, and share price. Its may also mean, controversialy, that
directors may be discouraged from forestalling a takeover from which
shareholders as owners would benefit financialy. These issues are dealt
with in detail in Chapters 13 and 27.

Governance in a shareholder corporation therefore deals with the ways
in which shareholders as the providers of finance assure themselves of
getting a return on their investment. Indeed, one view of corporate
governance is defined in terms of how investors persuade managers to give
them back their money with an added return. This raises the question of
how far the performance of a firm should reflect the nature of the capital
structure described in Chapter 13. Corporate governance is also understood
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in this context as a means of dealing with business risk (Chapter 8) for
investors, whose interests may not be protected by lenders, suppliers, and
customers.

Some | nter national Comparisons of the Cor porate Gover nance of
Business Organizations

Significant differences in structures of corporate ownership may be found
between different countries. Culture, history, and the legal systems of
countries have led to different approaches to corporate governance. In this
sense, the concept of corporate governance may be regarded as equifinal in
nature. This equifina view states that there is no one “best” system of
corporate governance. Each system exists in a different social, political, and
legal environment. Each has its own advantages and disadvantages.

Corporate governance systems may differ in the following ways. They
may concentrate power in the hands of just a few; or instead distribute
influence among several stakeholder groups. They may provide
stakeholders with few instruments of influence; or instead provide many
such mechanisms. And they may distribute those instruments of influence
in away which is (i) consistent with, or (ii) inconsistent with other factors
such as the distribution of power and influence in the organization;
prevailing regulation; or perceived needs for the ethical, environmental, or
socia responsibility described in Chapter 12.

International differences may be illustrated by assigning aternative
forms of corporate governance into one or other of two categories. The first
category is the “insider system”, which is characterized by a high level of
ownership concentration, non-liquid capital markets, and a high degree of
the close or cross-holding of shares described in Chapter 13. The second is
the “outsder system”, which is characterized by widely dispersed
ownership; liquid stock markets;, a low or non-existent level of close or
cross-holdings of shares; and an active, competitive, or contestable market
for corporate control.

The Anglo-Saxon - thisis typically an outsider-controlled and sharehol der-
oriented system. Historically, Anglo-Saxon countries have tended to adopt
aunitary board comprising both executive and non-executive directors. In a
unitary board the responsibility for all management and control activitiesis
handled by one single governance body. In the Anglo-Saxon model the
interests of shareholders are paramount and the role of corporate
governance is to ensure that the defined degree of shareholder value is
generated. It is however recognised that shareholder value may only be
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achieved through the directors having proper regard to the architecture and
trust on which company success depends. This architecture includes
employees, customers, suppliers, the state, and the community. The Anglo-
Saxon model aso points to the significance of, and the impact of business
decisions on the company’s reputation in its relevant environments.
Companies in the UK have traditionally resisted mechanisms of co-
determination such as supervisory boards or works councils.

The USA - US boards of directors predominantly represent the interests of
the owners, and act in the best interest of shareholders to deliver
shareholder value. The board of directors of alisted company must consist
of amajority of independent directors, and certain committees must consist
only of independent directors. Historicaly US citizens have relied on
externa regulation and legislation enforced by the state to resolve
controversial issues of governance, business ethics, social responsihility,
stakeholder interest, and strategic choice. It is unusual to have employee
representation on boards of directors.

Japan - the annual general meeting (AGM) and the board of directors may
be regarded as ceremonia ingtitutions. Many Japanese companies are not
represented on stock exchanges and tend to have few non-executive
directors. The system is collegiate, with shareholdings being held by
families, or being held by core banks in the keiretsu business groupings, or
being mutually cross-held by group members or other companies. Chen
(1995) notes that ‘a Japanese company tends to select shareholders that it
wants to acquire its shares. Usually, shares are mutually held among
companies and financial  institutions that have  business
relationships ... unless ... two companies which cross-own each other's
shares intend to end their relationship, they show little interest in the
management of the other company. This practice isade facto ... separation
of management from the wishes of the owners ... the management does not
have to worry about the interference of the shareholders, and thereby
enjoys a high degree of autonomy’ (pp. 182-183).

The interests of employees and customers are likely to be rated above
those of shareholders for the reason that the system of shareholding means
that management does not have to be so concerned with shareholder value
issues, or the threat of hostile take over as in the Anglo-Saxon model. Chen
notes that ‘dividends are paid not as a percent of earnings but as a percent
of the par value of shares ... consequently, dividend yields as a percentage
of market value ... are relatively low...since dividends are paid as a percent
of the par value of shares, a highly profitable company can easily meet its
dividend requirements with a small percentage of total earnings. Therefore,
the bulk of its earnings can be utilised for reinvestment’ (pp. 182-183).
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Managerial discipline, decision-making, and control is internalized

within the structure of the company. Chen comments that ‘as long as
the ... shareholders are satisfied with a return on their investment they have
very little power in meddling in the company’s affairs. The magjority of the
board of directors... is made up of inside members, ie the members are
selected from the senior executives of the company. As career employees,
they become board members as they move up in the executive hierarchy
and closely identify themselves with the company ... in cases where the
companies are either members of large business groups or (are) heavily
indebted to commercia banks, outside directors may be appointed to
represent the solidarity of the group or to protect the interests of the bank.
Nevertheless, outside directors can neither function as real outsiders ... nor
can they constitute a majority’ (pp. 182-183).
Germany - the German corporate governance system has traditionally been
regarded as a representative example of a stakeholder-oriented and insider-
controlled system. As in countries such as France and the Netherlands,
companies in Germany are customarily seen as having a socia aswell asan
economic purpose. However, as compared with some other European
countries the legal framework (the grundgesetz and the handel sgesetzbuch)
in which German companies operate is highly specific and is strongly
enforced.

There is a two-tier system of governance, in which supervisory and
control functions are separated. German stock corporations are governed by
three separate bodies. These are the shareholders’ meeting, the supervisory
board, and the management board.

The shareholders’ meeting controls the actions of the supervisory and
management boards; decides the amount of the annual dividend; appoints
the independent auditors, carries out certain significant corporate
transactions; and elects the members of the supervisory board.

The supervisory board (aufsichtsrat) appoints (and as necessary
removes) the members of the management board and oversees the
management of the corporation. The supervisory board is concerned with
the interests of the owners and the employees, and is responsible for the
long-term well-being of the enterprise. Its objective has not traditionally
been to maximize shareholder value, but rather to ensure the stability and
growth of the enterprise.

The management board (vorstand) manages the business of the
corporation and represents it in dealings with third parties.

Under German law, simultaneous membership of the supervisory board
and the board of management is not permitted so as to separate the
supervising and executing components of an enterprise.
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The German corporate governance system is based on the premise that
it is necessary to involve lenders and employees in the decision-making and
strategic management of business organizations. Firstly, banks play an
important role in Germany. Borrowing has historically proved more
important than equity as a source of external finance. Banks are often
represented on the supervisory boards and own large amounts of equity in
many listed companies. Secondly, employees are given significant
influence in the supervisory board. Employees have rights of co-
determination (mitbestimmung) in corporate governance as well as the
owners or the representatives of banks. Depending on the size of the
company, up to 50 percent of the members of the supervisory board may be
nominated by employees or their unions.

Typically, the chairperson of the supervisory board, who has a second
vote in the case of atie, will be a representative of the owner or the bank,
while his or her deputy will come from the employee side.

In the past, however, investor protection was given lower priority in
Germany than for instance in the USA or in Anglo-Saxon countries. Thisis
in part explained by the long-standing didike of the “speculation” that
Germans associate with the buying and selling of company shares as a
source of trading profit.

In the past decade there has however been a wave of developments
shifting the genera structure of German corporate governance towards the
Anglo-Saxon model. Germany is adopting elements of US capital market
regulation, and there is a trend towards common accounting standards and
greater information transparency. There isimproved investor protection and
stronger monitoring of management performance, for instance in terms of
profitability and cost.

However, significant differences between the German and the Anglo-
Saxon model remain, for instance in the extent of employee representation
on company boards, the role of large or institutional shareholders as
compared with banks in corporate governance; and the extent to which
stock options and performance-oriented financial incentives (which remain
unpopular) are used to motivate managers and employees.

HOW STRATEGIESMAY BE FORMULATED
There are a number of methods by which strategies may be formulated, and

strategic decisions made within the enterprise. Any combination of the
following may be used:
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appraisal and analysis - of the results of the processes of the strategic
analysis, forecasting, and business planning described in detail in Part
One and Part Two of this book; or more generally of emergent gaps,
opportunities, and threats that have been identified.

stakeholder analysis - by which the requirements of corporate
governance described above, and the potentia influence of the
stakeholders described in Chapters 11 and 13 are incorporated into the
process of objective setting and strategy formulation.

the identification and solution of specific issues and problems - as
identified through processes of scanning, forecasting, appraisal,
monitoring, and feedback.

scenario analysis - as described in Chapter 9 of this book.

modelling and synthesis - for instance using sensitivity or “what if?’
analysis of emergent issues or forecast scenarios.

simplification - by which unnecessary complications or redundant
variables (however these are to be defined) are eliminated from the
processes of conceptualization and formulation of the issue a hand.
This process of simplification is sometimes described in terms of the
application of “Occam’s razor”. Occam’'s razor may be used to cut
away irrdlevant externa variations or surface “window dressing” to
reveal the heart of the matter that lies within, and about which the
decision must really be concerned. The process of simplification may
also be used to eliminate the syndrome of paralysis by analysis (or
“analysis-paralysis’) by which the issue of concern is rendered so
complex that decision-makers are unable or unwilling to act. Decision-
makers are literally “frozen” into a state of confusion, indecision, and
incapacity.

limited experimentation - by which the enterprise implements a limited
programme of trial and test in order to further develop and understand
the type and range of strategies from which it may make an eventual
choice.

consultation - for instance by taking “expert advice’, seeking trade
opinion, or employing consultants to identify and specify options and
aternatives. The use of a process of consultation assumes that decision-
makers are “open” or “sympathetic’ to a variety of views rather than
just their own.

participation - by which any or all of directors, managers, stakeholder
representatives, employees, customer representatives, and other value
chain congtituents are to some degree involved in the process of
objective setting and strategy formulation. This would assume a high
level of enterprise openness, a low power distance, a low degree of
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uncertainty avoidance, high levels of trust, open communication
networks, and a high level of risk tolerance. Decision-makers would
have culturaly to be prepared to have their decisions questioned and
criticized; and perceived “mistakes’ openly discussed and challenged
by others.

Participative influences on strategy formulation and decision-making
may imply the use of the high trust cultures described by Fukuyama
(1995), and analyzed in Chapter 18. Or they may imply the use of
consensus based cultures such as those found in Japanese keiretsu
companies, or those described by Ouchi (1981) as “Theory Z” in
character.

a prescription or command - by which objective setting and strategy
formulation is centralized to the locus of dominant power in the
enterprise. Prescriptive or “top down” approaches are typica of
entrepreneurial or family type enterprises; or of those enterprises run by
astrongly authoritarian leader or “taipan”. Prescription or command are
features of high power distance and low trust.

O negotiation - by which strategic choice and strategic management result
from negotiations between stakeholders and the relevant sources of
power within (and external to) the enterprise.

o compromise - by which the form of enterprise strategic choice and
strategic management is shaped by the perspectives, positioning,
parameters, and values upon which most of the participants to the
decision-making process can agree. Compromise outcomes are often
characterigtic of the strategic management of public sector and not-for-
profit organizations. The resultant compromise may (or may not) then
be relevant to dealing with the conditions faced by the organization.

O vote or quasi-democracy - by which objective setting or strategic
choice are determined by processes which are more or less democratic
in form. Such processes may be subject to compromise; or may instead
be subject to:-

o lobbying, “persuasion”, and politicized processes - for which the
development of the relevant politica and lobbying skills may be
needed by leaders and decision-makers. This issue was described in
Chapters4 and 11.

GENERATING STRATEGIC ALTERNATIVES

Strategy formulation also depends on the identification of appropriate
strategic alternatives or choices. E.R. Alexander (1979) suggests for
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instance that the range and quality of the alternatives or options generated
by the strategy process may be a function of two inter-related variables of
the search process being used to identify them. These variables are shown
inFigure 14.1.

<+—— DEGREE OF PRE-EMPTION —»
LOW/OPEN  INTERMEDIATE HIGH/CLOSED

SYSTEMATIC, BEST
CREATIVE CASE

PRAGMATIC,
SITUATIONAL
SEARCH - TYPE,
CREATIVITY
MIX

BASED ON
PRECEDENT

REACTIVE,
PASSIVE, WORST

NON-CREATIVE CASE

Figure14.1 Generating Strategic Alternatives

The first variable is the degree to which the search process is systematic
and creative in character. Thisis shown on the vertical axis of Figure 14.1
as “search-type, creativity mix”. Alexander suggests that search processes
have two dimensions. The first dimension is the level of creativity inherent
in the process. The second dimension is the type of search, which may
range between:

o the systematic and comprehensive (e.g “leave no stone unturned”).

a the pragmatic, heurigtic, or situationa (e.g. “do the best you can under
the circumstances”).

0 being based on precedent (e.g. “thisis how we dways do it”).

O being reactive or passive (e.g. “but what, if anything, can we do about
it?").

The second variable is the degree to which the search process is open, pre-
empted, or “closed” . This is shown on the horizontal axis of Figure 14.1.
The variable indicates the extent to which the process of generating



Strategy Formulation, Governance, and Strategic Decision-Making 265

strategic aternatives is an open or restricted one. For instance, classic
sources of closure (restrictions on the type, range, or novelty of the
aternatives generated or permitted) include:

o high power distance, authoritarianism, and the centralization of power
(“the boss decides what we do round here; it'sup to him”).

o low trust of other people or ideas (“well, the... would say that,
wouldn’t they. But their funny ideas won't work here!”).

O negative or hogtile value judgements (“it's ssimply inappropriate; we
most certainly can't do that”).

O negative or hostile cultural features (“it's not the way we do things
here”).

Q strong or hostile professional, political, or ideological forces (“it's
unacceptable! How can you even think of suggesting it?!").

o strong uncertainty avoidance and a high level of risk aversion (“it’s too
risky for us’).

o short-termism (“it won't pay back quickly enough”).

a complacency, inertia, and the desire to maintain the status quo (“we've
never done things that way; why change now? And besides, it's too
much like hard work ... how about a nice lunch and a bottle of wine,
eh!”).

o fear of new ideas or the need for change (“if it ain’'t broke why fix it?").

a the “not invented here” syndrome (“we didn’'t invent it, so it can’'t be
any good”!).

o the “we have nothing to learn from them” syndrome (“we know better
than them!”).

A classic analysis of the closure processis given by Rosabeth Moss Kanter
in the 1985 book The Change Masters (Routledge).

Alexander suggests that the “best case’ is located at the upper left quadrant
of the matrix shown in Figure 14.1. Here there is a minimum of pre-
emption, coupled with a systematic and creative search process. Alexander
suggests that the “worst case” is located at the bottom right quadrant of the
matrix. Here there are severe constraints on the type or range of aternatives
that it is permissible to identify. At the same time, the search process is
reactive or passive and non-creative.
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STRATEGY FORMULATION: PROCESS ISSUES

The process of strategy formulation and decision-making may be
influenced by such variable factors as:

The composition of the decision-making group - the stronger, the more
culturally similar, and the more cohesive this group perceives itself to be,
the more confident it may be in taking major decisions and risks. Decision-
makers who are at the same time owners, key stakeholders, and primary
beneficiaries are likely in particular to exercise a dominant influence on
decision-making.

Boards of appointed directors or managers may be less sure of their

position relative to owners or stakeholders, especially where they perceive
themselves to be culturally or functionaly varied in outlook, and where
they do not enjoy a significant degree of security of tenure in the job. They
may feel constrained and risk-averse as decision-makers, and in
consequence adopt “conservative’, low risk, or short-term policies. This
issueisrelated to:-
The relative organizational power and status of the members of the
decision-making group - power and status may be correlated with
ownership or a stakeholder role; or with the degree of strength of tenure of
an appointed manager or official. Owners, stakeholders, or expert
appointees are in a strong position to determine strategy.

The appointed managing director, university vice-chancellor, or heath

service administrator may instead find that he or she enjoys no such clarity
of role, being subject to pressures from institutional investors, non-
executive directors, political masters, powerful boards of governors, trade
unions, or influential pressure groups. Appointed managers must wait to
see whether they can always rely on the unequivocal backing and support
of those who were responsible for making the decision to recruit them in
the first place (eg “we have every confidence in the manager!”).
The role of functional specialists or “strategic planners’ - the use of
functionally specidised strategic planners to create objectives and strategy,
and to determine the alocation of resources within the enterprise, was
widespread in large Anglo-Saxon companies until relatively recently. They
are still to be found for instance in public sector and healthcare bodies, for
example in the UK. However, the concept of strategic or corporate planning
as afunctional speciality is now out of fashion in Anglo-Saxon companies;
and the process of strategic management (at least at the level of the
business unit, as described in Chapter 11) is typicaly delegated to
divisional or business unit managers.
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Strategic planners as functional specialists are ill influential, however,
in French and South Korean companies. High prestige and status attaches
to the role of strategic planner in French organizations. Chen (1995) notes
that ‘an outstanding organizational feature of Korean companies is that
their vertical and hierarchica control is supported by strong functional
control from departments like planning, finance and personnel. Korean
companies attach great importance to functional specialization, alowing
the planning and finance departments to exercise significant functiona
control under the leadership of the chief executive. Many chaebols have a
planning and co-ordination office under the group chairman, which is
responsible for allocating major internal resources within the group’
(p. 214). The issue of enterprise “planning styl€” is dealt with in Chapter
15.

The nature of the prevailing political or negotiative process - the processes
of establishing objectives and formulating strategy will in part be shaped by
the nature of political and negotiative processes within the internal and
external architecture of the organization. This point has aready been made
above. The more politicized the process, the greater may be the need for
negotiation, compromise, or mutual adjustment; and the more uncertain or
unsatisfactory may be the outcome. At worst, a compromise could result
that satisfies none of the parties.

Information flow issues - the process of objective setting and strategy
formulation will depend upon the availability, quality, quantity, and
distribution of the necessary information. The quality of the process will
also depend on the relevance and accuracy of the information that is
available. Similarly, the more restricted is the access to the necessary
information, the more centralized and “top down” will be the planning
style. “Top-down” planning styles are analyzed in Chapter 15.

Time scale, priority, and urgency - the nature of the strategy process and of
strategic management may be contingent upon relative priority and the time
scale in consideration. This issue was also dealt with in Chapters 7 and 8.
The shorter the time scale, or the more urgent the matter, the more that a
clear, simple, and decisive outcome is likely to be expected from decision-
makers. The longer the time scale, the more it may be assumed that the
outcome will be carefully prepared and researched, and consensus about it
obtained amongst all the partiesinvolved. Thisisrelated to:-

Sakeholder expectations of decision-makers - given any particular
contingency that affects the enterprise, decision-makers will have to
understand what are the expectations of stakeholders for action, and how
strong these expectations may be. For instance, are decision-makers
expected to show decisive behaviour in a crisis, being seen to make
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whatever decisions they deem necessary (however unpopular)? Or should
they instead adopt a consultative stance, being seen to listen to as many
views as possible before making a “consensus decision”? How
opportunistic or entrepreneurial should decision-makers be; and to what
extent should they always take into account the prevailing level of risk
aversion of dominant stakeholders? Indeed, to what extent should decision-
makers within the enterprise take a proactive stance towards their
stakeholders, attempting to shape and influence the values and expectations
which provide the context within which decisions are made?

STRATEGIC DECISION-MAKING

The process of strategic decision-making may be analyzed on the basis of
Mintzberg' s four decision roles (1973, 1975, 1989).

The Entrepreneurial Role

In this role the decision-maker specifies and initiates strategic action or
change. So, for instance, the decision-maker will respond to the process of
strategic analysis (and to stakeholder expectations) by positively seeking
opportunities which the enterprise can use its sources of value addition or
competitive advantage to exploit; and will implement strategies which * best
fit” the capability and resources upon which strategy formulation is to be
based. The entrepreneurial roleis used to shape the perspective, the pattern,
the positioning, and the ploys that underpin strategic choice (whether the
basis of that choice is perceived to be required, self-imposed, rationaigtic,
deliberate, logicaly incremental, emergent, or opportunistic; as described
in Chapter 11).

Example: Alan Sugar’s decision to enter, redefine, and develop the market
for home and small business personal computers (PCs). This emerging
market was largely ignored during the 1980s by existing computer
manufacturers. It also caught the manufacturers of typewriters unawares.
IBM’s electro-mechanical “golf ball” typewriters for instance cost in excess
of £3000 each at the time in the UK. Office word processors cost £10,000
each. Very soon Amstrad’'s low-cost computers and word processors
(introduced at prices between £500 and £1000 each) had established a
position of market leadership. Typewriters became obsolete. And the
proprietors of small businesses had reorganized their paperwork around an
Amstrad system.
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The Disturbance Handler Role

Whereas the entrepreneuria role uses self-initiated or voluntary action to
bring about activity or change, the disturbance handler role deas with
involuntary or unpredictable events (or the crises described in Chapter 10)
whose origin and timing are beyond the control of the enterprise. These
events are judged to require decision-making and action, for instance in
terms of:

changing plans, pattern, and positioning.
changing ploys.

using power.

engaging in lobbying or political behaviour.

0O0O0D

This decision-making may be perceived to be forced, required, self-
imposed, or logically incremental in character, but may aso permit
opportunistic behaviour. Disturbances may result from:

a conflicts internal to the organization, or associated with its
stakeholders.

o changesin the dynamics of the relationship between the enterprise and
other organizations within its architecture or its environment with
which it must deal. Disturbances may come from the inter-relationship
with customers, competitors, suppliers and partners within the value
chain, or from legidative institutions and regulatory bodies (etc).

a direct threats of resource loss, or actual reductions in the enterprise
asset base.

O risksposed by crisis conditions.

Example: the management of the delays and cost overruns associated with
the construction and commissioning of the Anglo-French Channel Tunnel;
and the re-financing that was necessary to compl ete the project.

The Resour ce Allocator Role

As resource alocator, the decision-maker has the authority to commit the
resources of the enterprise (and in consequence holds the corresponding
responsibility for the proper use of those resources, for which he or she
may be held to account). Resource alocation is a function of perspective,
plan, pattern, and the use of power. It implies:
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O putting in place the necessary resource base (whatever thisis judged to
be), on the best available terms and conditions (for instance as described
in Chapter 13).

establishing resource allocation priorities, so as to make the best use of
those resources for instance in terms of opportunity cost.

authorizing resource disbursement and expenditure.

scheduling time as a critical success factor and constraint.

scheduling work and the programming of tasks and achievement.
monitoring and controlling enterprise activity.

presenting performance-based evidence of the results of resource
investment and use to stakehol ders (for example as described in Chapter
16).

O

ooooog

Example: management decisions about the allocation of hospital budgetsin
the current resource-constrained context in which the UK National Health
Service (NHS) operates. Who is to get what money (and for how long)?
Does a healthcare service concentrate its expenditure on treatment? Or
should it emphasize prevention (it is much cheaper to stop people becoming
ill, or needing to go into hospital). Should you for instance put in place
expensive campaigns to discourage smoking and the excessive
consumption of alcohol; and what will be the reaction of tobacco and
drinks companies (who provide much of any government’s revenues) to
thisthreat?

Resource alocation issues are also dealt with in the final section of this
chapter.

The Negotiator Role

The enterprise may find itself involved in major, non-routine negotiations
with powerful individuals, stakeholders, and other organizations. Such
negotiations might for instance result in the signing of major commercial
contracts associated with building construction developments or the
purchase of a ship; or establish new industry standards through EU or
NAFTA institutions. Decision-makers will have to take on representative
and persuasive roles in carrying out these negotiations. Such roles may
include:

O acting as negotiator and spokesperson.
o providing information and expertize relevant to the negotiation.
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0 adding “weight”, credibility, and prestige to the negotiating position of
the enterprise.

O persuasion, selling, and the use of interpersona skills; attempting to
shape the outcome of the negotiation in the interests of the enterprise.

o “sdling the ded” to the enterprise and its stakeholders, and creating
commitment to it.

The negotiator role may be concerned with any or al of strategy
perspective, plan, pattern, and position. It is likely to involve the use of
power and palitical behaviour by the organization.

Example: the negotiation of major capital or defence contracts. High level
political and bargaining skills are crucid to the survival of such companies
as ABB Asea Brown Boveri Ltd, British Aerospace plc, or the US GE
Corporation, who supply large scale capitad or defence items to
governments, utility companies, and so on.

Example: negotiations between pharmaceutical companies, and the
National Health Service as the primary buyer of prescription drugs in the
UK, as to what should (and should not) be on the list of drugs from which
practitioners may choose when prescribing to patients.

STRATEGIC FIT OR CONGRUENCE

The process of strategy formulation and strategic decision-making is likely
to have to take into account the issue of fit, match, or congruence. Firstly,
enterprise strategic choice and decision-making should, to the necessary
degree, fit, or be congruent with:

O the critical success factors that the enterprise has identified for itself
(Chapter 4).

o the interna corporate and financia condition of the enterprise

(Chapters 2, 3 and 13), for instance as described by its strengths,

weaknesses, and financia capability.

the findings of gap analysis (Chapter 2).

the enterprise resource base (Chapters 4, 19, 20 and 21).

enterprise capability and capacity (Chapter 4, 19, 20 and 21).

enterprise sources of value generation (Chapter 4).

enterprise sources of comparative or competitive advantage (Chapter

4).

the relevant contingencies and consgtraints (Chapter 4).

oooDOo

O
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limiting factors (Chapter 4).

time factors (Chapter 7).

risk factors (Chapter 8).

the relevant or necessary issues of financial management (Chapter 13).
the chosen or required performance indicators (Chapter 16).

ooooo

Secondly, enterprise strategic choice and decision-making should, to the
necessary degree, fit or be congruent with:

o thefindings of competitive analysis (Chapter 5).

o thefindings of external environmenta analysis (Chapter 6).

O the apparent opportunities, risks, and threats extant in the external and
competitive environments (Chapters 5, 6, 8 and 10).

a the findings of the business planning and forecasting process (Chapter
9).

Example: an enterprise that operates in a high-technology market
characterized by a turbulent external environment, rapid rates of
technological and market change, short product life cycles, and competitive
international markets will need to put in place strategies which can adapt
the enterprise to rapidly emerging or changing opportunities and threats.
The enterprise will have to develop and exploit a capability to put in place
the new technologies, new processes, or new products that it will require to
survive in such hostile conditions.

TARGET OR EXPECTED LEVELSOF ACHIEVEMENT

The process of strategy formulation may be based on target or expected
levels of achievement. These levels of achievement will be used to provide
a benchmark against which the performance measurement and evaluation
standards described in Chapter 16 may be set. A number of levels of
achievement may be identified. These are listed below.

Optimization - by which performance levels are for instance established:-

e on the basis of expectations that are benchmarked against the world's
best in the sector (that is, they are “excdlent” or “world class”).

o by the use of the systematic “resource optimizing models’ of operations
management, Six Sigma, or linear programming. These are typicaly
applied to the functions of operations or quality management,
manufacturing, supply chain management, logistics, or distribution.
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Zero base - which was described in Chapter 3 as looking at each activity as
if it were being performed for the first time, that is, from a zero base.
Target levels of achievement are based on:-

e current perceptions of priority (“what isimportant now?’).

e perceptions of what is now desirable relative to current external or
competitive benchmarks.

e current opportunity cost (“should we bein thisbusiness at all?”).

e activities which make the best current use of the “ core competencies’ of
the enterprise (core competencies are described in Chapter 20).

Satisficing - by which “adequate” or “acceptable” levels of performance are

deemed satisfactory. Such levels of performance may for instance (i) be

benchmarked against competitors in the sector - whatever the competition

achieves will be deemed as the necessary standard of performance; or (ii)

be based upon the minimum level of provision or service that it is thought

that customers can be persuaded to accept.

The concept of satisficing, however, does not fit easily with current
demands for the optimization or “excellence” of product or service quality;
the achievement of “world class’ status described above; or the
“stretching” of resource use described in Chapter 21.

Compromise or negotiated outcome - by which performance levels are
established on the basis of what can be agreed between the parties to the
process of strategy formulation. This has often been the tradition of strategy
formulation in public sector bodies. There is no guarantee that compromise
or negotiated outcomes will necessarily be the most desirable or the best
available; they simply represent the ground upon which at least a minimum
level of agreement can be reached.

Muddling through - by which target or expected levels of achievement are
established on a reactive basis, responding to events as they occur.
Muddling through is not a systematic process;, and will depend for its
effectiveness on luck. Muddling through cannot be used for dealing with
long-term performance issues. It is aso usdless in dealing with strategic
management situations that are characterized by an ongoing need
systematically to deal at the same time with alarge number of inter-related
issues or variables (such as the inter-connected issues of UK school leaver
qualifications; the access of people with “non-standard” or “access-level”
entry qualifications and prior work experience to university places in the
UK; university entrance requirements and tuition fees; the appropriateness
of vocational and non-vocational degree courses;, employer attitudes to
graduates and the ingtitutions from which they come; and graduate
employment prospects in the UK).
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Muddling through is often evident in SMEs where the proprietor is
unwilling to delegate and is suffering from work and information
overloads.

ALLOCATING RESOURCES

An end product of the strategy hierarchy described in Chapter 11, and of
the process of strategy formulation and strategic decision-making being
analyzed in this chapter will be the allocation of finance, people,
leadership, willpower, and resources to those activities by which the
enterprise implements its strategies and attempts to achieve its objectives.
The processes by which resources are allocated include:

Business planning - by which the annual business plans described in
Chapter 9 are drawn up for individua units and functions. These are
detailed statements of the objectives to be achieved, the strategies to be
employed, the resource requirements for implementation, and the
forecasted or proposed outcomes for the planning period ahead. Business
plans will show quantifications of forecast sales or market performance,
customer or client service activity, revenues, resource requirements, costs,
margins, profitability or other value outcomes. They may contain
indications as to how the business plan for this year incorporates feedback
from last year's performance, or how it improves upon it. The business
planning process includes any or all of the following:-

Budgetary plans - described in Chapter 9 as budgetary alocations that
relate the responsibilities of departments and individuals to the
requirements of strategies and plans. The budgetary control process then
monitors actual performance within the planning period and compares it
with budgeted targets, so that these targets may be achieved or amendments
instead be made to the objectives upon which they were based.

Capital budgets - by which capita expenditure is planned and financed.
The available financial resources are compared with the demand for capital
investment, either or both at the corporate or the business unit level. The
capita budgeting processis usually associated with:-

Return targets or thresholds - which represent the cost of capita to the
enterprise, and which capital investments must equal or exceed. Chapter 13
noted that return targets or thresholds usually provide the basis for:-
Investment appraisal techniques - whether time-related (payback); or
discounted cash flow-based, using DCF or interna rate of return (IRR)
computations. Investment appraisal techniques were analyzed in Chapter
13.
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The post audit of capital investments - by which actual capital investment
performance is monitored and compared with the desired or forecasted
outcomes on the basis of which the investment proposal was made. The
post audit of capital investments will usualy include the use of the
investment appraisal techniques described immediately above.

Zero basing - by which resources are applied to an activity as if it were
being performed for the first time, that is from a zero base. The resource
alocation process may ignore existing resource commitments or methods
of operation. Thisradical approach underlies the re-engineering of strategic
management resource alocation that has been dominant in Anglo-Saxon
organizations during recent years.

The process of alocating resources may be based upon any of the
formulation methods anadyzed immediately above. In Anglo-Saxon
organizations these processes tend at least to some degree to be dominated
by:

a competitive bidding in which the demand for capitad and other
resources exceeds the available supply, such that managers are
motivated by necessity to put forward strong “business cases’ in order
to have any chance of making a successful bid.

o the formal presentation and discussion of resource commitment
proposals at corporate or board level. This will involve the arguing or
making of business cases and the use of persuasive communication
methods, requiring the development of the appropriate communication
skills on the part of the presenting managers.

O negotiation amongst those who control the allocation of resources and
those who seek to invest them. Typically this negotiative behaviour
also leads to:-

o political or politicized behaviour amongst those who control the
alocation of resources and those who seek to use or invest them. The
use of power and politics within the strategic management context is
analyzed at various points in this book, as well asin preceding sections
of this chapter.

The development by an individual leader or manager of the requisite
resource allocation process skills may be of fundamental importance
within the broader context of the strategic management processes and
competencies being described in this book.
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REVIEW QUESTIONS

1. Who is involved in the process of strategy formulation within the
enterprise?

2. Inwhat ways may founder or family influence strategy formulation or
strategic decision-making?

3. What is corporate governance?

4. How are strategies formulated? By what means may strategic
alternatives be most effectively generated?

5. What processissues influence the outcomes of strategy formulation and
strategic decision-making?

6. Compare and contrast Mintzberg's four decision roles.

7. Compare and contrast some of the alternative conceptualizations of
target or expected levels of enterprise achievement.

8. How may resources be allocated within the organization?

TECHNIQUESOF CASE STUDY AND ANALYSIS
Where the appropriate information is available in the case study:

Identify who the decision-makers appear to be in the case company.
Identify the key influences on corporate governance, strategy
formulation, and strategic decision-making. What are the critical
success factors?

3. ldentify the target or expected levels of achievement (if any) that are
evident from the case study.

Identify how strategies appear to be formulated in the case company.
Identify how decisions are made in the case company.

Identify and analyze the nature of the resource allocation processin the
case company or organization, if information is available.

1
2.

o oA

PROJECT ASSIGNMENT

Using available data or key informant interviews, describe the process by
which objectives are established, strategies are formulated, and decisions
made in an organization of interest to you.
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Chapter 15

Planning Style and Strategy

Chapter 11 of this book looked at the concepts of enterprise mission,
objective and strategy. Chapter 12 |ooked at the impact of ethical issues and
values on the establishment of mission, objective and strategy. Chapter 13
analyzed financia strategy and management. Chapter 14 dealt with issues
of strategy formulation, governance, and decision-making.

This chapter deals with the variations in the style (or the approach) by
which these components of the strategy process may be put into practice.
Planning style, in its own turn, must then be related to issues of
organization structure and management style. The chapter gives a brief
overview of these “ strategy-structure” relationships.

PLANNING STYLE

The approach or planning style by which enterprise management may
formulate objectives and strategies can take any of the three following
forms:

a “top down” or “planning down”.
o “bottomup” or “planning up”.
O “negotiated” or “negotiative’.

Each is described in turn.
Top Down or Planning Down

Top down or planning down describes a centralized approach to strategy
formulation in which the corporate centre or head office is predominant.
The corporate centre determines mission, strategic intent, objectives and
strategies for the organization as a whole, and for al of its parts. It
formulates strategy for operating units, irrespective of whether or not they
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are notionally established as companies or divisions. Unit managers are
seen as implementers of pre-specified corporate strategies.

Planning down corresponds to the description by Mintzberg and Waters
(1985) and Mintzberg (1987) of a rationalistic form of strategy
formulation. This was described in Chapter 11 as being a planned,
systematic, and centralized approach in which the chief executive officer
and his or her colleagues are dominant forces in the process of strategic
management. Self-imposed restrictions on the dissemination of sensitive
information or confidentia planning requirements preclude subordinate
staff from participation in the strategy process. Instead, strategic and
business plans may be “handed down” (or “thrown over the wall”) to
subordinates for implementation.

Planning down also corresponds to Mintzberg et al’s description of a
deliberate approach to strategy formulation in which there is an attempt to
realize strategies exactly as intended because it is perceived by the people
at the corporate centre that:

o they are capable of formulating precise and unambiguous objectives
and strategies; and

o the staff and resources of the organization can then be made to “fit” the
reaization of these objectives (that is, their congruence is a function of
the management process and therefore of management expertize).

Example one - where a shareholder corporation is strongly oriented towards
financial performance and the need to provide consistent returns to
shareholders, the corporate centre may impose on its operating units the
required strategies described in Chapter 11; and implement by applying
financial and operations management techniques to its subsidiaries such
that they are forced to meet (and then improve on) performance targets
specified by the centre. These might, for example take the form of ;-

e minimum levels of profit margin, ROCE, RONA, ROE or ROSC; and
other indicators of profitability and asset utilization (for instance as
described in Chapter 3).

e “threshold” corporate cost of capital “K” or weighted average cost of
capital (WACC) hurdles which are used as a minimum discount rate in
the discounted cash flow (DCF) calculations described in Chapter 13.

e aminimum interna rate of return (IRR) hurdle.

e agiven (or increasing) residual income target from which a proportion
(or anincreasing proportion) of unit investment must be met.
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Issues of financia strategy and management were dealt with in Chapter 13.
Performance evaluation is analyzed in Chapter 16.

Example two - where the corporate centre instead views the enterprise as a
portfolio of activities, planning down may be used to attempt to “ optimize”
the sum total of the organization’s activities. The portfolio approach to
strategic management was described by Buzzell, Gale and Sultan (1975).

Enterprise activities or divisions are designated as “business units’ or

“strategic business units’ (SBUs) by the corporate centre. Each is defined

as a distinct activity in which resources may be applied or withdrawn,

especialy where the corporate centre holds and controls the disbursement
of dl cash within the organization. A “balance’ between cash earning and
cash using SBUsiis sought within the portfolio, such that:-

o sufficient funds are generated across the portfolio as a whole to ensure
that an appropriate return is made to shareholders, banks, or
stakeholders over time.

e highrisk in any one activity or location is offset by low risk activity in
another.

e positive cash flows may be allocated to develop any or al of (i) what
are described in Chapter 26 as product-market “stars’ and “question
marks’; or (ii) the continuing processes of innovation, new product
development, and business development described in later chapters; or
(iii) the “core competencies’ described in Chapter 20.

The concern by the corporate centre to optimize the performance of the
business as a whole will mean that the process of strategy formulation will
be co-ordinated and integrated. The individual preferences of any one
subsidiary or divison are of secondary importance. Ultimately, the
corporate centre may (for instance on grounds of opportunity cost)
deliberately sub-optimize or divest the activities of particular business units
in order to achieve what it considers to be this optimum performance of the
enterprise asawhole.

Bottom Up or Planning Up

Planning up is characteristic of “federal” structures comprising autonomous
or semi-autonomous divisions or subsidiary companies in which the
corporate centre does not conceptualize its strategic role as being directly
responsible for determining the mission, objective, or strategies of its
operational activities. It may prefer instead to act as a cataly<t, facilitator
and referee, keeping things reasonably simple and confining itself to:
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O establishing perspective for the enterprise as awhole.

O establishing the broad guidelines of the organization’s strategic intent
described in Chapter 11.

O establishing and disseminating core values and culture throughout the
organization.

o developing competencies, and developing leaders and managers
throughout the organization.

O establishing systematic strategic planning, strategy formulation, and
strategic management processes for the enterprise.

O ensuring consistency and co-ordination across the federation (pattern)
establishing the minimum or requisite performance criteria to be
applied throughout the enterprise.

o using power and undertaking political behaviour on behaf of the
enterprisein its externa environment.

Individual subsidiaries and divisions are responsible for interpreting
corporate intent and guidelines, using them to establish and achieve their
own objectives and strategies. In this, they are responsible for decisions on
the specific perspective and pattern towards which they are working; and
for the positioning and ploy elements of strategy described in Chapters 11
and 22. They may also be given the authority for the necessary use of
power, both within and outside of the enterprise, such that they can look
after their own interests. Typically, each subsidiary or division establishes
its own strategic and business plans, which quantify performance forecasts
and resource requirements for the planning period being used. Where the
corporate centre acts as a “referee” and banker, these unit plans may aso
contain bids for additional funds to finance capital and competence
development, business development, innovation and new product or
process development (etc). The corporate centre may then attempt to
question, reconcile, and aggregate the various unit plans by:

O negotiating with individual units the actual and forecast financial
returns and cash flow, such that the corporate centre is able to satisfy
itself that the company will be able to meet shareholder, bank, or
stakeholder expectations of the performance of the business as awhole.

0 deding with requests for capital investment funding or development
monies, for instance allocating resources from the capital budget on the
basis of the investment appraisal techniques, return targets and
threshol ds described in Chapters 11 and 13.

O negotiating with, or mediating between the interests of the various
managements of the subsidiaries and divisions.
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Planning up may be characterized by any or all of:

o the use of logically incremental approaches to strategy formulation,
each strategic step or adjustment being informed by the closeness of the
business unit to its market and to the contingencies with which it has
developed (and should continue to develop) close experience. In this
respect, planning up correlates favourably with the flexibility and
adaptability of decentralized structures that are close to their business
environment and clientele.

O opportunistic approaches to strategy formulation and strategic
management, predicated (i) on the ability of decentralized structures to
respond quickly to emergent opportunities; and (ii) on the freedom to
make rules or define exceptions that closely suit the evolving
circumstances with which the unit is faced.

Ultimately, planning up treats divisions and subsidiaries as autonomous
units largely responsible for their own fate, required only to meet specified
targets for operational integrity, adherence to corporate values, financia
performance, cash remission or residua income, perhaps taking one year
with the next.

Negotiative or Negotiated

The establishment of objectives and the formulation of strategies resultsin
this case from interactions between the parties to the negotiation. This
approach to strategy formulation was described in Chapters 11 and 14. The
outcomes of the negotiation may be determined by any of a number of
variables, whether these be the prevailing power relativities, leadership
competence and process, access (or otherwise) of the parties to the
necessary information, the urgency and importance of the situation, or the
negotiating skills being brought into play.

A negotiative style of planning may favour the use of a logically
incremental approach to strategy formulation. The character of each stepin
the evolving process will result from each new set of negotiations. At the
same time, however, powerful or high status groups with highly developed
negotiating competencies may be able to take advantage of this style of
planning to achieve outcomes favourable to themselves on an opportunistic
basis, as circumstances permit. This syndrome is common in the public,
state, education or healthcare sectors, where powerful interests are often
able to further their own interests at the expense of the weaker, the less
skilled, or the disadvantaged.
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A negotiative planning style is in particular characteristic of public
sector policy bodies associated with local, regional, provincia, federa,
national or international government agencies which typically contain
multiple interests and multiple stakeholders.

PLANNING STYLE, STRUCTURE, AND STYLE OF
MANAGEMENT

The analysis of planning style is dependent on, and correlates with features
of organization structure and style of management as means of
implementing strategy. These features are summarized below.

Planning Down

Organization structure - planning down may be associated with the
following:

Entrepreneurial structures and family businesses - which tend to be
strongly centralized, typically with personalized decision-making power
focused on the entrepreneur or family members. This issue was discussed
in Chapter 14.

Public service administrative organizations - which are characterized by
responsibility to accountable individuas who hold officia positions as
elected officers, mayors, government ministers, provincia governors, and
so on. Their management behaviour is likely to be driven by the need for
control of, and accountability for (i) the quality and reliability of
operational activity and (ii) the disbursement of public funds that isimplicit
in achieving objectives.

Planning down in this case is strongly linked to a high degree of
centralization. Mintzberg (1983, 1989) comments that the greater the
degree of external control of an organization, the more centralized and
formalized (rationalistic and deliberate) will be its management process
and behaviour. External (and maybe politicized) authority will:-
¢ hold the chief executive officer personally responsible for the strategic

management process of objective setting, strategy formulation, strategy

implementation, and the achievement of results.

e impose requisite core values and standards which must underpin
strategy formulation, implementation, and performance evaluation.

e establish a strong control culture and mentality amongst decision-
makers and managers within the organization.
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Classical hierarchical mechanistic structures - which are characterized by
a hierarchy of management roles and offices, embodying the scalar chain.
Morden (2004) notes that ‘the scalar chain is used to establish a
“top-down” unity of command in which instructions flow down and
feedback on results achieved flows back up the hierarchy. Communication
and control processes are vertical. Decision-making will be centralized, that
iscarried out at the “top” or “apex” of the organization’ (p. 70).

Classica hierarchical mechanistic structures tend to be characterized by
a rationaligtic, universalistic, and deliberate approach to strategy
formulation in which it is assumed that rational and logical plans, policies,
rules, regulations and procedures can be effectively used (i) to implement
strategic decisions; (ii) to ensure “fit” between strategy, structure,
leadership, capability and resources; and (iii) to deal with exceptions that
arise.

It may also be assumed by decision-makers that sufficiently robust and
comprehensive rationalistic, deliberate, and universalistic procedures of
strategic planning can be put in place by the corporate centre (or by its
functionally specialized corporate or strategic planners and advisers) such
that exceptional, unpredictable, novel, high risk, or ambiguous events and
contingencies (for instance associated with conditions of external change
and uncertainty) can in the main be legidated for in advance.

Divisionalized structures - which may be characterized by “controlled” or
“co-ordinated” decentralization in which there is strong direction from the
corporate centre.

Management style - planning down may be associated with any of:

e Theory X (McGregor, 1960).

e low trust (Fukuyama, 1995).

¢ high power distance (Hofstede, 1980, 1991).

e high uncertainty avoidance (Hofstede), correlated with centralization
and a strong control mentality.

e dtrong “universaism’, which is defined by Hampden-Turner and
Trompenaars (1994) as abelief in centralized prescription, codification,
formalization, standardization, and regulation. Rules are to be
universally applied in order to standardize decision-making; individual
discretion is to be denied; and subordinates are seen by ther
superordinates (bosses) asimplementers.

e astrong belief in management by role description, formal hierarchy,
and “mechanistic” (regulated, programmed, or prescribed) interaction.
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e the use of “role’” or “power” cultures (Harrison, 1972, 1995; and
Handy, 1985).
e aprescriptive style of leadership (Chapters 14 and 17).

Planning Up
Organization structure - planning up may be associated with the following:

Divisionalized structures - in which there is full divisional or delegated
autonomy, empowerment, and responsibility; and where the corporate
centre acts as a holding company, banker, mediator or “honest broker”
between the various divisions. The corporate centre represents the
enterprise externally to shareholders, stakeholders, and the externd
environment on afederal basis.

Innovative, organic, adhocratic, or network structures - which as fluid and
adaptive mechanisms may pursue strategy on an opportunistic basis. This
will call for a high degree of localized planning autonomy and flexibility.

Management style - planning up may be associated with any of:

e Theory Y (McGregor) or Theory Z (Ouchi, 1981).

e hightrust (Fukuyama).

e low power distance (Hofstede).

e |ow uncertainty avoidance (Hofstede), possibly correlated with high
risk tolerance.

e an acceptance of the need for both universalism and particularism.
Universaism was defined above. Hampden-Turner and Trompenaars
define “particularism” as (i) the acceptance that the enterprise needs to
recognize and be capable of dealing flexibly with exceptions to the
norm; (ii) to be able to dea with unusual, novel, uncertain or
ambiguous exigencies; and (iii) to engage with the need for innovation
and change. Decision-makers therefore accept the (universalistic) need
for an over-arching structure, architecture and value set; but also accept
the (particularistic) need for situational relevance and sensitivity to the
need to make adjustments, and to respond flexibly to new ideas and
new conditions as contingencies. The relevance of “contingency” to
leadership is discussed in Chapter 17.

e abelief in a degree of equality between the operating unit and the
corporate centre (Hampden-Turner and Trompenaars).

e the use of task cultures (Harrison, Handy) which are primarily focused
on achievement. Attitudes to issues of leadership, direction, authority,
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role, expertize, and the locus of decision-making are all shaped by the
over-riding need “to get the job done”.

e the use of what Tichy and Sherman (1994) define as “planful
opportunism”. Planful opportunism was a term used by Jack Welch, a
former CEO of the US General Electric (GE) company, to describe unit
or divisona freedom to pursue its own business opportunities within
the wider framework of (i) an overarching set of core corporate values,
and (ii) pre-stated corporate performance requirements for market
position and financia return that are applied to all business activities.

e aconsultative, facilitatory, or enabling style of leadership.

Negotiative

Organization structure - a negotiative planning style may be associated
with the following:

Divisionalized structures - in which there is a classic tension between
leadership, direction, core values, and control from the corporate centre
(centralization); and the demand for divisional autonomy (decentralization)
as measured by divisona performance assessment procedures and
responsibility criteria.

Matrix structures - in which strategic outcomes may be dependent on
negotiative interaction between two equally empowered axes of the matrix
making up the structure.

Innovative, organic, adhocratic, or network structures - in which strategy
formulation results from a tension between the direction and core values of
the corporate centre, and the local need of the unit to respond flexibly and
quickly on a logically incremental or opportunistic basis to changing
external, technological, or market conditions.

Management style - a negotiative planning style may be associated with any

of:

e Theory Y or Theory Z.

¢ low power distance.

e low uncertainty avoidance, possibly correlated with high level of risk
tolerance and operational flexibility.

e an emphasis on particularism - each case may need arguing on its
merits. Rules may be seen “to get in the way”. Everything “may be
negotiable”.

e abedlief in equality between the operating unit and the corporate centre
(unless either party can obtain an advantage over the other through its
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leadership competence, its negotiating skill, its use of power, or its
political behaviour!).

e the use of a power or a task culture (Harrison, Handy). For example
“get the best people you can employ! Use your power and influence!
Attempt to shape the rules of the game in your own favour! Negotiate
the best deal you can, from the strongest position you can achieve! Get
the job done and do it well! Talk up your success and make sure that
you get the credit; then go and use your advantage to negotiate the next
piece of business!”.

e atransactionally appropriate, or contingent style of leadership.

GOOLD AND CAMPBELL'SPLANNING STYLE ANALYSIS

Goold and Campbell (1987) analyzed the planning styles of a sample of
large, diversified UK companies. They found a variety of aternative
approaches to strategy formulation and strategic management in these
companies. Goold and Campbell focused on two variables, namely:

o the degree of involvement of the corporate centre or head office in
strategy formulation; and
o thetype of performance controlsimposed by the corporate centre.

They then identified five different planning styles. These are illustrated in
Figure 15.1, and described below.

PLANNING
INFLUENCE

High levelsof 1
corporate Centralized
influence

Strategic
planning
Strategic
control
= :

Low levels of -

corporate Holding

influence company

» CONTROL

Loose Tight Tight " INFLUENCE
strategic strategic financial

Figure15.1 Goold and Campbell’s Alternative Planning Styles
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Holding company style - in which the corporate centre exercises a minimal
strategic influence (or none at al). It simply acts as arecipient of profit and
cash flow from subsidiaries, from which it pays out dividends to
shareholders. This style is currently unfashionable in Anglo-Saxon
countries, being perceived to add little value to the process of strategic
management.
Centralized style - which corresponds with the planning down already
described above. A centralized planning style is for example characteristic
of the large South Korean chaebol companies.
Strategic planning style - in which awell-informed and powerful corporate
centre plays an influentia role on the medium to long term time scale in
formulating and coordinating the objectives and strategy of business units
or divisions. However, the corporate centre does not get involved in issues
of implementation and control, which are left to unit management to
decide. The strategic planning style combines elements of both planning
down and planning up.

Goold and Campbell gave British Petroleum (BP) as an example of a

company from their study sample who used this approach to strategic
management. A strategic planning style may also be characteristic of
French, German, and Japanese companies whose ownership structures and
relative freedom from takeover threat facilitates the long-termism that this
style may encourage.
Financial control style - in which the corporate centre has a limited
involvement in strategy formulation. The financial control style can be
regarded as a variant of planning down. The primary influence of the
corporate centre in this case lies in the shaping and sanction of short-term
business and budgetary plans. Business units and divisions are set
quantitative performance and profit targets to achieve. These targets form
the basis of annual unit plans. Their achievement is simply and easily
monitored. They provide a strong short-term motivation to the
managements of business units and divisions:-

e to seek profitable new business, whether by new initiatives or by
acquisition and takeover.

e to continually seek to reduce costs, for instance by rationalisation,
resource stretch and leverage (described in Chapter 21), business
process re-engineering, Six Sigma, or outsourcing.

e tocontinually seek increases in efficiency and productivity.

o todivest (sell off or close) underperforming or unprofitable businesses.

The corporate centre undertakes a careful and continuous monitoring of

unit or divisional performance relative to the annual business and budgetary

plans agreed with unit management. There is likely to be rigorous
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questioning of unit managers responsible for underachievement or for

deviations from the performance target.

The result is strong corporate pressure on unit management to optimize
short term profit performance. This pressure may be reinforced by the
implementation of systems of executive remuneration based upon
profit-related performance bonuses, stock purchase schemes, and so on.
Alternatively, there may be the periodic “pruning” of business units and
managers whose performance fails to meet the target set.

Goold and Campbell suggest that the financial control approach to
planning style is seen as appropriate to business activities in mature
markets, and to investment projects whose payback is relatively short or
medium term.

The financial control approach to planning style may however not be
appropriate to business activities in which a longer-term view needs to be
taken towards competitive advantage based upon:-

e the development of staff, and the build-up of experience and expertize.

e the development of the knowledge base, knowledge, and technological
capability of the enterprise (Chapter 19).

¢ the development of the core competencies described in Chapter 20.

e the processes of research and development (R&D); innovation; new
product, new brand, or new process development; and new market
development.

e the establishment of an international or globa product-market, brand,
image, and competitive position.

Goold and Campbell comment that a principal weakness of the financial

control approach to strategic planning and business development is that the

emphasis on achieving short-term profit targets (in order to meet annua
stock market and shareholder expectations) may result in a corporate and
cultural bias against the adoption of strategies and investments which have

long lead times and payoff periods, as described in Chapter 13.

This may then render the enterprise vulnerable to competition from
rivals who have adopted a longer-term strategic approach (for instance
based upon the strategic planning style described above). Examples include
the globa shipbuilding, automotive, consumer electronics, and machine
tools industries where European and North American companies have
yielded market position to competitors from South East Asia and the Far
East. In the consumer electronics market, for instance, western companies
such as GE, RCA, Thorn, and GEC eventualy withdrew from
well-established segments which were experiencing depressed profitability
as aresult of competitive incursions (such as those of Sony, Toshiba, and
Matsushita), and as a result of the need for continuing and expensive
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innovation and new product development to which these competitive
pressures gave rise. The short term financial focus of these western
companies eventually forced them to cede market position to newcomers
espousing long-term competitive strategies of market share development
and market dominance described in Chapter 13, 22 and elsewhere in this
book.

Companies who espouse a financial control approach to strategic
management in competitive international markets may similarly find
themselves at the risk of disadvantage where their rivals:-
¢ havethelong-term support of banks or family interests.

e do not have to meet shareholder or stock market expectations of annual
(and preferably increasing) profit and growth in capital value.

e cannot, for whatever reason, be taken over by “predators’ seeking to
make acquisitions of other companies (acquisitions as a business
development strategy are analyzed in Chapter 27).

e have access to state subsidy or protection such that, for instance,
companies can undercut their rivals in seeking contracts through the
process of competitive tendering; and thereby establish a degree of
market dominance.

Strategic control style - which is a hybrid of the strategic planning and

financial control styles described above. As such it combines elements of

planning down and planning up.

The strategic control approach to planning style aims to balance a
degree of unit or divisional autonomy with the requirements of head office
control and co-ordination. It may be regarded as a form of controlled
decentralization.

The adoption of this compromise planning style may reflect the
existence of atension within the strategic management process between (i)
the need to establish medium to long-term competence, competitive
advantage, and product-market scope; and (ii) the need to meet short-term
financial considerations associated with stock market expectations and the
risk of hostile takeover threats.

The use of this approach to strategic management may only be as good
as it is appropriate. It may work in stable and mature industries
characterized by a degree of oligopoly, strong and effective barriers to
entry, arelatively low level of international competition, effective control
or ownership of such strategic assets as distribution channels, or effective
product and brand differentiation supported by heavy expenditures on
marketing and promotion. As with the financial control approach, it may
become ineffective (i) where global world class players are pursuing
long-term competence development, innovation, quality, and market share
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objectives with a view to long-term return; and (ii) where the ownership
structure or globa strength and experience of such players supports the
pursuit of such strategies.

REVIEW QUESTIONS

1. Whatis“planning style”?

2. Describe the top down or planning down style. What are its advantages
and disadvantages?

3. Describe the bottom up or planning up style. What are its advantages
and disadvantages?

4. Describe the negotiated or negotiative style of planning. What are its
advantages and disadvantages?

5. In what ways are planning style, organization structure, and style of
management inter-rel ated?

6. Compare and contrast the aternative planning styles of Goold and
Campbell.

TECHNIQUESOF CASE STUDY AND ANALYSIS
Where the appropriate information is available:

1. ldentify planning style evident in the case study. Analyze its apparent
implication for strategy formulation and decision-making in the case
organization.

2. ldentify any apparent relationship evident in the case study between
planning style, processes of strategy formulation, key objectives, key
strategies, and critical success factors.

PROJECT ASSIGNMENT

Using available information, carry out a comparative anaysis of the
planning style of two or more organizations known to you. Try, if possible,
to include a variety of different types of organization, proprietorship, and
management style.
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Chapter 16

Performance Evauation, Performance
Management, and Excellence

This chapter identifies a variety of performance management
methodologies and performance measurement criteria by which the process
and outcomes of strategy formulation, strategic decision-making and
strategic choice, strategic management, and strategy implementation may
be evaluated. The chapter analyzes a variety of performance benchmarks
and performance indicators. It looks a single and multiple variable
performance evaluation methodologies. And it makes reference to the
concepts of Six Sigma, the Balanced Scorecard, the triple bottom line, Best
Vaue, and performance excellence.

EVALUATING PAST PERFORMANCE

The success of past strategic decision-making may be judged from the
processes of performance appraisal and performance evaluation. Some
examples of these processes are given in Chapters 2, 3, and 13 of this book.

The lessons of past performance, like the wider history and culture of
the enterprise, have relevance to the process of strategic management in the
present and in the future. The current process of strategic decision-making
and implementation needs to be informed by evidence gained from the past
performance of the enterprise and its staff; and by the lessons of the
corporate, time, and risk appraisals described in Parts One and Two of this
book.

PERFORMANCE MEASUREMENT CRITERIA, PERFORMANCE
INDICATORS, AND BENCHMARKS

Performance criteria, performance indicators (“PI’s”), benchmarks, and the
measurement criteria associated with them, may be stated in:
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O quantitative physical terms such as unit quantities, frequency, time,
variation from the norm or quality benchmarks, output, or service
provision, etc.

O quantitative financial terms such as monetary value, revenue, cost,
cost-efficiency, added-value, best value, profit, return on investment,
etc.

O qualitative terms such as degrees of relative acceptability, variation
between the “positive” and the “negative” in customer attitude towards
the quality of service rendered, assessments of intangible service
features, the definition and probability of successful patient treatment
outcomes, etc.

Performance criteria, performance indicators, benchmarks, and the
measurement criteria associated with them should ideally be:

o clearly stated and easily understood; and
o easily interpreted and free from ambiguity; and
o easily verified.

The achievement of these characteristics may be rdatively straightforward
in the case of quantitative performance criteria. Their achievement may be
more difficult, however, in the case of qualitative performance criteria, for
instance associated with the provision of customer or client service,
hedlthcare, hospitality, or service marketing intangibles. As a resuilt,
performance criteria, performance indicators, benchmarks, and the
measurement criteria associated with qualitative or intangible features are
sometimes expressed in terms of outcomes or end results. For instance,
annua gtatigtics for employment stability and labour turnover may be used
to evaluate the effectiveness of an organization’s recruitment function or
the quality of its leadership and its human resource management. Similarly,
student passfail rates, first employment destination statistics, or the
number of books or publications achieved may be used to evaluate the
performance of ateaching college or university.

The process of performance evaluation may be readily understood
where the comparison of actua performance with the standard or
benchmark set for that activity is undertaken using the same measurement
criteria for both. For instance, did a hospital meet its treatment targets as
expressed in the patient numbers stated in its annual service plan?

Performance criteria, performance indicators, benchmarks, and the
measurement criteria associated with them may have instead to be based on
previously agreed conversion formulae where transformation between
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physica and financia measurement criteria is required, or where
conversion between the qualitative and the quantitative must be undertaken.
This is because complications can arise where one performance criterion
must be converted into another. In particular this means conversions from
the physical to the financial, and from the qualitative to the quantitative.
The value of the criterion as a mechanism of performance evaluation may
break down where the basis of the conversion (i) is not properly
understood; or (ii) becomes the subject of negotiation or dispute. For
instance, difficulties may arise from the use of performance measurement
devices of:

o contribution calculations within production or service provision and
sales mix planning (where “contribution” is defined as the difference
between net sales revenue and the variable costs incurred at that
volume of output).

o the varying approaches to divisional performance measurement and
evaluation. For instance, should a corporate centre apply the same cost
of capital across all divisions, irrespective of location or product group.
Or should variations be permitted according to the relative profitability
of different activitiesin the short and the long term?

O public sector service quality where the performance indicators to be
applied contain a variety of potentialy conflicting qualitative and
guantitative measurement criteria. For instance, stated objectives for
improvement to social welfare provision for the elderly or the infirm
may conflict with pressures on local government or healthcare agencies
to improve efficiency or to cut costs.

Performance Evaluation Criteria

Performance criteria, performance indicators, benchmarks, and the
measurement criteria associated with them may be specified on the basis of
any of the following:

Performance evaluation criteria should be timely and accurate - systems of
management control should be capable of indicating deviations from plan
or standard promptly and accurately, so that there is no disagreement about
the nature and timing of the remedial action that needs to be taken.
Performance evaluation criteria should be understandable - if systems of
management control are clearly understood by all of the staff involved in
their application, they are more likely to be effectively and speedily
implemented.
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Performance evaluation criteria should be realistic - where projected plans
and standards of performance are seen as being redigtic by all those
involved in their application, there is a greater likelihood of their being
attained. Systems of performance evaluation are instead likely to be treated
with scepticism if they are based on unrealistic standards of performance,
unrealistic measurement criteria, or unrealistic expectations of corrective or
remedial action. This is in particular a problem for healthcare agencies
where the level of external expectation may become incompatible with the
likely patient treatment outcomes that can be achieved within any given
level of available resources.

Performance evaluation criteria should be attainable - systems of

management control based upon unattainable objectives or unachievable

standards of performance are also likely to be treated with scepticism. The
degree to which plans and performance standards are unattainable might for
instance be a function of the following:-

e the organizationa and communication relationship (or “distance’)
between planners and implementers. Planners who set objectives and
strategies in isolation from the redlities of implementation and control
may succeed only in establishing unattainable standards. They
maximize the “planning-control gap” (for instance as described by
Machin and Wilson, 1979). The generals of the first world war, for
example, planned military campaigns in isolation from the catastrophic
consequences of their implementation on the battlefield. This issue was
dealt with in Chapter 11.

e alack of control over the resources or assets required to meet the
standards laid down. Enterprise leadership cannot hope to meet
performance standards laid down for operational activities if thereis no
effective control over the resources needed to achieve these standards.

Performance evaluation criteria should be flexible - performance criteria,
performance indicators, benchmarks, and the measurement criteria
associated with them may need to be changed as a result of unanticipated or
unpredictable events; changes in environmental, market, or operationa
conditions, etc. The system of performance evaluation in use needs to be
adaptable to such changes as, for instance, in the case of the use of flexible
budgets within the process of budgetary control.

Performance criteria, performance indicators, benchmarks, and

measurement criteria should reflect organization structure, departmental

roles, and the responsibilities of management positions - the structure of
organization and management is the means by which strategies and plans
are implemented. The system of performance evaluation should reflect the
reality of this structure. Procedures of management control should be
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related to the objectives, responsibilities, and roles of departments and
managers who are charged with the achievement of these strategies and
plans. And their application should be correlated with the requisite
authority over resources, assets, and staff by which these strategies and
plans are to be achieved.

“ S.nartn

Performance criteria, performance indicators, benchmarks, and
measurement criteria are sometimes summarized in the form of the
mnemonic “SMART”. This stands for criteriathat are:

S = gpeific.

M = measurable.
A = achievable.
R =redidtic.

T =time-related.

ooooo

Some | ssues Associated with Performance Criteria, Performance
Indicators, and Benchmarks

Issues associated with performance standards, performance criteria,
performance indicators, and benchmarks may include any or al of the
following:

O best practice - issues here concern how criteria of “best practice” areto
be specified, and how agreement about them is to be achieved amongst
the parties to whom they will apply. Similarly, how is best practice to
be evaluated? For instance, what does best practice mean in education,
healthcare, government, or social welfare? Or, how is best practice to
be defined in the terms of the ethical, environmental, or social
responsibility issues analyzed in Chapter 12?

o comparing like with like - the effectiveness of performance evaluation
will depend on the degree to which the relevant performance criteria,
performance indicators, and benchmarks are standardized or
comparable. For instance, the standard cost of a particular kind of
patient treatment could be used to compare the cost-efficiency of
hospitalsto which this benchmark is applied.

O service standards - performance standards, performance criteria,
performance indicators, and benchmarks may be applied to the
evaluation of service quality, whether in the private, the public, or the



300 Principles of Strategic Management

healthcare sectors. This may raise problems of comparability, as
described above. It may also raise the question of the degree to which
measurement criteria may effectively be standardized where the
achievement of homogeneity of performance will by definition be
unpredictable, as in the operation of surgical, healthcare, transportation,
hospitality management, or customer service activities.

0 seamlessness - the achievement and evaluation of comparable standards
of performance may prove a problem in the joint organizationa and
managerial architectures variously described in Chapters 18 and 27 as
de-integrated value chains, partnerships, joint ventures, and strategic
aliances. This problem aso appears in inter-agency public sector
arrangements. The achievement of seamless performance may be
difficult where different organizations are working to a variety of
different internal methodologies or standards which will require
harmonization before joint performance evaluation can be used to
indicate the effectiveness (or “seamlessness’) of collective outcome
achievement. For instance, issues of child welfare, youth crime, or anti-
socia behaviour may have collectively to be managed by socia welfare
and healthcare agencies, the police, school authorities, and probation
agencies. Each may be working towards separate performance criteria
within their own sphere of operation, but will have to align the
performance evaluation process with that of the other agencies with
which they arein partnership.

O adaptability to requirements for change, innovation, and improvement
- the process of establishing and agreeing performance standards,
performance criteria, performance indicators, and benchmarks may
over time need to take into account event characteristics (described in
Chapter 8) or pressures that will necessitate change, innovation, or
improvement in the performance evaluation process. Such adaptability
may be required by ongoing changes in customer expectations of the
specification or quality of product or service; by pressures for greater
cost or resource-efficiency (for instance as described in Chapter 21); or
by the competitive, international, and product-market pressures
analyzed in Part Four of this book.

SINGLE VARIABLE PERFORMANCE EVALUATION
METHODOLOGIES

The process of performance evaluation may be based on the use of single
variable performance measures or performance indicators based on the:
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a functional criteria; and
o financial criteria; and
o value outcomes

aready described in Chapters 2, 3, 4, and 13 of this book.

MULTIPLE VARIABLE PERFORMANCE EVALUATION
METHODOLOGIES

The process of performance evaluation may be based on the use of multiple
variable performance measures or performance indicators, for instance
based on the concepts of zero based budgeting, business process
reengineering, and Six Sigma. Each is described below.

ZERO BASED BUDGETING (ZBB)

Zero based budgeting (ZBB) was described in Chapter 3 as a formalized
system for reviewing the process of setting objectives, strategies, and
budgets for the activities of an organization asif these activities were being
performed for the first time, that is from a “zero base”. A number of
aternative levels of provision for each activity may be identified, costed,
and evaluated in terms of the benefitsto be obtained from them.

ZBB can be used within the process of performance evaluation because
it is based on the belief that management should be required to justify
existing activities and existing resource alocations in exactly the same way
as new proposals. The process of performance evaluation will compare the
outputs of established activities with the forecasted outcomes of alternative
potential applications of the resources that are to be committed during the
planning period in view. Chapter 3 noted that implicit in ZBB, therefore,
are the measurement of both:

O opportunity cost - how may the avail able resources now best be used to
create an optimum outcome, however this optimum outcome is to be
defined?

Q priority - do the outcomes of past and current commitments of
resources reflect or match present strategic priorities for required
performance?
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The principle of zero based budgeting is related to the concept of business
process reengineering, which is analyzed in the next section below.

BUSINESS PROCESS RE-ENGINEERING (BPRE)

The “business process re-engineering” concept was widely publicized by
Hammer and Champy in the 1993 book Reengineering the Corporation
(revised edition 1995).

Hammer and Champy proposed a business model (and an associated set
of techniques) that managers could use to “re-invent” their enterprises in
order that they might perform more effectively. To re-invent their
companies, Hammer and Champy suggested that managers might have to
throw out some of their existing notions about how the enterprise should be
organized, and about how its performance might more effectively be
evaluated. They might need to abandon some of their established principles
and practices of performance management, and create different ones.

Hammer and Champy (1995) define the concept of re-engineering as
‘the fundamental rethinking and radical redesign of business processes to
achieve dramatic improvements in critical, contemporary measures of
performance such as cost, quality, service and speed’ (p. 32). They suggest
that the implementation of BPRE implies abandoning long-established
performance management procedures, and looking afresh at what is needed
to create the organization's product or service, thereby delivering the
required value to customers, clients, shareholders or stakeholders. BPRE
means asking the question “if | were re-creating this company today, given
what | know and given current technology, what would it look like?" It
involves going back to the beginning and inventing what may be a more
effective way of managing performance and doing the necessary work.

Johansson et al. (1993) identified three main types of BPRE. These are:

0 BPRE that is concentrated on improving the performance of individual
business functions - such BPRE is often aimed at yielding performance
improvements that can directly be measured in terms of revenue
enhancements or cost reductions (however these may be achieved), for
instance as described in Chapter 13. Such improvements may aso be
achieved by the variations in architecture, or by the use of the strategies
of knowledge and technology management, prioritizing core
competence, or resource stretch and leverage that are analyzed in Part
Four of this book.
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0 BPRE that aims to achieve comparative or competitive parity - in
which the enterprise uses “best practice” or “world class’ benchmarks
as performance targets and comparators. This form of BPRE is now
widely used in the performance management of the UK public sector. It
is in particular applied in the UK local government and healthcare
sectors as a means of achieving “best value” (described in a later
section of this chapter). This form of BPRE isalso used in procurement
and supply chain management (Chapter 18) in order to achieve a
globally comparable “total cost of acquisition” of inputs to the value
chain. The use of competition strategy benchmarks is analyzed in a
later section of this chapter.

0 BPRE that is used to achieve a “ breakpoint” in performance - where
the objective isto identify alevel of customer, client, market, or value-
generation performance outcome (such as service improvement, speed
or flexibility of response, innovation, or product variations offered)
that, if achieved by the organization, will yield significant gains in
comparative or competitive advantage. Ultimately the achievement of a
breakpoint will permit the enterprise to redefine the performance
expectations of the environment or market in its own favour. This is
what happened when Boeing's customer-orientated rethinking of the
civil arcraft specification and design process led to market dominance
by the new jet-powered 707, and later with the large size 747. The
achievement of a breakpoint in performance may be associated with the
emergence of a new technology “S’ curve. Technology “S’ curves are
described in Chapter 19.

SIX SIGMA

Six Sigma may be defined as ‘a set of tools for improving processes and
products, and as an approach for improving both the process and people
related aspects of business performance’ (Bertels, 2003, p. 3). Bertels notes
the US Honeywell Corporation’s description of Six Sigma as a strategy ‘to
accelerate improvements in processes, products, and services, and to
radically reduce manufacturing (or) administrative costs and improve
quality’ (p.4). Bertedls comments that Six Sigma ‘ingtitutionalizes a
rigorous, fact-based way to deliver more money to the bottom line through
process improvement and process design projects... that am to create
near-perfect processes, products, and services al aigned to delivering what
the customer wants' (p. 3).
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Six Sigma and Process

Like business process re-engineering (BPRE) before it, Six Sigma is
focused on achieving measurable improvement in process performance.
Bertels comments that ‘if one takes the view that organizational work is
done by people embedded in processes, then a big part of a manager’s role
is to plan, organize, direct and control process. Processes are the
instruments by which organizations execute strategy. Processes are the
vehicles by which employees carry out their work. It is the effectiveness of
processes that drives customer satisfaction. It is the efficiency of processes
that drives operating costs. And processes provide the framework around
which organizations (may) be constructed ... hence, as organizations
embrace Six Sigma, they also embrace process focus and management.
This can change organization structure from functional to process-focused.
It can change managers’ roles from driving employees to driving processes.
It can change intra-organizational behaviour from functional competition to
process-based collaboration. Six Sigma helps create organizationa
alignment through use of a common language, process focus, attention to
the customer, and leadership development’ (pp. 21-22). Ultimately, Bertels
suggests (p. 11) that ‘the way to become a world-class company is to create
superior process performance, as that is what ensures superior products and
services for customers. Superior process performance maximizes value for
the customer and for the shareholder.’

Six Sigma Outcome M easur ements

Jack WEelch, the former CEO of the US Genera Electric Corporation, notes
(2005) of Six Sigma that GE ‘went from 3000 ... projects in 1996 to 6000
in 1997, when we achieved $320 million in productivity gains and
profits ... by 1998, we had generated $750 million in Six Sigma savings
over and above our investment and would get $1.5 hillion in savings the
next year. Our operating margins went from 14.8 percent in 1996 to 18.9
percent in 2000" (p. 335). Outcome measurements claimed for Six Sigma
include any or all of the following:

O cost reduction (see Chapters 3, 4, 13, 21 of this book).

a revenue growth (see Chapter 13 and Part Four of this book).

a optimization of the use of capital employed, or the actua reduction in
the need for capital (see Chapters 13 and 21 of this book).

O improved customer satisfaction (as for instance described in Part Four of
this book).
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o improved employee productivity and satisfaction (see Chapter 17 of this
book).

o improved and increased capability (see Chapters 4, 7, 19, 20, 21, 23, 24,
and 25 of this book).

0 improved use of time (see Chapter 7 of this book).

a risk reduction (see Chapters 8, 9, 13 of this book).

a improved competitive and product-market performance (see Chapters
22,23, 24, 25, and 26 of this book).

The Cost of Poor Quality (COPQ)

Six Sigma may also be used to evaluate the cost of poor quality, or the cost
of non-conformance with standard or benchmark. Bertels suggests that the
main components of the cost of poor product or service quality may include
any or al of:

O the cost of external failure (that is, failure in the context of customer
usage or customer experience) and damage to corporate reputation.

the cost of internal failure.

the cost of identification, inspection, and appraisal.

the cost of remedial action.

the cost of prevention.

the opportunity cost associated with poor quality and the need for
remedial activity.

[y Sy iy

These costs may be quantified directly in such terms as defect or reject
rates, necessary re-work, customer returns, customer dissatisfaction or
client complaints, stock unavailability, customer service delays, patient ill-
health, and so on. Bertels however adds that ‘it is not sufficient to look at
the reject rates of final products or customer returns alone. The term
“hidden factory”... is used to describe the amount of capacity spent on
fixing problems and reworking parts... cost control systems (may) not
measure these cost elements’ (p. 474). The hidden factory as a category of
activity not only failsto add value in value chain terms, but is actually a net
consumer of value. Bertels' Figure 24.4 (p. 474) is reproduced in Figure
16.1.
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Figure16.1 Quality and the Cost Structure of the Business
Six Sigma M ethodologies
Six Sigmais based on the following components:
the DMAIC (Define, Measure, Analyze, Improve, Control) process.
listen to the voice of the customer (VOC).

the identification of variation.
the DFSS (Design For Six Sigma) process.

000D

Each is described below.
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The DMAIC Process
The DMAIC acronym stands for:

O define the process, problem, or issue under consideration. This
definition will to the necessary extent be based on an agreement about
the exact nature of the requirements of the customer or client (whether
internal or externd), through ensuring an appropriate organizational
exposure to the “voice of the customer” described in the next section
below.

0 measure and quantify the magnitude of the process, problem, or issue
under consideration. This measurement might for instance be based on
cost-benefit, opportunity cost, or discounted cash flow (DCF) analysis.

o analyze the behaviour of key factors and process components in order
to establish cause and effect relationships associated with the process,
problem, or issue under consideration.

o improve the design of the process in order to achieve better
performance.

a control the process, having implemented the resulting solutions or
improvements and monitored their outcomes.

Hear the Voice of the Customer (VOC)

The voice of the customer is used early on in the DMAIC or the DFSS
elements of the Six Sigma process to specify and to quantify the most
critical requirements of the client or customer. The voice of the customer is
defined to include either or both of external and internal stakeholders, the
parameters and constraints of whose requirements will shape the outputs or
outcomes of the particular process under consideration. Bertels notes for
example of the Ford Motor Company that it uses the technique ‘to identify
projects that have the greatest potential to increase customer satisfaction by
improving quality and reducing defects’ (p. 23).

The I dentification of Variation

Six Sigma is based upon the development of a capacity to identify and to
measure the efficiency and effectiveness of any particular process in
meeting the performance requirements of both customer and the enterprise
itself. Six Sigma is used to measure how far the process creates an output
that deviates from a norm that can legitimately be described as “perfect” (i)
in terms of the fitness of purpose for the designated customer or client
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requirements, and (ii) in terms of the internal performance criteria of the
enterprise itsdlf. The technique therefore concentrates on the identification,
analysis, and relative degree of necessary reduction of undesirable
variability from the agreed benchmark of process performance.

This variation may be defined as the sum total of all unwanted, chance,
or random events that may occur each time a process is performed, and
which may take the level of this performance away from the chosen
parameters (“tolerances’ or “limits’) of its specification for instance in
terms of cost, quality, reliability, availability, customer service, patient
treatment outcomes, the control of criminal or anti-social behaviour (etc).

Output variability within designated upper and lower specification
limits may be accepted. Variation outside of these tolerance levels is
instead defined in terms of “defective” performance. A defect is produced
where the process fails to meet the required performance specification. The
incidence of defects needs to be measured and analyzed using the DMAIC
methodology, and attempts made to reduce the variation or instead to
eliminate it altogether. The target defect rate may be described in terms of a
“zero” benchmark. Bertels comments in this respect that a ‘central idea
behind Six Sigmais that if you can measure how many defects you have in
a process, you can (then) systematically figure out how to eliminate them
and get as close to “zero defects’ as possible’ (p. 4).

Six Sigma is based on the statistic that nearly one hundred percent of
al outcome values will lie within six standard deviations around the
average or mean of a normal distribution curve. This curve is
approximately six standard deviations (6c) wide, and is shown in Bertels
Figure A2 (p. 490), which is reproduced in Figure 16.2.

The nature of the application of Six Sigma methodologies to dea with
the incidence of process variation is related to the requirement for fitness of
purpose (or quality) of the designated customer or client regquirements
described above. This may be expressed in theformulaQ x A = E where:

the quality of the solution (Q) x the acceptability of that solution (A)
= the effectiveness of that solution (E)
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Figure 16.2 Per centages of Values Contained Within One, Two and
Three Standard Deviationson a Normal Curve

How the formula Q x A = E is defined is a matter of degree. The chosen
outcome is likely to be stated relative to the needs for fitness for purpose,
not in absolute terms. The customer outcome will be determined by the
necessary rigour of the benefit required as compared with the resultant
cost that will have to be incurred in achieving it. For instance, compare the
following two examples:

o the specification of safety and reliability features in the (necessarily
inter-related) processes of the design and specification of commercial
civil arcraft; airframe and engine manufacturing, procurement, and
supply chain management; and commercia aviation operations. In this
case, the variable “E” may have to be specified at alevel of 6c.

o airport baggage handling operations, in which losses of passenger
luggage, whilst inconvenient, are not life-threatening. The relatively
very rare disappearance and loss of passenger luggage will most likely
in any case to be subject to compulsory travel insurance arrangements.
In this case, the variable “E” might be specified at alevel of 2c.
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The DFSS Process

DFSS or Design For Six Sigma is focused on process re-specification,
process re-design, or new process development that by using the DMAIC
and the voice of the customer methodologies will better meet (i) future
customer requirements and (ii) ongoing corporate needs for performance
improvement, revenue generation, or cost reduction. DFSS may be applied
to any or al of processes associated with production, the delivery of
services, transaction processing, or innovation (etc).

DFSS may be associated with the knowledge dynamics and the
technology “S’ curves described in Chapter 19.

Six Sigma, Organizational Improvement, and Learning

Bertels notes that Six Sigma ‘builds organizational learning through
replication of improvements. Many companies involved in Six Sigma
efforts implement knowledge repositories, such as websites that contain
case studies and project reports that help spread improvements across an
entire (institution). This adds ... to design and problem-solving ability, as
well as agility’ on an organization-wide basis (p.22). Knowledge
management is dealt with in Chapter 19 of this book.

EVALUATING STRATEGIC CHOICE AND PLANS

Enterprise management will need to subject the processes of strategy
formulation, strategic choice, planning, and strategy implementation to
ongoing review, scrutiny and appraisal. This process of review and
appraisal may in part be objective, as in the case of the evaluation of the
available performance data. It is aso likely to be subjective, for instance
based on the projections, forecasts, and scenarios described in Chapter 9.

The skill with which enterprise leadership is able to make judgements
about the likely success of its strategic decisions may depend on such
factors as.

O itspast experience or track record in successfully making these kinds of
judgements.

O its honesty and willingness to recognize past weaknesses or failuresin
making effective evaluative judgements about strategic decisions
whose resource commitments, risks, and likely conseguences take the
enterprise forward into the future.
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Q its openness to, or willingness to learn or experiment with new or
untried methods of making assessments about the potential outcomes of
the courses of action it is proposing.

Current and future strategic choice and plans may be evaluated by such
judgemental criteriaas:

critical success factors.

desirability.

comparative or competitive advantage.
feasibility.

appropriateness.

knowledge and competence.

fit.

consistency.

facilitating change or innovation.

Ry Sy oy

Each is described below.
Critical Success Factors

Decisions on the suitability of current and future strategies may be based on
judgements about the degree to which implementation of the proposed
strategies and plans is likely to result in the enterprise meeting the
objectives associated with its critical success factors. For instance, did a
university’s strategy result in the recruitment of the right number and
quality of students, and does its reputation alow it to bid successfully for
research and consultancy contracts? Student numbers and income
generation are critical success factors for a university. All other variables
are dependent on them.

Desirability

Decisions on the choice of current and future strategies may be based on
judgements about:

o the relative desirability (or necessity) to key stakeholders, leaders,
managers, and staff internal to the organization of proposed enterprise
objectives, strategies, and plans.
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0 therelative desirability or necessity of enterprise objectives, strategies
and plans in the view of customers, sources of finance, and other key
stakehol ders external to the organization.

o the degree to which enterprise purpose is perceived to be responsive
towards, or acceptable to broader ethical, environmental, or social
concerns such as those described in Chapter 12.

Comparative or Competitive Advantage

Decisions on the choice of current and future strategies may be based on
judgements about the degree to which implementation of the selected
strategies and plans will permit the enterprise most effectively to explait its
sources of comparative or competitive advantage in achieving its
objectives. These sources of comparative or competitive advantage were
described in Parts One and Two of this book.

Feasibility

Decisions on the feasibility of current and future strategies or plans may be
based on judgements of:

How effective the enterprise is in generating feasible strategic alternatives
- for instance as described in Chapter 14. Does the enterprise know what
feasible options are actually available to it? Conversely, does it know what
is not feasible (for instance because of a lack of available finance; or
because of internal limitations on capability; or because of externa
constraints). Examples might include:-

e the non-availability of acquisition targets in countries such as Japan,
South Korea, and China because of prevailing ownership structures or
the government protection of local industries. Takeovers are in this
case not afeasible dternative.

e the requirement to globaize by means of the srategic aliances
analyzed in Chapter 27. This may be the only feasible form of business
development strategy available to resource-constrained companies who
wish to grow their business internationally in arelatively short space of
time.

Whether or not the chosen strategy will work - for instance, is the

implementation of the chosen alternative viable or realistic? For example,

despite its (very expensive) purchase of MCA, who owned a large part of
the US film and media industry, Matsushita soon found that it could neither
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manage nor control its wily new American subsidiary. Matsushita
subsequently sold MCA to the Seagram Company.

Whether strategies can be implemented and achieve their desired result
within the time-scale laid down - judgements may have to be made about
the potentia for delays such as those that for instance affected the building
and commissioning of the Channel Tunnel on London's new Wembley
Stadium. What might be the possible consequences for the organization of
such delays?

Whether enterprise objectives, strategies, policies, and plans are properly
understood by the people who have to implement them - for example, the
“rational” or “deliberate” strategies described in Chapter 11 may have been
“thrown over the wall” by those who formulated them to subordinate staff
who are perceived to be the “implementers’ of strategies and plans. Such
people may not have been involved in the process of formulating objectives
and strategies; may only have a limited understanding of the implications
of what it is their bosses are asking them to do; or may have alow level of
motivation and commitment to a process of which they have little
ownership.

Whether the leadership, structure, staff, and capability of the organization
can actually implement the chosen srategies, and deliver the required
results - for instance, can the enterprise actually do what is being asked of
it? The French for instance were the first to try to build the Panama Canal
towards the end of the nineteenth century. The task proved beyond them
given the nature of the technology that was available at the time.

The extent to which the enterprise possesses leadership, managerial, and
staff ability - that (i) can effectively carry out the processes of strategic
analysis and planning described in Parts One and Two of this book; (ii) can
successfully formulate and communicate mission, intent, objectives,
strategies, and plans as described in Parts Two and Three of this book; and
(i) can successfully put into effect the implementation and achievement of
objectives and strategies, as described throughout this book.

Appropriateness

Decisions on the appropriateness of current and future strategies may be
based on judgements about:

Whether the chosen strategies take advantage of - the relevant enterprise
strengths, capability, competences, and sources of comparative or
competitive advantage; the external opportunities; and prevailing
competitor weaknesses.
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Whether the chosen strategies address - the relevant corporate weaknesses,
externa and environmental threats, and competitor strengths.
Whether the strategies formulated clearly represent the best available path
or route to achieving objectives and putting statements of mission into
practice - that is, are the strategies clearly appropriate to achieving the
required objectives? For instance, should an airline that wishes to expand
its business concentrate its efforts on a central hub like London, Paris,
Beijing, or Chicago, and use feeder flights from regional centres on a“hub
and spoke” basis? Or should it instead increase the choice of direct
internationa flights from regional airports? These will by-pass the central
hub and cut out the need for the feeder flights, but call for a bigger
investment in aircraft and airports than is required by operating from one
central hub. The issue of path to goal within a leadership context is
analyzed in Chapter 17.
The degree to which the chosen strategies are appropriate to the situation,
or are situation-specific - how well do the chosen strategies address the
relevant contingencies and constraints, as well as taking into account the
relevant critical success factors? For instance, the active development of
credit card and credit-based financial operations are appropriate to
consumer cultures in which borrowing to spend “now” is acceptable. This
is because consumption and personal gratification are a primary value of
societies such as the UK and the USA. Credit-based operations may
however be inappropriate to societies in which persona saving is
encouraged, and in which spending on the basis of credit is frowned upon.
Personal saving to cover the uncertainties of tomorrow, to pay for
education, or to finance great family events such as weddings, is a prime
motivation in such societies.

The issue of situational relevance and contingency within a leadership
context is analyzed in Chapter 17.
The degree to which plans and strategies are locationally appropriate - to
local or regiona implementation; or to international or global operations; or
to both. International business strategy is dealt with in Chapter 28.

Knowledge and Competence

Decisions on the choice of current and future strategies will in this case be
based on judgements about the degree to which implementation will permit
the enterprise to exploit and further to develop its knowledge base, its
competencies, and its technology base. Long-established pharmaceutical
companies such as Glaxo-SmithKline for instance use their immense
knowledge of human ailments and the medical properties of plants and
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chemical substances to invent drugs that are increasingly effective in the
dleviation and treatment of illness and suffering. At the same time such
companies work with healthcare agencies to prevent the incidence of illness
or disability, and to reduce the cost of human ailments to society generally.

Knowledge and technology management are analyzed in Chapter 19.
The core competence concept is described in Chapter 20.

Fit

Decisions on the choice of current and future strategies will have to be
based on judgements as to whether the objectives and strategy to be
implemented are congruent with, or fit (i) the resource base of the
enterprise as represented by its leadership, human, financial, and physical
assets; (ii) its knowledge, technology, and competence; (iii) its capability;
and (iv) its operational capacity to implement. In other words, has the
organization actually got the capability and the resources to put its chosen
strategies into effect such that it can deliver the required results? For
example, it is no use a university or a hospital claiming that it “pursues
excellence” in some particular research activity if it does not employ the
world's best researchers, or cannot attract them to come to work for it. Its
pretence will soon be found out!

Where objectives, drategies, leadership, and the resource base of
capability are not congruent, that is, where there is an inadequate degree of
fit, the strategic management process will have to find a way to close the
gap between the actual and the required capability. This might be achieved
by any of:

o the upgrading of, or further investment in enterprise capability and
competence.

o the reconceptualization of capability, competence, process, or
technology. This may be achieved by strategies of re-engineering, or of
innovation (analyzed in Chapter 19). A classic case was the
development of container shipping and handling which, by its
standardization of load size and shape, revolutionized freight
transportation by reducing and simplifying handling, speeding up
transfer, and reducing cost.

0O the business development strategies described in Chapter 27.

O co-operating with other organizations within the relationship
architecture, for instance through the de-integrated value chains, value
adding partnerships, network structures, or strategic aliances described
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in later chapters to achieve the joint effect or synergy that was defined
in Chapter 4.

0 making assets work harder, whether by the strategies of “doing more
with what you aready have’ or of “doing more with less’, as described
in Chapter 21.

At the same time, decisions on the choice of current and future strategies
will have to be based on judgements as to whether the objectives and
strategy to be implemented are congruent with, or fit the character of the
external environment. Chapter 12 for instance looked at the issue of ethics
and socia responsibility. To what extent may the enterprise adopt strategies
that are out of step with the ethical standards of the day, or are clearly seen
to be socialy unresponsive by the wider society? Chapter 6 instead
analyzed the relative stability of the external environment. The enterprise
will have to adapt its strategic choice to the prevailing conditions of
environmental change, or it may run the risk of being left behind by, or
being rendered obsol ete by those changes.

Consistency

A decision will have to be made as to the degree to which purpose,
objectives, strategies, and plans are consistent with each other over time. In
other words, do they demonstrate the pattern described in Chapter 11.
Pattern was defined in that chapter as ‘the consistency of enterprise
decision-making over time'. Companies such as the UK grocery retailers
Tesco, AsdaWamart, and Sainsbury are known for their consistent and
long-term pursuit of quality and value for money market offer. They tend to
follow the same policies year in and year out. Customers know what they
will get if they shop in the stores of these companies. They have a
reputation for consistency.

An aternative to this consistent pattern lies in the making of short-term
changes to the basic parameters of the business, or at worst “muddling
through” with no pattern and consistency at all. The diversification by the
Eastman Kodak Company into pharmaceutical products and household
items during the 1980s for instance demonstrated an inconsistency of
strategic pattern that was subsequently “corrected” by Kodak’s later return
to aclear focus on its core imaging business.
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Facilitating Change and I nnovation

Decisions on the degree to which current and future strategies facilitate the
implementation of change or innovation may be based on judgements
about:

Q

Q

whether the chosen objectives and strategies are flexible, and are
capable of responding to changing internal and externa events.

whether the process of formulating and implementing strategies and
plans described in Chapters 14 and 15 facilitates innovative or flexible
behaviour, and encourages staff and structures to adopt the necessary
change. The aggressive use of techniques of centralized planning down
analyzed in Chapter 15, on the other hand, may cause leaders and
decision-makers to become inflexible and out of touch with redlity.
Feedback from implementers about negative performance features may
in consequence be filtered or screened out until eventualy a disaster
occurs. This disaster may then force decision-makers to confront
unpalatable truths about external or market developments (etc) which
hitherto they have been ignoring or denying.

Decisions on the degree to which current and future strategies facilitate the
implementation of change or innovation may also be based on judgements
about the degree to which the timing and time-scale of strategy
implementation matches with:

Q

the capacity of customers, markets, and environments to absorb and
accept change. Can tobacco products be banned atogether in Anglo-
Saxon countries? Will electric cars become dominant in urban areas?
Or will motorists return to public transport for their journeys to work in
order to reduce the effects of congestion and to speed up their travel
time?

the capacity of enterprise staff and operationa resources to absorb and
accept change.

the capacity of the organization’s leadership to absorb and to adapt to
change. For example, Tichy and Sherman (1994) recounted in detail the
story of CEO Jack Welch's epic and controversia battle with the US
Genera Electric Corporation to bring about drastic change in that
organization. Welch set out to reduce bureaucracy, to make GE more
responsive to the market, and to increase its competitiveness in the face
of globa competition in its markets. He made drastic changes to the
structure and character of that company over aten-year period.
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SINGLE VARIABLE STRATEGIC MANAGEMENT
PERFORMANCE EVALUATION METHODOLOGIES

The evaluation of the strategic management process itself may be based on
any or all of the single variable methodologies listed as follows. The use of
these variables can be used to indicate the extent to which the
implementation of the strategic management process has delivered the
desired performance results in respect of:

o therelevant critical success factors (Chapter 4).

o the relevant sources of comparative or competitive advantage (Chapter
4 and others).

o theachievement of the planned synergies (Chapters 4 and 27).

o accommodating the relevant limiting factors, contingencies, and
constraints (Chapters 4, 5, and 6).

o the effective use of time as resource (Chapter 7).

o the effective use of risk management capability (Chapter 8).

o the effective use of business planning and forecasting capability
(Chapter 9).

o the effective financia management of the organization (Chapters 3 and
13).

o the implementation and achievement of effective enterprise leadership
(Chapter 17).

MULTIPLE VARIABLE STRATEGIC MANAGEMENT
PERFORMANCE EVALUATION METHODOLOGIES

The evaluation of the strategic management process may also be based on
any of the multiple variable methodologies for strategic performance
management and eval uation analyzed in this section.

THE BALANCED SCORECARD

Kaplan and Norton (1996) suggest that enterprise management can use the
concept of the “balanced scorecard” (BSC) in order to complement
‘financial measures of past performance with measures of the drivers of
future performance’ (p. 8). Kaplan and Norton comment that ‘the Balanced
Scorecard translates an organization's mission and strategy into a
comprehensive set of performance measures that provide the framework for
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a strategic measurement and management system. The Balanced Scorecard
retains an emphasis on achieving financial objectives, but also includes the
performance drivers of these financia objectives' (p. 2).

The objectives and measures of the balanced scorecard are derived
from an organization’s vision and strategy. The objectives and measures
used by the balanced scorecard view organizationa performance from four
formalized “balanced perspectives’. These perspectives are described at
various points throughout this book. They are:

a the perspective of customer or client.

O the perspective of internal business processes, innovation, and change.

O the processes of knowledge management, organizational learning, and
organizational development.

o thefinancia perspective.

The balanced scorecard has been developed as a synthesis from ‘the
collision between the irresistible force to build long-range competitive
capabilities, and the immovable object of the historical-cost financia
accounting model’ (p. 7). Kaplan and Norton state that ‘breakthroughs in
performance require major change, and that includes changes in the
measurement and management systems used by an organization.
Navigating to a more competitive, technological, and capability-driven
future cannot be accomplished merely by monitoring and controlling
financial measures of past performance’ (p. 6).

Kaplan and Norton argue that the balanced scorecard expands the set of
activity performance criteria beyond the summary financial measures for
instance described in Chapter 3 of this book. The purpose of balanced
scorecard methodology is:

Q to permit the measurement of how the activities comprising operational
performance create value for customers and clients.

O to decide how the necessary internal competencies and capabilities, for
instance as described in this chapter and also analyzed in Chapters 4, 7,
8,9, 13, 14, 17, 19, 20, 21, 22, and 28 of this book may be enhanced or
developed.

O to determine how the enterprise should invest in people, knowledge,
systems, and procedures needed to achieve improvements in the
capability that underpins current and future performance.

The proponents of the baanced scorecard methodology suggest that the
technique may be used to translate the concepts of strategic vision, mission,
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and leadership being described in Part Three of this book into a balanced
set of tangible and measurable objectives. This balanced implementation
process is based on four key strategies. These strategies are summarized as
follows.

a firstly, define and establish the nature of the relaionship with
customers or clients, and decide what value outcomes (or what value
chain outcomes) must be achieved in the market or the externd
environment.

o secondly, define and establish what internal processes (or process re-
engineering, Six Sigma, etc) are necessary to meet customer or client
demands, and decide what capabilities and competencies are critical to
that achievement.

a thirdly, establish what processes of employee retention and
development, knowledge and technology management, systems
development, organizational learning, and architecture development
will be needed to put in place the necessary capabilities and
competencies (for instance in creating customer value; in product,
process, or service innovation; in managing partnerships; or in handling
change, etc) as necessary internal processes described immediately
above.

a fourthly, decide what kinds of financial outcomes must be achieved by
the interaction of the three strategies listed immediately above, so that
shareholder or stakeholder satisfaction may be maintained or improved.

THE TRIPLE BOTTOM LINE

Elkington (1997) proposes the use of “triple bottom line” methodology by
which to evaluate the strategic choice and performance of the enterprisein
terms of the concepts of business ethics, environmentalism, and socid
responsibility described in Chapter 12. Elkington suggests that strategic
choice and performance should at the same time be compared and
evaluated on the basis of:

o itsfinancia performance, for instance as described in Chapters 3, 13,
and 15.

Q itsenvironmental impact, as described in Chapter 12.

o the degree to which it demonstrates ethical and socially responsible
behaviour in its business activities, as described in Chapter 12.
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The emergence of triple bottom line thinking has resulted in the increasing
adoption of social and environmental reporting methodologies in company
reports and accounts. UK users include Shell plc, BP plc, and the Body
Shop. Pressures for more comprehensive socid and environmental
reporting are growing within European Union countries generaly, with
France and The Netherlands for instance now requiring significant levels of
statutory compliance by companies.

BEST VALUE

“Best Value’ as a multiple variable methodology for strategic performance
management and evaluation is applied to public sector activities in the UK
and Australia. In the UK for instance, Section Three of the 1999 Loca
Government Act requires loca government authorities ‘to make
arrangements to secure continuous improvement in the way in which they
exercise their functions, having regard to a combination of economy,
efficiency and effectiveness’ (DETR Circular 10/99 Local Government Act
1999: Part 1 “ Best Value”).

The UK government has defined Best Vaue as a duty on the strategic
management process in the public and healthcare sectors to deliver services
to clear standards for customers and clients as voters and taxpayers. These
standards should specify both cost and quality, and deliver results by the
most economic, efficient and effective means available. This has for
instance during the last decade presented local government authorities with
a challenging framework of performance management. Local government
authorities are required:

O to consult with residents and the local users of services about their
views and priorities.

O to publish annual Best Value performance plans that report on past and
current performance and identify forward activity plans, service
priorities, and targets for improvement.

o toreview al of their functions over afive year cycle.

Best Vaue requires local government authorities to ask themselves
fundamental questions about the underlying objectives and priorities of
their work. They must also concern themselves with their operating
performance relative to other organizations in the public, private, and
voluntary sectors with which they are benchmarked and compared. Some of
the principles of Best Vauein the UK include:
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a the requirement to improve performance - as measured by the “3ES’,
which are effectiveness, efficiency, and economy.

o the requirement to make use of the “ 5Cs’ - which are the strategies of
challenge, consultation, comparison, co-operation or collaboration, and
competition.

o the use of performance indicators (“PIs’) - as standards and
benchmarks by which to judge achievement, and to set targets for
improvement.

o thepursuit of visible continuous improvement over time.

The achievement of Best Value should also be subject to the achievement
of equity and the sustainability of the environment. These are described as
the fourth and fifth “Es’.

Local government authorities in the UK have been required to publish
performance measurement data since 1993. They have done this by using
performance indicators specified by the UK government's Audit
Commission. These Audit Commission performance indicators (or
“ACPIS’) have now been superseded as benchmarks by Best Vaue
performance indicators (or “BVPIS") published by the UK government.

EXCELLENCE ASA MULTIPLE VARIABLE STRATEGIC
PERFORMANCE EVALUATION METHODOLOGY

Pressures to demonstrate levels of strategic and operationa performance
that in comparative terms may legitimately be described as “excellent”
derive from:

a increasingly competitive trading conditions in product-markets, in part
deriving (i) from an accelerating pace of globalization, (ii) from the use
of the internet, and (iii) from the emergence of China as a
manufacturing superpower.

o increasingly informed, sophisticated, and selective consumers.

o growing pressures from governments, and the taxpayers and voters that
they represent, for visibly improved public, educational, and healthcare
sector performance.

O anincreasing acceptance and use of objective benchmarks or standards
as valid comparators. Such benchmarks for example are widely used to
assess quality, service, patient care, educational achievement,
reliability, or cost-efficiency. Their use underpins the methodologies of
Best Vaue described in the preceding section of this chapter.
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Excellence as a multiple variable strategic performance evaluation
methodology may be described by any or al of the following.

Strategic M anagement and L eader ship Capability

The degree to which the enterprise can in comparative terms be judged to
have achieved excellence, and be capable of sustaining this excellence on
the long term may be a function of its strategic management and its
leadership capability. The analysis of these capabilities is a key issue for
this book, and is dealt with in detail for instancein Chapters 11, 13, 14, 15,
and 17 of Part Three; and throughout Part Four.

Quality, Reliability, Service, and Value (QRSV)

Peters and Waterman analyzed the excellence concept in their pioneering
book entitled In Search of Excellence published by Harper and Row in
1982. They categorized excellence of customer service in terms of the four
variables quality, reliability, service, and value for money. Hence the
acronym “QRSV”.

This description of excellence was based upon, and foreshadowed the
increasing acceptance and use of objective benchmarks or standards as
valid comparators described at the beginning of this section of Chapter 16.
Only those organizations that could legitimately demonstrate outstanding
levels of customer or client orientation and market performance by
comparison with widely accepted standards or benchmarks could be
entitled to claim excellence, and benefit from the competitive advantage
that such a status might confer on them. Such an acceptance is then related
to the competition strategy benchmarks described immediately below.

Competition Strategy Benchmarks

Excellence-based benchmarks that may be applied to the formulation and
implementation of the competition strategy analyzed in Chapter 22 could
include any or al of the following. These would be demonstrated by
agreed, objective, and widely accepted external standards:

world class.

excellent.

market leader.

firstin classor first in category.
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0 model provider or “ beacon” provider, a benchmark for instance used
in the UK public and healthcare sectors.

a preferred supplier, for instance in the concept of procurement and
supply chain management described in Chapter 18.

Q number one.

o number two (for instance because “we try harder”).

The European Foundation for Quality Management (EFQM)
“Excellence” Mode

The European Foundation for Quality Management (EFQM ®) is a
membership-based, not-for-profit institution whose mission is to help bring
about the achievement of sustainable performance excellence in European
organizations.

The description of the EFQM Model of Excellence ® given below is
based on EFQM documentation, and is reproduced here with permission.
The EFQM states that its ‘model is a non-prescriptive framework that
recognises there are many approaches to achieving sustainable excellence.
Within this non-prescriptive approach there are some fundamental concepts
which underpin the EFQM model’. These fundamental concepts of
excellence are listed as follows.

Results orientation — ‘excellence is dependent upon baancing and
satisfying the needs of al relevant stakeholders (this includes the people
employed, customers, suppliers and society in general as well as those with
financial interestsin the organization)’. Stakeholder analysis was dealt with
in Chapters 11, 12 and 14.

Customer focus — ‘the customer is the final arbiter of product and service
quality. Customer loyalty, retention and market share gain are best
optimised through a clear focus on the needs of current and potential
customers'.

Leadership and constancy of purpose — ‘the behaviour of an organization’s
leaders creates a clarity and unity of purpose within the organization, and
an environment in which the organization and its people can excdl’. The
issue of strategic pattern and consistency was analyzed in Chapter 11. The
process and practice of leadership is given extensive treatment in Chapter
17.
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Management by processes and facts — ‘organizations perform effectively
when al inter-related activities are understood and systematically managed,
and decisions concerning current operations and planned improvements are
made using reliable information that includes stakehol der perceptions'.
People development and involvement — ‘the full potentiad of an
organization’'s people is best released through shared values and a culture
of trust and empowerment, which encourages the involvement of
everyone' . Theseissues are for instance dealt with in Chapter 18.
Continuous learning, innovation, and improvement — ‘organizational
performance is maximized when it is based on the management and sharing
of knowledge within a culture of continuous learning, innovation and
improvement’.

Partner ship devel opment — ‘ an organization works more effectively when it
has mutually beneficial relationships built on trust, [the] sharing of
knowledge, and integration with its partners’. The issues of relationship
architecture and partnership are analyzed in Chapter 18.

Public responsibility — ‘the long-term interest of the organization and its
people are best served by adopting an ethical approach and exceeding the
expectations and regulations of the community’. These issues were
analyzed in Chapter 12.

The EFQM states that its excellence model ‘is a non-prescriptive
framework based on nine criteria. Five of these [criteria] are “Enablers’
and four are “Results’. The “Enabler” criteria cover what an organization
does. The “Results’ criteria cover what an organization achieves. “Results’
are caused by “Enablers’. The Model, which recognises that there are many
approaches to achieving sustainable excellence in al aspects of
performance, is based on the premise that excellent results with respect to
Performance, Customers, People and Society are achieved through
Leadership driving Policy and Strategy, People, Partnerships and
Resources, and Processes'.

This equifinal model is reproduced with permission as Figure 16.3. The
EFQM states that the arrows in the model ‘emphasise the dynamic nature
of the model. They show innovation and learning helping to improve
enablersthat in turn lead to improved results'.
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ENABLERS RESULTS

People e
Policy and Key
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INNOVATION AND LEARNING

Figure16.3 The EFQM Excellence Model ®

The nine criteria of the EFQM excellence model are used to monitor or to
assess an organization’s progress towards the achievement of excellence.
The EFQM'’ s definition of the five enabling criteria are listed as follows.

Criterion one: leadership - ‘how leaders develop and facilitate the
achievement of mission and vision, develop values required for long term
success and implement these via appropriate actions and behaviours, and
are personaly involved in ensuring that the organization’s management
system is developed and implemented’.

Criterion two: policy and strategy - ‘how the organization implements its
mission and vision via a clear stakeholder-focused strategy, supported by
relevant policies, plans, objectives, targets and processes'.

Criterion three: people - ‘how the organization manages, develops and
releases the knowledge and full potential of its people at an individual,
team-based and organization-wide level, and plans these activities in order
to support its policy and strategy and the effective operation of its
processes .

Criterion four: partnerships and resources - ‘how the organization plans
and manages its externa partnerships and interna resources in order to
support its policy and strategy and the effective operation of its processes'.
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Criterion five: processes - ‘how the organization designs, manages and
improves its processes in order to support its policy and strategy and to
fully satisfy, and generate increasing vaue for, its customers and other
stakeholders'.

The EFQM’s definition of the four results criteria are listed as follows.

Criterion six: customer results - ‘what the organization is achieving in
relation to its external customers'.

Criterion seven: people results - ‘what the organization is achieving in
relation to its people’.

Criterion eight: society results - ‘what the organization is achieving in
relation to local, national and international society, as appropriate’.
Criterion nine: key performance results - ‘what the organization is
achieving in relation to its planned performance’.

Performance Evaluation

The EFQM mode contains a variety of performance evaluation
methodologies and performance measures that are used to indicate the
degree of organizational progress towards the achievement of excellence.
Some of these methodologies, benchmarks, and measures have been
discussed in this chapter. The EFQM model categorizes the performance
measurement process in terms of the following.

Key performance outcomes - are measures of the ‘key results planned by
the organization and which, depending on the purpose and objectives of the
organization, may include those relating to ... financial outcomes [and]
non-financial outcomes [and] activities [that] assist in the preservation and
sustainability of resources'.

Performance indicators - these are internal measures ‘used by the
organization to monitor, understand, predict and improve the performance
of the organization and to predict perceptions of society’.

REVIEW QUESTIONS
1. Why may enterprise management undertake the review and evaluation

of the past or present strategic and operational performance of the
organization?
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10.

Principles of Srategic Management

How may enterprise management undertake the review and evaluation
of the past or present strategic and operational performance of the
organization?

What is the purpose of performance measurement criteria, performance
indicators, and performance benchmarks?

How may enterprise management evaluate its choice of strategies and
plans?

Analyze and comment on single variable evaluation methodologies for
performance management.

Analyze and comment on multiple variable evaluation methodologies
for performance management.

Anayze and comment on single variable strategic management
performance evaluation methodol ogies.

Analyze and comment on multiple variable strategic management
performance eval uation methodol ogies.

How may a public sector or hedthcare organization achieve “Best
Vaue’ performance outcomes?

How may enterprise management achieve “excellent” performance
outcomes?

TECHNIQUES OF CASE STUDY AND ANALYSIS

1

Evauate the strategies and plans evident in the case study. Use
whatever measurement or judgmental criteria you consider to be most
appropriate.

Identify and comment on whatever process of performance
management is evident in the case study.

Evaluate whatever process of performance management is evident in
the case study. Use the measurement or judgmental criteria you
consider to be most appropriate.

Identify and comment on whatever process of strategic performance
management is evident in the case studly.

Evaluate whatever process of strategic management is evident in the
case study. Use the measurement or judgmental criteria you consider to
be most appropriate.
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PROJECT ASSIGNMENTS

1. Using available information, evaluate the strategy and plans of an
organization in which you are interested.

2. Using published information, evaluate the past or present performance
of an organization in which you are interested. Comment on the
processes of strategic and operational performance management in this
organization.
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Chapter 17

L eadership and Strategy

“Control your destiny, or someone elsewill” - Jack Welch

This chapter looks at the role of enterprise leadership within the context of
strategic management. It analyzes the process of |eadership, and examines
in detail the implementation of that process. It looks at leadership as a key
strategic competence, as a source of value generation, and as a source of
comparative or competitive advantage. It deals with the role of leadership
in establishing and sustaining the vision of the organization, and in securing
commitment to achieving its purpose.

The contents of this chapter are based on a variety of leadership
concepts and models.

LEADERSHIP AND STRATEGY

The European Foundation for Quality Management comments that ‘the
behaviour of an organization’s leaders (should) create ... clarity and unity
of purpose within the organization, and an environment in which the
organization and its people can excel’ (EFQM, 1999).

Warren Bennis suggests that ‘ leaders are people who do the right things
and managers are people who do things right. Leaders are interested in
direction, vision, goals, objectives, intention, purpose, and effectiveness -
the right things. Managers are interested in efficiency, the how-to, the day-
to-day, the short run of doing things right’ (quoted in Bennis and
Townsend, 1995, p. 6).

Leadership is akey issue for the long-term strategic direction, stability,
and survival of the enterprise. The organization's leadership for instance
has a strategic responsibility to focus attention towards, and develop the
core values, culture, and ideology; the knowledge base; the architecture and
relationships; the core competencies; the finance and resources; the sources
of value addition and competitive advantage; and the strategic management
process upon which the efforts of the enterprise ultimately depend.
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Chapters 11 to 16 of this book have analyzed a series of strategic
management components whose formulation and implementation will
require aleadership input. These components include decisions about:

o how the process of strategy formulation and strategic decision-making
isto be implemented and facilitated.

understanding and choice of the basis of strategy formulation.

planning style.

perspective - the conceptualization, purpose, and direction of the
enterprise.

core values and ideol ogy.

mission.

strategic intent.

ethos and ethics.

how to ensure understanding and consensus about the critical success
factors of the enterprise.

objectives.

financial strategy and management.

performance management.

how the enterprise is to move forwards into the future.

how power is to be used within the organization; and how the politics
of internal and external relationships are to be managed.

how relationships with key internal and external stakeholders are to be
managed within the architecture of the organization.

00D
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LEADERSHIP DEFINED

Armstrong (1990) defined leadership in terms of getting things done
through people. He suggests that leadership happens ‘when there is an
objective to be achieved, or a task to be carried out, and when more than
one person is needed to do it. All managers are by definition leaders in that
they can only do what they have to do with the support of their team, who
must be inspired or persuaded to follow them. Leadership is therefore about
encouraging and inspiring individuals and teams to give their best to
achieve a desired result. Leadership is required because someone has to
point the way and ... (to) ensure that everyone concerned gets there
(p. 165).

Northouse (2001) defines leadership as ‘a process whereby an
individual influences a group ... to achieve a common goa’ (p. 3). This
implies that:
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O defining leadership as a process means that it is a dynamic interaction
or transactional event that occurs between the leader and his or her
followers. The leader affects and is affected by followers.

O leadership occurs in a group context, that is, leadership involves
influencing a group of individuals who are in some way inter-related or
interacting in a purposive manner.

O leadership is goal-directed. Leadership involves influencing the
individual and the group towards accomplishing some objective or task.
Leaders attempt to combine al of the available energies and to direct
them to achieving this objective or task.

SOME SOURCES OF LEADERSHIP INFLUENCE AND POWER

The exercise of leadership involves the use of influence. This is concerned
with how the leader affects followers, and isin turn affected by them. There
are avariety of sources of leadership influence and power. These include:

Tradition - historicaly, traditional leaders derived authority from their
inheritance by birth or kinship. Kings, queens, and clan or tribal leaders
were born to lead the people over whom they held sway. There may be
similar leadership expectations (for instance in Spain, Italy, or South
Korea) of those who as offspring inherit from their parents or predecessors
the assets of family businesses.

Office - leadersin this case derive their authority from the offices they hold.
These offices or positions may be associated with political and economic
power to act on behalf of others, and may be backed up by sufficient
authority or force to ensure compliance. For instance, countries such as
France and Russia have long histories of powerful (or “absolutist”)
leadership that to this day influence attitudes to leadership. One
consequence of this approach may be the expectation that hierarchical
position and leadership are correlated. Organizational rank, the right to
exercise influence and authority, the expectation of leadership
responsibility, and the expectation of compliance from subordinates may all
be perceived as components of senior management roles. This may
similarly be expressed in terms of the exercise of -

Legitimate power - which derives from the authority formally vested in a
hierarchical position or office held within the organization, the exercise of
which by the leader is recognized by subordinates as appropriate and
proper.
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Reward power - which derives from the authority to decide and to make the
alocation of rewards to others. Such rewards may take the tangible form of
pay increases, bonuses, or promotion; or the intangible form of recognition,
congratulation or praise.

Coercive power - which describes the authority to recommend or impose
punishment. The exercise of coercive power might take the form of
criticism, the denia or withdrawal of optiona conditions or rewards of
employment (such as bonuses), demotion, or dismissal.

Expert power - which derives from the leader’s special knowledge or skill.
Subordinates will comply with the leader’s decisions and actions because
they perceive him or her to know better, or to be more experienced, or to be
more effectively equipped to dea with situations characterized by novelty,
uncertainty, or risk.

Referent power or personal “ charisma” - which derives from features of
the personality or character of the leader, and which can be used to
command the respect, admiration, or compliance of others. Followers may
wish to identify with the leader, to whom they will refer as a desirable role
model or example. The special case of the concept of “charisma’ as a
source of leadership influence and power is dealt with in a later section of
this chapter.

PERSONAL TRAITSAND QUALITIES

Some studies of leadership have focused on the personal traits or qualities
that appear to be correlated with people’'s perceptions of effective
leadership. Early studies identified such personal traits and qualities as:

the possession of above average competence.

the possession of effective interpersonal and social skills.
the ability to inspire others.

good hedlth.

the possession of abundant initiative and enthusiasm.

the possession of self-confidence and self-assurance.
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Later studies place emphasis on such personal traits and qualities as.

The “ helicopter factor” - the possession of which describes the ability of
the leader to rise above the detail of a situation and to see it as a whole
entity within its wider context.
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Determination - which Northouse describes as ‘the desire to get the job
done and includes characteristics such asinitiative, persistence, dominance,
and drive. Individuals with determination are willing to assert themselves,
they are proactive, and they have the capacity to persevere in the face of
obstacles. Being determined includes showing dominance at times and in
certain situations where followers need to be directed’ (p. 19).

Integrity - which indicates personal honesty and trustworthiness. Northouse

comments (p. 20) that ‘individuals who adhere to a strong set of principles

and take responsibility for their actions are exhibiting integrity. Leaders
with integrity inspire confidence in others because they can be trusted to do

what they say they are going to do’ (p. 20).

Intelligence - as for instance indicated by the possession of effective

perception, reasoning, judgement, communication, and decision-making

skillsrelative to the needs of the situation and the group.

Salf-confidence - by which the individual is self-assured about his or her

own capability and competence; and is certain and comfortable in the

application of this capability in the leadership situation.

Sociability - Northouse comments that |eaders who demonstrate sociability

‘are friendly, outgoing, courteous, tactful and diplomatic. They are

sensitive to others needs and show concern for their well-being. Socid

leaders have good interpersonal skills and create co-operative relationships
with their followers' (p. 20). They are therefore likely to possess a high
degree of emotional intelligence.

Attention to detail - Peters and Waterman (1982) and Peters and Austin

(1986) add attention to detail to the list of personal qualities appropriate to

leadership. They suggest that leaders may have to be comfortable with

detail aswell as with broad issues. Thisis demonstrated by:-

e ther ability to perform the detailed tasks that they require their
subordinates to carry out; or at least to show an understanding of the
relevance of these tasks. Thisis leadership by example.

e ther identification and empathy with, and respect for the routines of
their subordinates. Leaders who downgrade the importance of detail, or
who appear contemptuous of day-to-day routines, may be perceived by
subordinates as arrogant. Such behaviour may be perceived to be
inappropriate to the requirements of effective leadership.

Other personal traits and qualities might include:

O a depth of professional or technical knowledge, experience, and
expertize.
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O an ability to deal or work with a wide variety of different kinds of
people and attitudes.

an ability to think and to respond quickly, as circumstances require.

an ability to think laterally or to act unconventionally, as circumstances
require.

communication fluency and effectiveness.

effective or persuasive self-presentation.

decisiveness.

effective professional judgement.

originality or creativity of thought and action.

professionalism or professional prestige.
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Proponents of trait models of leadership may suggest that the use of
personal traits and qualities must be appropriate to the situation to which
they are being applied. Thus, for example, an individua might exhibit
decisiveness and self-confidence in a crisis situation where others expect
clear leadership. But where there is a need to make a complex technical
judgement in an uncertain situation whose outcome is dependent on the
exercise of a wide range of expert power, (i) the leader's professional
credibility and prestige, and (ii) his or her ability to maintain or manage
close and participative working relationships with and between other
professionals may be seen to be the test of leadership competence.

| THE STYLE APPROACH TO LEADERSHIP

A STYLE MODEL OF LEADERSHIP BEHAVIOUR

The style approach emphasizes the behaviour of the leader. It focuses on
what leaders do, and on how they act. The style approach may be illustrated
by the use of Tannenbaum and Schmidt’s 1958 model.

Tannenbaum and Schmidt’s Authoritarian-Democratic L eader ship
M odel

Tannenbaum and Schmidt proposed a continuum aong which leadership
behaviour choices may vary. At one extreme there will be high power
distance, “boss-centred” leadership characterized by high levels of
authority, prescription, and control. At the other extreme there will be low
power distance, “subordinate-centred” leadership characterized by
consultative and facilitatory behaviour.
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Tannenbaum and Schmidt identify four distinct styles of leadership
behaviour along this continuum. These are;

Syle one - the leader tells. The leader makes decisions on a unilateral,
authoritarian, or absolutist basis and expects his or her subordinates to
implement these decisions without question. Subordinates are merely
perceived in this case as “tools of implementation”.

Syle two - the leader sells. The leader makes the decisions but tries to
persuade subordinates that these decisions are the right ones, and that it is
in their best interest to accept them and implement them.

Syle three - the leader consults. The leader makes the decision after a
process of consultation and discussion with the group. It is the leader's
responsibility to listen to subordinate opinion and comment. But it is also
the leader’s responsbility to decide on the value and relevance of that
advice to the decision at hand.

Syle four - the leader joins. The leader or the group, or both, define the
issue or problem for resolution. The leader may then have to specify the
parameters within which a decision could redlistically be made about it.
The group then makes the final decision, for instance by establishing a
consensus of agreed opinion, or by establishing a majority view in favour
of achosen outcome.

@uthoritarian Democratlc

High L
/

Tells Sells Consults Joins

Low

‘7 Degree of authoritarian leadership
A Degree of freedom for subordinates
Figure17.1 Tannenbaum and Schmidt’s L eadership Model

Tannenbaum and Schmidt’s leadership model is illustrated in Figure 17.1.
Tannenbaum and Schmidt suggested that a leader’s choice of style across
the continuum may depend on the situation that he or she faces. Daft
(2000) comments that ‘for example, if there is time pressure on a leader or
if it takes too long for subordinates to learn how to make decisions, the
leader will tend to use an autocratic style. When subordinates are able to
learn decision-making skills readily, a participative style can be used.
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Another situational factor is the skill difference between subordinates and
the leader. The greater the skill difference, the more autocratic the leader
approach, because it is difficult to bring subordinates up to the leader’'s
expertizelevel’ (p. 507).

Theissue of leadership style was aso deat with in Chapter 14.

| TRANSACTIONAL APPROACHESTO LEADERSHIP

TRANSACTIONAL LEADERSHIP MODELS

Other leadership models may be categorized as transactional. Such models
focus on the exchanges or transactions that occur between leaders and
followers in the task or goal achievement context within the organization.
These exchanges are used to seek to achieve or to optimize the relative
mutual benefit to be secured from the transaction, for instance in terms of
such criteriaas.

o organizational performance and productivity in pursuit of objectives; or
in terms of the generation of value within value chain analysis.
organizational capability, competence, or competitive advantage.

leader development.

leader motivation and reward.

subordinate devel opment.

subordinate motivation and reward.

the achievement of, or the strengthening of the values to which
participants adhere (whether for instance it be service qudity,
excdlence, professional expertize, care and concern for clients, or
community welfare, etc).
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COMPONENTS OF THE TRANSACTIONAL APPROACH TO
LEADERSHIP

The transactional approach to leadership may be described on the basis of
the following variables:

O the needsof purpose or the task.
0 the necessary relationships and architecture.
o thesdtuation.
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Q contingent circumstances.

0 the needs, motivations, and capability of the individual, the group, or
the team.

a thepathto goal.

These components are summarized in Figure 17.2, and are described within
a strategic management context below.

THE LAYERS OF TRANSACTIONAL LEADERSHIP

SITUATIONAL

TASK AND PURPOSE

RELATIONSHIP AND ARCHITECTURE

CAPABILITY AND

MOTIVATION
NEEDS

NEEDS

CONTINGENCIES

Figure 17.2 The Layersof Transactional L eadership
THE NEEDSOF THE TASK OR PURPOSE

Goal accomplishment is in this case facilitated by achievement or task-
oriented behaviours. Purpose or task-oriented leadership behaviours direct
and assist individuals, the group, and the organization to achieve strategic,
operational, or task objectives, so as such these types of behaviour may be
categorized as any or al of “result-orientated” or “ performance-orientated”;
“resource-oriented”; “activity-orientated”; or “operations-oriented”. Task
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or purpose-oriented behaviours include resource allocation; the definition,
organization, and structuring of work; the allocation or delegation of
responsibilities; and evaluation or control activities that ensure the work
gets done to the required standard. These behaviours result from the task
requirements of the strategic management process being analyzed in this
book, which were defined in Chapter 1 to comprise:

strategic analysis and planning.

strategy formulation and strategic decision-making.
strategic choice.

strategy implementation.

[ iy wiy )

THE NECESSARY RELATIONSHIPS AND ARCHITECTURE

Relationship-oriented leadership behaviours are used to enable and to
facilitate the effective performance of the individuals, the group, and the
organization within the context of the purpose or task in which they
operate. Relationship-orientated behaviours include such activities as the
development of architecture and organization; the creation of trust and
respect; the development of corporate values and culture; the creation and
stimulation of an esprit de corps; team and teamwork building; and staff
motivation, management, mentoring and nurturing. Chapter 18 defines the
necessary relationshipsin terms of:

internal and external architecture.
shared values and trust.

the value chain concept.
organization culture.

supply chain relationships.

ooooo

TASK AND RELATIONSHIP-ORIENTATED BEHAVIOURS

The task or purposive, and the relationship-oriented leadership behaviours
described immediately above are likely to have to be based on the premise
that the leader’ s actions towards others must be implemented on both levels
at the same time. In some situations, the leader needs to be more or less
task-oriented; in others he or she needs to be more or less relationship-
orientated. A key to effective leadership under these two headings may then
be perceived to lie in how the leader understands, inter-relates, balances,
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and decides to apply these two core behaviours at the same time in any
given situation.

THE SITUATION

The transactional approach suggests that leadership behaviour must be
relevant to the situation. Different situations are likely to call for different
kinds of leadership. From this perspective, leadership effectiveness requires
the leader to adapt his or her style to the demands of the different
circumstances faced by the strategic management process. Thisimplies that
the leader must:

O use the processes of strategic analysis and planning to diagnose and
understand the nature or demands of the situation under consideration.

O use the processes of strategy formulation, strategic decision-making,
and strategic choice to exploit, to manage, or to deal with the
conditions faced by the enterprise.

o evaluate the likely response of the group and the organization to the
implications of strategic choices and decisions made by the leadership.

o evauate the competence of the group and the organization to perform
the tasks involved in the process of strategy implementation within that
situation.

0 identify and understand the relative degree of individual, group, and
organizational motivation and commitment to perform the tasks
involved in that situation.

o apply a combination of leadership behaviours that most effectively
bring about a congruence (or match) between these variables in order
successfully to accomplish the purpose or the task within the situationa
context that has been specified.

L eadership effectiveness under this heading requires the leader to adapt his
or her style to the demands of different conditions or circumstances. That
is, leadership choices and decisions are seen to be contingent (or
conditional) on the prevailing circumstances. The situational approach is
therefore seen to be contingency-based.
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CONTINGENT CIRCUMSTANCES

The transactional approach to leadership may next be conceptualized on the
basis of the degree of “match” or “congruence” with the prevailing or
contingent circumstances. It analyzes leadership effectiveness and strategic
choice within the context of the degree to which leadership behaviour is
seen to be more or less appropriate to the conditions in which that
leadership occurs. This is a contingency-based view of the strategic
management process.

In order to understand leadership performance, contingency theorists
believe it is necessary to diagnose, to understand, and to inter-relate al of
the relevant transactional variables being analyzed in this part of Chapter
17 that shape the circumstances in which the leadership process occurs.
Leadership in this sense is seen as “contingent” because the approach
suggests that leadership effectiveness will depend on how well the leader’s
style fits the context in which the leadership choices and behaviour are to
occur. Effective leadership is seen to be contingent (dependent) on
matching, or securing a degree of congruence between the chosen
leadership process and the needs of the context in which that leadership is
being undertaken.

This section looks at two different contingency models of leadership,
namely:

a the“best fit” approach.
o the“time span of discretion” concept.

The“Best Fit” Approach to L eader ship

C.B. Handy (1985) comments that the best fit approach to leadership is
based on the (equifinal) assumption that there can be no such thing as a
“right style” of leadership. Leadership is only seen to be effective when
there is congruence between the various needs of:

the leader, and his or her objectives; and

the requirements of purpose, task or operation; and

the situation, context, or circumstances, and

the capability, commitment, or expectations of subordinates or the
team.

0O0DOD

A failure to achieve a degree of harmony between these four variables may
render leadership choices or behaviour ineffective. Alternatively, the
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mismatch between them may be so significant that the leadership outcome
may prove to be negative and counterproductive. For instance, there may be
significant hierarchical variations in the strategic interpretation of the
character and dynamics of conditions of external change faced by an
enterprise, whether in markets, technologies, government policy,
globalization, or the stability of international political environments. Such
conditions of change, uncertainty, and risk may be interpreted by some in
the organization to require increasingly varied, flexible, and decentralized
management processes in which individuals are locally empowered to drive
processes of adaptation and adjustment. Others may however interpret the
threats implied by these condition to give rise to a need for aggressive re-
centralization; the rigid structuring and control of strategies, priorities and
tasks; and assertive and determined prescription by senior management.

Time Span of Discretion

Elliot Jaques concept of the “time span of discretion” (1976) is based on
the premise that a critical feature of leadership capability is the willingness
and the capacity to look and think far ahead in time. Long-term time
orientation is seen as an indicator of ahigh level of leadership capacity and
status.

Time span of discretion is a feature of the “requisite bureaucracy”
described by Jagues. According to Jaques, the proper functioning of social
institutions depends (that is, contingent) upon their having at the same time
(i) an appropriate organizational and administrative structure, and (ii) the
right people to fulfil the roles to which these structures give rise. Only in
this way will the objectives, strategies, and tasks that are the purpose of the
organization be achieved. This is because (in contingent terms) differing
conditions will require different structures and different kinds of Ieadership.

Jagues contends that organizational structures or heirarchies contain a
range of increasingly complicated levels or “strata’, each carrying out
different levels or complexities of work. Jaques' conceptualization of “level
of work” is defined in terms of the time span for which people are required
to exercise discretion (or the time span for which they carry strategic or
decision-making responsihility).

These hierarchical strata are differentiated by time spans of discretion
that range from a few weeks, to three or six months, to a year or two, and to
the medium or long term (however this is defined). Jaques defines seven
such hierarchical strata. These are the:

o immediate - being day-to-day and reactive to events.
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Q supervisory - being responsible for monitoring and controlling
operational activities, and responding to events as they occur on a day-
to-day basis.

o planning - being responsible for anticipating and ordering operational
events into the future time scales of the organization.

O business management - being responsible for decision-making
associated with the achievement of purposes and objectives established
in the planning process, and for maintaining the health and viability of
organizational and administrative structures. Business management
may be characterized by the need for processes of negotiation at any
number of levels, both within the enterprise and externa to it.

O strategy management - being responsible for charting the course and
decision-making of the enterprise into the medium to long-term; and
ensuring that the organization has the necessary resources, capability,
and competence to achieve its purposes over that time span.

o environmental management - being responsible for deding or
negotiating with wider politica, economic, socia, and cultural
environments external to the institution, and being capable of
exercising influence over it.

Q visonary management - being responsible for rethinking, re-
conceptudizing, or transforming the purposes and capabilities of the
enterprise so as to secure or strengthen its long-term position (or
survival) within the external, legidative, regulatory, customer, or
market environmentsiit islikely to face.

These hierarchical strata are seen as requisite to the complexity of the task
in hand. The complexity of the task will be determined by the number,
diversity, duration, rate of change, hovelty, uncertainty, risk, and degree of
interdependency of the variables and event characteristics that characterize
that task.

Jagues contends that these hierarchical strata reflect in socia
organizations the (statistically predictable) existence of stratification and
discontinuity in the nature of human capacity (i) to operate or manage
through increasingly intellectual and abstract concepts; and (ii) to dea with
increasingly complex circumstances. Thus:

O each category of task, interpersonal, and situational complexity is seen
to call for a corresponding category of cognitive capability (intelligence
and competence) in human beings; and therefore

o complexity in leadership and work behaviour may of necessity have to
be matched with an appropriate level of cognitive capability in people
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in the organizational layer in which that leadership and work
requirement occurs.

Leadership aptitude and capability is therefore seen by Jaques to be a
function of:

Q

personal cognitive capacity and intelligence that is appropriate (or
requisite) to mastering the level and degree of complexity to which the
prevailing circumstances give rise.

the possession of the necessary professiona value sets and individua
motivation that are consistent with the willingness to deal routinely and
in a sustained manner over time with complex (and potentially
stressful) situations.

the personal capacity (and willingness) to make appropriately skilled
use of the knowledge and experience relevant to the circumstances,
even if this knowledge is novel, risky, or uncertain.

a highly developed personal wisdom about, and experience of dealing
with people and entities (this might provide a significant problem for
the aggressive, individudistic and self-centred “Type A” personaity
described in the author's companion Ashgate text Principles of
Management).

a natural and relaxed interpersonal style of behaviour (this might also
pose a problem for the “Type A” personality described immediately
above).

the absence of seriousindividual defectsin personaity or temperament,
such as an unstable or unpredictable temper, the inability to interact
appropriately with people who reasonably question or criticize the
received organizational wisdom, poor judgement, inconsistent
behaviour, a lack of proper objectivity, an unwillingness to properly
share information with others or to delegate, or an inability to work
with people from another gender, nationality, or ethnic group. Such
defects are likely serioudly to damage the leadership credibility of such
peoplein the eyes of colleagues or subordinates.

Jaques suggests that the greater is a person’s professional capacity and
aptitude, the greater may be the number of variables and the greater the
situational complexity that can be coped with. In consequence, the greater
may be that person’s time horizon and the greater his or her time span of
discretion. And the greater, therefore, may be his or her leadership
potential.

Jagues comments that the development of persona cognitive capacity

is evolutionary. Some people reach a final plateau of persona and
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leadership competence. Others develop an on-going capacity to manage
increasing levels of complexity and longer time spans of discretion. As
people learn, mature, and develop competence and experience, they may
progress through a variety of developmental stages, moving from one level
of capacity to the next more complex one until they reach their cognitive
(or preferred) limit. This evolutionary pattern may be matched by the
increasing levels of necessary complexity to be found in the strata that
make up the strategic decision-making and management levels within the
hierarchy.

Issues of time and risk were analyzed in Chapters 7, 8, 13, and 14 of
this book. The specific circumstances of crisis management were dealt with
in Chapter 10.

THE NEEDS, MOTIVATIONS, AND CAPABILITY OF THE
INDIVIDUAL, THE GROUP, OR THE TEAM

The transactional approach to leadership requires an assessment and an
understanding of the needs, motivations, and capability of individua
followers, the group, or the team. This assessment may be based on an
analysis of the following variables.

Task Characteristics and Staff Capability
Task characteristics include the degree of:

o task familiarity or novelty.

O task variety or diversity.

o task complexity, task inter-relatedness, and the requirement for
processes of co-ordination, integration, or synthesis.

O required accuracy, quality, and control.

a task ambiguity, risk, or uncertainty.

o timeduration or sensitivity.

The characteristics of the tasks faced by the leader and the group will
determine:

0 therequired staff capacity, capability, and competence.

0 the operational structures and processes that are deemed to be
necessary or required.

O roledescriptions, work arrangements, and performance indicators.
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o the nature of the required communication, co-ordination, and
interpersonal relations.

o required staff motivation.

a workgroup norms.

So, for instance, the |leader:

0 may have to provide strong direction in situations characterized by task
novelty, ambiguity, risk, or uncertainty.

O may choose a supportive or an inspirational role in a situation
characterized by clear and unambiguous task needs and high trust,
since subordinates know what they have to do and know that they can
be trusted to get on with the work.

o the leader may have to build workgroup cohesiveness, and reinforce
personal motivation and responsibility in cases where group norms are
weak or non-supportive, or where the context is presently characterized
by excessive persona individualism.

Subordinate Characteristics

The characteristics of followers or subordinates may be described in such
terms as preference for, or adisike of:

adegree of external or managerial structure and control.

personal independence and autonomy.

social affiliation or group consciousness.

leadership trust of, and identification with subordinates (which may be
unacceptable to both parties in a low-trust environment, or in one
characterized by high power distance).

Oo0o0Od

These characteristics may determine the degree to which subordinates or
followers find the choice of leadership behaviour appropriate or
inappropriate to their task needs and work satisfaction. Thus, for instance:

0 subordinates who have strong needs for social affiliation may prefer
supportive leadership because friendly and concerned leadership is seen
as a source of satisfaction. Such a style of benevolent and concerned
leadership is described as amae in Japanese, and is ill seen as
fundamental to the maintenance of effective management processes in
Japanese organizations.
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subordinates who are dogmatic, authoritarian, and low-trust in outlook
may prefer a directive style of leadership that provides structure and
clarity, especialy where the task or context is characterized by a degree
of uncertainty.

subordinates who are confident in their own capability, and who prefer
autonomy, may prefer a participative or achievement-oriented style of
leadership. The use of direction by the leader in such circumstances
may be strongly counter-productive to the task performance and work
satisfaction of such subordinates.

Subordinate Expectations and Motivation

Vroom and Lawler’s concept of expectancy theory (in Vroom and Deci,
1970) suggests that the individud, the group, or the team may only be
motivated by conditions or circumstances in which:

]

]

]

they believe that they are capable of performing their work to the
required standard; and

they believe that their efforts will result in the achievement of the
required task outcome; and

they believe that the rewards or payoffs for doing their work are worth
having.

The objective of the leader under this heading will therefore be to select a
style and process of leadership that best meets or best fits the motivational,
directional, and performance needs of subordinates described immediately
above. This may mean adopting leadership behaviours that:

]

a
]

reinforce the positive aspects and conditions of the purpose and task;
and/or

remedy negative shortcomings of the context or operational situation.
clarify the goas, personal role definitions, and persona role
expectations of those involved in achieving objectives or implementing
strategy.

make clear and attainable the direction (the path) to the desired
objective; and/or

remove obstacles or impediments to that goal achievement.

increase the number or range of payoffs and satisfactions that are
perceived by peers and subordinates to be available from the task or
work context.
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THE PATH TO GOAL

The path-to-goal approach deals with how leaders influence subordinates to
achieve their designated objectives. Path-to-goal theory emphasizes the
relationship between (i) the leader’s style, (ii) the characteristics of the task
or work context, (iii) the characteristics, capability, motivation, and
behaviour of the subordinates, and (iv) the “path” or means to be taken to
achieve the desired outcomes.

Path-to-goal theory is therefore specified to show how leaders may help
their subordinates along the path towards the desired goa by selecting
specific leadership behaviours that are best suited to (or “best fit") the
needs and motives of those subordinates in the situation in which they find
themselves. These two components of path-to-goa theory are described
below.

L eader ship Behaviour Choices
L eadership behaviour choicesinclude:

Directive leadership - which is characterized by low-trust and low-
confidence type leadership behaviour based (i) on detailed task instruction;
(ii) on the setting of clear rules, regulations, and performance standards;
and (iii) on the specification, clarification, monitoring and control of
required subordinate task performance.

Supportive leadership - which is based on attention to the human and social
needs of subordinates, and to their welfare. The objective is to optimize the
level of personal and intrinsic satisfaction to be gained by staff from the
task and work context.

Participative leadership - which calls for consultative and participative
forms of communication, negotiation, and decision-making about issues of
purpose, task accomplishment, goa achievement, employee needs (etc).
Achievement-oriented leadership - which is characterized by leadership
behaviour choices that challenge subordinates to achieve their objectives at
the highest level of productivity and satisfaction within the prevailing
context and situation. The leader establishes performance standards
characterized by excellence, and seeks a dynamic of continuous
improvement. Collins and Porras (1996) describe this behaviour choice in
terms of “good enough never is’. Achievement-oriented leadership requires
a high degree of trust and confidence that subordinates, once trained,
capable, and motivated, will be able to achieve challenging goals.
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Leaders may demonstrate any or all of these four styles of leadership
behaviour, depending upon the characteristics of the subordinates or the
reguirements of the context or situation. Appropriate adaptation is seen as
the key to successful leadership, as different situations and different types
of subordinate will call for different leadership behaviour choices. In this
sense, path-to-goal theory is seen to contain the features of contingency and
“best fit” described in an earlier section of this chapter.

The Path to Goal

Path-to-goal theory is designed to show how leaders may best help
subordinates to travel along the chosen path towards the desired goal. The
leader has to select specific leadership and subordinate behaviours that are
best suited to (or “best fit") the task and socia needs of the situation in
which they find themselves. This has two implications.

Firstly, the leader (and the followers, as appropriate) need to define the
best available path or route to achieving the necessary outcomes. Given that
path-to-goal theory is seen as contingency-based, this means that the
principle of equifinality will come into play. A decision has to be made
about what exactly is the best path or approach to take, given the
circumstances at the time. There can be no fixed rule about the path to
choose. Different circumstances may call for different approaches at
different times to goal-achievement.

Secondly, the leader may have to take on the specific role of choosing a
style of leadership or subordinate behaviour appropriate to dealing with
obstacles or impediments that get in the way of the successful achievement
of tasks and goals. It will be the leader’s job to remove or reduce these
obstacles, or to take the responsibility of helping subordinates to get around
them. The requirement to deal with such obstacles may take the leader into
a situation characterized by the need to develop skills of problem diagnosis
and analysis, problem solving, negotiation, lobbying, political behaviour,
and persuasion, for instance as described in Chapter 14.

| CHARISMA

CHARISMATIC LEADERSHIP

The concept of charismatic leadership is described by House (1976). The
term “charisma’ is used in aleadership sense to describe characteristics that
enable individuals to exercise influence over others by force of personality,
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reference, or charm. Such charismatic people may be capable of
demonstrating exceptional powers or, with the help of their followers,
being able to achieve extraordinary accomplishments. Charisma may be
described as “a fire that ignites followers energy and commitment,
producing results above and beyond the call of duty”. The charismatic
leader may be able to inspire and to motivate people to do more than they
would otherwise do, in spite of the obstacles to progress that all may face,
and despite the need for some degree of personal sacrifice. Followers may
over-ride their own self-interest for the sake of the leader, the purpose, the
department, or the organization (etc).

In order for this charisma to be effective, it must be recognized and
accepted as valid by followers in order for them to accept the leader’s
influence.

Ultimately, charismatic leaders may succeed in transforming the self-
concepts, values, and ideologies of followers into those that they
themselves hold or promote. In the case of organizations and corporations,
this may mean forging strong links between (i) the individual identity of the
followers, and (ii) the collective identity of the institution led by the
charismatic leader. Followers internalize and take ownership of the values
and ideologies of the enterprise and its leaders, identifying with them in
preference to alternatives (such as individualism or persona self-
actualization) that might otherwise be available to them.

Charismatic leaders may however be unpredictable. Their leadership
behaviours may be associated with a higher degree of risk than the other
types of leadership being analyzed in this chapter. Their behaviour may
become obsessive, overly focused and unreasoning; it may become
incapable of adapting to changing circumstances or ideas that do not
conform to the leader’s mind-set, wishes, or values. This is sometimes a
problem in entrepreneurial businesses where the founder is committed to
his or her ideas or inventions, and is unable to adapt to externa change
affecting these ideas. This syndrome is described by Drucker (1985).

Examples of business and political leaders often quoted as being
charismatic include, or have included, the following:

Anita Roddick (founder of the UK Body Shop retail chain).
Richard Branson (Virgin Group).

Frank Stronach (Magna International).

Sir Winston Churchill.

President John Kennedy.

Martin Luther King (for example, the “| have adream” speech).

Oo0oO0OO0O0oD
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0 Mohandas Ghandi, who focused the hopes of his people for
nationhood, but insisted on non-violent means of civil disobedience to
achieve India s independence.

Charismatic leadership may achieve positive outcomes from which
individuals or the organization may benefit. But it may also be used to
achieve the leader’s self-serving purposes of the deception, manipulation,
and exploitation of others, ultimately resulting in the evil done by the likes
of so-called charismatic leaders such as Adolf Hitler, Idi Amin, or Benito
Mussolini.

Cole (1990) concludesthat ‘the difficulty with charismatic leadership is
that few people possess the exceptional qualities required to transform all
around them into willing followers' (p. 214). Nor may it be possible to
acquire or develop these qualities by any form of training or developmental
activity?

A charismatic model of leadership might possess the features that are
described in Table 17.1.

Table17.1 A Charismatic Model of L eader ship

Personality Characteristics

L eader ship Behaviours

Effects On Followers

O  Persona determination
and dominance.

O  strongly held values and
views.

O  strong desire or
motivation to influence
others.

O  Strong personal self-
confidence and self-
belief.

Clearly articulate and
communicate avision of a
desired or imagined future
with which followers may
identify, and of which they
may wish to take ownership.

Clearly articulate and
communicate the values, value
system and culture to which
they wish to secure follower
adoption and adherence.

Clearly articulate and
communicate objectives.

Demonstrate personal skill and
competence.

Set strong role models for the
beliefs and values they want
followers to adopt.

Communicate high
expectations for their
followers.

Develop trust in subordinates’
capability and willpower.

Stimulate the output of
follower motivation, energy
and commitment.

A developing identification
and empathy with the leader.

Developing trust in the
leader’ s values and ideology.

A developing coalescence and
congruence between the
values and beliefs of leader
and followers (until they
become the same).

Increasing commitment to the
leader’s goals; and increased
alocation of willpower,
energy and resources to the
achievement of these goals.

Increasingly, the leader’s
goals become the followers'
goals.

Increasing follower self-
confidence and motivation.

Ultimate development of an
acceptance (maybe
unquestioning?) of leadership
ideology and behaviour.
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| TRANSFORMATIONAL LEADERSHIP

TRANSFORMATIONAL LEADERSHIP ANALYZED

The concept of “transformational leadership” was developed by Burns
(1978). The concept is based on a process of accessing the needs and
motives of followers as well as those of leaders in order better to achieve
the purpose of the organization and the goals of the leader. This implies
that the leader engages in a dynamic with subordinates that may create an
increased motivation and performance through a positive change in the
values, attitudes, and willpower of those followers.

Daft suggests that transformational leaders ‘are distinguished by their
special ability to bring about innovation and change. Transformational
leaders create significant change in both followers and the organization.
They have the ability to lead changes in the organization’s mission,
strategy, structure, and culture, as well as to promote innovation in products
and technologies. Transformational leaders do not rely solely on tangible
rules and incentives to [manage] transactions with followers. They focus on
intangible qualities such as vision, shared values, and ideas to build
relationships, give larger meaning to diverse activities, and find common
ground to enlist followers in the change process' (p. 522). Two examples of
|eaders often quoted as transformational are described as follows.

Thefirst exampleis Percy Barnevik, formerly chief executive officer of
Asea Brown Boveri Ltd (ABB). Barnevik created ABB out of the merger
between AB Asea of Sweden, and BBC Brown Boveri of Switzerland. He
transformed the company into a successful global engineering
multinational. The development of ABB is described in detail by Barham
and Heimer (1998).

The second example is Jack Welch, formerly CEO of the US Genera
Electric (GE) Corporation, whose transformation of GE led to the
development of an aggressive and profitable international player,
occupying top market spots in many of its businesses. Jack Welch's
leadership is described in detail by Tichy and Sherman (1994).

The analysis of transformational leadership in this section is based on
the work of Bass (1985, 1990), Bennis and Nanus (1985), Bass and Avalio
(1994), Tichy and Sherman (1994), Collins and Porras (1996), and Avolio
(1999).

Bass argues that the transformational approach to leadership motivates
followers to do more than the expected by raising followers levels of
consciousness about the relative priority or importance of the goal's (such as
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customer service excellence, patient care, or zero defect manufacturing)
with which they are being presented by the leader. It is the leader’s
responsibility to persuade followers to transcend their own self-interest for
the sake of the team or the organization. In return, the leader will attempt to
facilitate a move towards satisfaction of the higher order personal needs of
followers, for instance in terms of feelings of self-worth or esteem; the
accomplishment of challenging tasks from which experience may be
gained; or occupationa self-actualization.

Bennis and Nanus studied ninety successful US public figures. They
identified four key strategies used by these leaders to transform their
organizations. These are:

The creation and communication of a vision that others can believe in and
adopt as their own - “vision” is defined in this sense as an imagined or
perceived pattern of communal possibilities to which others can be drawn
into commitment. Bennis and Nanus suggest that this vision must derive
from the needs of the organization (and not just the leader), and that those
involved in this organization must take ownership of these needs. As a
result, the vision might have to be desirable, redlistic, and credible to all
concerned. It might have to be simple, understandable, and obvioudy
beneficial. It would also have to be capable of releasing willpower, and
creating motivation amongst the people involved. Such a vision might be
expressed in terms of quality, care, or service; encompass progress through
creativity, innovation, continuous improvement or competition; or in some
way be dependent on staff development, experience, or empowerment.

The use of concepts of social architecture - by which the leader actively
influences or shapes the nature of internal relationships, trust, and structure;
values, culture, social norms, and accepted patterns of behaviour; and
perceptions of purpose and identity. So, for instance, an averagely
performing service organization, local or provincial government authority,
or hospital might be transformed into an excellence-based sector leader.
Percy Barnevik’s reconstruction of the architecture and values of ABB has
been widely documented, demonstrating what innovations and
transformations can be achieved on aglobal scale.

The creation of a high degree of trust within the organization - which may
be achieved by the clear demonstration of leadership integrity, and by a
relationship architecture characterized by open and honest exchange within
the enterprise. Ultimately, all parties to any communication relationship
must feel able, at least from their own point of view, to speak as they think
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best, to talk about things as they see them, and to know that criticism will
be constructively given and positively received.

The creative use of personal competence - by which leaders demonstrated
and proved their capability in furthering the purposes of the organization
and the goals of the people associated with it. Leaders were strongly
identified with their work, and their competence and confidence “ cascaded”
down to their subordinates, who demonstrated their own feelings of
confidence and self-worth on a reciprocal basis. Northouse comments that
‘in addition, leadersin the study were committed to learning and rel earning,
so in their organizations there was consistent emphasis on education’ and
training (p. 143). Transformational leaders may therefore be associated
with the “learning organization” concept.

Bass and Avolio describe a model based on their suggested four “i’'s’ of
transformational leadership. Thesefour “i's” are summarized thus:

Idealized influence - which describes a leadership capability to act as an
influential role model for followers, and to command their respect. Such
leaders are seen “to do the right thing” (Warren Bennis) and to represent
appropriate values or ethics. Such leaders may use this capability to
communicate, to ingtil, and to empower both vision and mission into the
group and the organization (for instance to be number one in the sector; to
be the best hospital or university; to offer socia progress to an electorate,
etc). Such a leadership style is likely to create a high level of trust, or to
operate in a high trust context.

Inspirational motivation - which describes a leadership capacity to
articulate and to communicate high performance expectations to followers,
inspiring them to share and to become committed to the achievement of the
vision and mission of the organization, thereby creating a total effort that
goes beyond self-interest. Murphy (1996) suggests that the transformational
leader should function as a ‘synergizing force’, releasing and combining
capabilities and energies amongst those they lead. Ultimately, the leader
may develop the ability to create ‘a state of achievement far beyond what
individuals, teams and organizations ever dreamed possible’ (p. 5), for
instance by using the resource management strategy of stretch and leverage
described by Hamel and Prahalad (1994) that is the subject of Chapter 21.
Intellectual stimulation - which describes a leadership capability that
stimulates positive values of credtivity or innovation within the
organization, and permits the analysis and challenge of received wisdom or
established mindsets. The leader is able to create a high trust environment
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in which the fear of experimentation and failure are eliminated, and in
which mistakes are categorized as “learning experiences’.

Individual consideration - which describes a leadership capability to create
a supportive climate within which colleagues can operate at their best.
Leaders might use the maximum delegation of responsibility and authority
to empower those subordinates and groups who seek autonomy, advising or
coaching them in their work in order to develop their capabilities. Other
staff might prefer clear direction and structure; or require guidance on how
to fulfil their responsibilities. At the same time, the leader may have to
negotiate resolutions to interpersonal or inter-group conflicts that may
arise, or to be seen sympathetically to attempt to heal any wounds that may
have been inflicted by change. Elliot Jagues also comments that successful
leaders are likely to exhibit integrity, empathy, and care. The effective
socia skills that characterize these leaders may be based on a developed
but natura interpersona style, and persona wisdom about people as well
as extensive experience of dealing with them. Jaques adds that effective
and trusted leaders are unlikely to be characterized by serious individua
defects in personality, stability, or temperament. This issue was dealt with
in an earlier section, above.

Collinsand Porras study Built To Last was published in the UK in 1996.
Coallins and Porras suggest that their study identifies the main leadership
characteristics of what they term “visionary companies’. These companies
were all American, with the exception of the Sony Corporation. These
companies are described as being characterized by leadership excellence.
Collins and Porras define such companies, which include 3M, Hewlett-
Packard, Johnson and Johnson, and Boeing, as ‘premier institutions - the
crown jewels - in their industries, widely admired by their peers and having
a long track record of making a significant impact on the world around
them ... visionary companies prosper over long periods of time, through
multiple product life cycles and multiple generations of active leaders

(pp. 1-2).
The Visionary Company

Callins and Porras propose a model of |eadership excellence in a visionary
company. This model is characterized by:

Clock building, not time telling - by which the organization itself is the
ultimate creation. The builders of such organizations take an architectural
approach and concentrate on developing the key organizational traits of the
visionary company. Building a vision and an organization that can prosper
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far beyond the presence of any single leader and through multiple life
cyclesisdescribed as “clock building”.

More than profits - leadership in the visionary company is driven by a
powerful internal core ideology, which comprises core values and a sense
of purpose that extend beyond simply making money. This attitude of
“pragmatic idealism” towards the process of corporate governance and
strategy formulation described in Chapter 14 guides and inspires people,
and remains relatively fixed for long periods of time. The core ideology is
seen as a primary element in the historical and cultural development of the
visionary company, and as a source of itslong-term success.

Preserve the core but stimulate progress - leadersin the visionary company
protect and preserve the core ideology, but put in place a relentless drive
for progress that implies development and change in all of the activities
inspired by that core ideology. Visionary companies are characterized by
strong drives for exploration and discovery, for creativity and innovation,
for improvement, and for change.

“Big hairy audacious goals’ (or “BHAGS’) - the leaders of visionary
companies will deliberately set audacious and risky objectives, some of
which will “bet the company” (Dea and Kennedy, 1988). Such objectives
(for example the development of the Boeing 747) will challenge the whole
company and force change upon it, as well as reinforcing the market
leadership typically enjoyed by these premier companies.

Cult-like cultures - the company’s core ideology is trandlated into clear
cultural and behavioura patterns. These cultural and ideological patterns
are imposed on people in the organization, who are screened and
indoctrinated into conformity and commitment to them. There are high
levels of expected commitment; those who cannot accept the prevailing
culture will leave or be fired. Visionary companies tend to be more
demanding of their employees and managers than other companies. But
those who can cope may develop a strong sense of working for an élite
organization, which in turn has an effect on the calibre of people who can
be attracted and recruited. Visionary companies may be regarded as
ultimate employers who are in a position to recruit “the best” of the right
kind of people.

Try a lot of stuff and keep what works - visionary companies exhibit high
levels of action and experimentation, whether unplanned or emergent in
character, that produce new or unexpected paths of progress. This
evolutionary progress may be opportunistic and equifina in character;
accepts the value of trial-and-error and chance discovery; and reects “not
invented here’ limitations for instance on the strategic management of
knowledge, technology, process, innovation, or change. Individua
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employees are encouraged and empowered to seek new paths and new
ways of doing things.

Home grown management - the leaders of visionary companies select,
develop, and promote manageria talent from inside the company to a
greater degree than other organizations. This brings to senior levels only
those who have spent considerable time being socidised into, and
internalizing the core ideology of the company. This has the effect of
preserving and reinforcing the core ideology, and bringing about continuity.
For instance, in commenting on the track record and succession planning of
the US General Electric (GE) Corporation, Collins and Porras comment
that ‘to have a Welch-calibre CEO is impressive. To have a century of
Welch-calibre CEOs al grown from inside ... that is one key reason why
GE isavisionary company’ (p. 171).

Good enough never is - the visionary companies are characterized by an
ethic of continuous self-improvement, with the aim of doing better and
better in the future. This helps to stimulate progress. The search for
improvement becomes a way of life - a habit of mind and action. Collins
and Porras suggest that excellent performance comes naturaly to the
visionary company as a result of a never-ending cycle of self-stimulated
improvement and investment for the future. One consequence of this ethic
is that leadership in visionary companies tends to install powerful
mechanisms to create discomfort and to obliterate complacency. As a
result, such companies may not be “comfortable” or “easy” placesin which
to work!

Tichy and Sherman’s Analysis

Tichy and Sherman’s account of the US General Electric (GE) Corporation
was published in the UK in 1994. This in-depth and influentia work
describes the transformation of the GE Corporation under its former CEO,
Jack Welch, and sparked a mgjor renewal of academic and practitioner
interest in corporate leadership. This section of Chapter 17 is based upon
direct quotations from Tichy and Sherman and from Jack Welch.

Jack Welch and leader ship:-

‘Welch'ssix rules:

control your destiny, or someone else will.

faceredlity asitis, not asit was or asyou wish it were.
be candid with everyone.

don’t manage, lead.
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change before you have to.

e ‘if you don't have a competitive advantage, don't compete’ (p. 15).

e ‘you don't get anywhere if you keep changing your ideas. The only
way to change people’s minds is with consistency. Once you get the
ideas, you keep refining and improving them; the more simply your
idea is defined, the better it is. And you keep communicating.
Consistency, simplicity, and repetition is what it's all about’ (pp. 255-
256).

Vision and |eadership:-

‘ Somehow, the leader and the led have to define a vision that everyone can
share’ (p. 181).

‘A company should define its vision and destiny in broad but clear terms
(p. 298).

‘Look at Winston Churchill and Franklin Roosevelt: they said, “thisis what
it's going to be”. And then they did it. Big, bold changes, forcefully
articulated. When you get leaders who confuse popularity with leadership,
who just nibble away at things, nothing changes' (p. 298).

‘In the new culture, the role of a leader is to express a vision, get buy-in,
and implement it. That calls for open, caring relations with employees, and
face-to-face communication. People who cannot convincingly articulate a
vision won't be successful’ (p. 248).

Vision and emotional energy:-

‘In the years ahead, corporations will sort themselves out into those that can
compete on the playing field of globa business, and those that either sell
out or fail. Winning will require the kind of skill, speed, and dexterity that
can only come from an emotionally energised work force. Bureaucratic
corporations instead respond duggishly to environmental changes.
Businesses organized on the old scientific model till build their best ideas
into systems instead of encouraging employees to think for themselves.
Y ou can recognize such companies by the listlessness of their workers, who
lack the conviction, spirit, and drive that characterizes champions in any
field of endeavour’ (p. 73).
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‘The old managerial habit of imposing ideas on employees transforms
concepts into rules, stripping them of their vitality. Workers change their
behaviour but not their minds' (p. 73).

‘The world ... will not belong to “managers’ or those who can make the
numbers dance. The world will belong to passionate, driven leaders -
people who not only have enormous amounts of energy but who can
energise those whom they lead’ (p. 182).

‘Executives have substantial power over employees, but they can't tell
people what to believe. Creating the pumped-up, turned-on ... workforce
that Welch envisions requires an honest intellectual exchange between
bosses and subordinates - conducted as a dialogue of equals. Welch calls
this “leading while being led™” (p. 75).

‘One of Welch’s main goals... has been to stimulate positive emotional
energy in subordinates. He says he wants “turned on peopl€’’ (p. 62).

The values represented by the vision: -

‘The goal was to implant and nourish the values Welch cherishes: self-
confidence, candour, and an unflinching willingness to face reality, even
when it's painful’ (p. 4).

‘The new organisation at GE ... depends on shared values ... the values-
based organisation ... derives its efficiency from consensus. workers who
share their employer’s goals don’t need much supervision’ (p. 4).

‘The most effective competitors in the twenty-first century will be the
organisations that learn how to use shared values to harness the emotiona
energy of employees. As speed, quality, and productivity become more
important, corporations need people who can ingtinctively act the right
way, without instructions, and who fed inspired to share their best ideas
with their employers. That calls for emotional commitment. Y ou can't get it
by pointing a gun. You can’t buy it, no matter how much you pay. You've
got to earn it, by standing for values that other people want to believe, want
to identify with, and by consistently acting on those values' (p. 195).

‘Welch pushes values because that's the way to get results. Delegating
more of the control function to individuals ... reduces the need for reports,
reviews, and other external mechanisms. A boundaryless organization can
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achieve the same level of control as a hierarchica one - but at less cost,
with lessfriction, and faster’ (p. 195).

| OTHER LEADERSHIP ISSUES

REPRESENTATIONAL LEADERSHIP ROLESAND
CHAMPIONING

The leader may also have to fulfil representational and championing roles
within the strategic management process. These include the following.

Acting as a Champion within the Organization

A prime strategic role of any leader will be to develop and to reinforce a
culture in which the values and mission of the enterprise can take root and
prosper, and in which the purpose of the institution can be achieved. The
leader may be responsible for protecting the organization’s culture from
negative influences, whether internal or externa. At the same time, the
leader as champion will want (as appropriate) to encourage or to protect
such behaviours as:

o the development of the knowledge base and technology of the
enterprise.

experimentation.

unconventional thinking.

creativity and innovation.

risk-taking.

the positive implementation of necessary change.

ooooo

The leader may also need to manage the incidence and consequences of
failure. Failures are inevitable in any organization, particularly where tasks
are characterized by ambiguity, novelty, risk, or uncertainty. Leadership
may have to create a climate and a culture in which the fear of risk-taking
and failure are removed; and failure conceptualized as alearning process on
an incremental path of evolving experience and progress towards the future.
This issue has been dedt with in earlier sections of this chapter. It is aso
analyzed in Chapter 19.
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Acting asa Role Modd and Exemplar within the Organization

The leader may serve as a role model for the organization's staff,
embodying the values, culture, and purpose of the institution. The leader
may constitute the benchmark for what the enterprise (i) wants its staff to
emulate, and (ii) to put into practice in daily work and interpersona
relationships.

At the same time, the leader may act as an exemplar, especialy to
subordinate staff, to candidates for staff development or promation, and to
newcomers. In this sense, the leader can be perceived to be in an analogous
position to that of a “parent”. Subordinates and newcomers may view the
leader’s behaviour as an example from which they should learn or which
they might wish to emulate. Or instead, they may regect the leader's
behaviour because they think that the role model or values being offered
are inappropriate. The leader’s behaviour provides a standard or yardstick
against which to measure their own perceptions of what it is desirable to
emulate. Handy notes that ‘we cannot avoid the role of model once we have
any importance in the world. Since modelling is thrust upon us it would be
well for us to consider what forms of behaviour, what attitudes and values
we represent. If we are seen as effective then these behaviours and values
will be imitated, if ineffective they will be shunned. Either way we
influence behaviour’ (p. 113).

Acting as Ambassador, Figurehead, and Representative within the
Enterprise

The leader may act as a symbol for the group, thereby providing a focus for
group unity. At the same time, as ambassador and representative the leader
represents the purpose, the task, and the group:

O to peersin the organization.
O tosuperordinates.

The leader may attempt to negotiate with peers and superordinates
outcomes that are best for the task and for the group. These outcomes
should in path-goal terms (and from the viewpoint of the leader) provide
the minimum level of constraint on the working of the group, maximize
group discretion and freedom, and facilitate group achievement. At the
same time, the leader may try to filter out any obstacle or threat from
negative influences external to the group, thereby facilitating (or “easing”)
its task performance, its movement aong the chosen path, the creation of
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its outputs, and the visible achievement of its required performance
measures.

Group effectiveness may then in turn be a function of subordinate
perception of the leader’s influence with peers and superordinates. The
more effective is the leader perceived by group members to be in
championing the group and its task, attaining favourable decisions and
achieving rewards, the more motivated may be the group and the more
respected the leader.

Similarly, the success of the group in meeting or exceeding its
performance criteria may depend on the effectiveness of the leader in
representing the group to peers and superordinates. As a result of the
leader’s activities, superiors may come to perceive the group in a positive
light. They may come to believe that the leader and the group can be left
alone “to get on with the business’. At the same time, they may favour the
group with additional resources. The group and its task will be managed by
the leader into a stronger position than other groups who are not
represented so effectively, and who do not enjoy the same level of
superordinate trust.

Acting as Ambassador, Figur ehead, Champion, and Repr esentative
within the Organization’s External Environment

The leader may represent and champion the organization, its path to goal,
its values, and its reputation within the wider external environment.

The leader may champion the interests of the enterprise; or act in a
persuasive or negotiating role in deadings with customers, clients,
stakeholders, government or the wider community. This may require the
leader to develop the necessary negotiating skills to undertake such arole;
and to engage in appropriate forms of political and lobbying behaviour to
further the interests of the enterprise. Such behaviours are, for instance,
closely associated with the workings of the European Union, the North
American Free Trade Association, NATO, and the World Trade
Organization (etc).

LEADERSHIP ASSTRATEGIC ASSET

A strategic asset was defined in Chapter 4 as a feature of competitive
advantage that is unavailable or inaccessible to competitors. It may prove
impossible to copy or replicate this asset. The competent implementation of
strategic leadership may come into this category.
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Leadership may in terms of the content of this chapter become strategic
assets where leaders are able to demonstrate any or al of the following:

o the effective inter-relationship and synthesis of the various
requirements of the strategic management and leadership processes
being described in this book.

o the appropriate choice and implementation of leadership model or
methodology.

o the appropriate understanding of, and adaptation to the relevant
contingent variables.

o the appropriate implementation of leadership influence, style, and
process.

o the creation of motivation and commitment on the part of others
towards the vision, values, purposes, and tasks of the organization.

O the representation and championing that is pre-requisite to successful
strategy implementation within the enterprise.

Such leadership may create conditions of commitment and progress within
the enterprise that other organizations, however similar their stock of
human, financia and physical resources, cannot match. It is the leadership
of the enterprise that differentiates it from its competitors, and creates a
level of competitive advantage that it may be impossible for those
competitors to match.

Leaders who, however controversia their decisions, might be
categorized as strategic assets include Jack Welch of the US GE
corporation, George Davies (the founder of the UK’s“Next” clothing retail
chain), Richard Branson of the Virgin Group, Philip Green of the UK
Arcadia clothing retail chain, Soichiro Honda (the founder of Honda
Motors), Anita Roddick of the “Body Shop”, Alan Sugar of “Amstrad”,
Konosuke Matsushita (founder of the Matsushita Electric Industria
Company), or Sir Arnold Weinstock of the former UK GEC company. The
leadership of these individuals was, or remains, a key source of competitive
advantage to their enterprises.

REVIEW QUESTIONS

1. What is leadership? Why is leadership a key component of the
processes of strategy implementation and strategic management being
analyzed in this book?

2. Describe some of the sources of leadership influence and power.
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What personal traits and qualities are stated to be associated with
leadership capability?

What is transactiona leadership? Analyze and comment on the
transactional conceptualization of leadership, and on some of its
components. How may the transactional approach to leadership be
applied in a strategic management context?

Explain and comment on the relevance of Elliot Jagues concept of
“time span of discretion” to the conceptudization of leadership and
strategic management.

Describe and comment on the concept of charismatic leadership within
a strategic management context.

What is transformational leadership? Analyze and comment on the
transformational conceptualization of leadership. How may the
transformational approach to leadership be applied in a strategic
Mmanagement context?

Describe and comment on the representational and championing roles
of the leader.

In what ways may enterprise |eadership become a strategic asset?

TECHNIQUES OF CASE STUDY AND ANALYSIS

Where the appropriate information is available:

1
2.

3.

4.

Are any leaders evident in the case study?

If so, what is their apparent role? In what ways do they provide
leadership?

What impact does this leadership appear to have on the strategic
management of the case company?

What impact does this leadership appear to have on the performance or
success of the case company?

PROJECT ASSIGNMENT

Research, analyze and comment on the leadership contribution of a named
individual in a company or organization in which you have an interest. Use
published information or key informant interviews.
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PART FOUR

STRATEGY CHOICE AND
IMPLEMENTATION

Part Four of this book analyses a variety of aternative strategies from
which enterprise management may choose in order to fulfil the mission and
achieve the objectives described in Part Three. Part Four also deals with
key implementation issues.

Decision-makers will have to select the best choice of strategy from the
various options available to them, given the findings of the strategic
analysis described in Part One; given an understanding of the relevant
critical success factors, and given the features of the knowledge, the
technology, and the competition strategies described in Part Four that
provide the strategic foundations of the enterprise itself.

The enterprise will then have to implement its choice of strategies
within the parameters identified by the process of strategic anaysis; and
given the prevailing context of the structure, the relationship architecture,
the competencies, and decisions on resource application that have been
established by the organization.

Decisions on strategy choice and implementation will therefore be
informed by the process of strategic analysis described in Part One.
Strategy choice will have closely to be related to enterprise capability, toits
ability to generate customer value, and to its sources of comparative or
competitive advantage. Strategy choice will also have to be closely related
to enterprise understanding of its critical success and its limiting factors;
and its to understanding of the nature of the constraints imposed by the
relevant external and competitive environments.

The nature and outcomes of strategy choice and implementation will be
determined by the processes of time management, risk assessment,
forecasting, and business planning analysed in Part Two.

The nature and outcomes of strategy choice and implementation will
also be determined by the processes of leadership, governance, strategy
formulation, dtrategic decision-making, and performance evaluation
analysed in Part Three.



Part Four is divided into three main sections.

Thefirst section is entitled Strategic Foundations. This section deals with
fundamental issues of dtructure, relationship architecture, knowledge,
technology, competence, the character of resource use, and competition
strategy. The formulation and implementation of enterprise strategy is
dependent on decisions about these issues. Enterprise capability, its ability
to generate value, its leadership success, its competitive or comparative
advantage, and its operational or financial performance may all depend on
the knowledge, the technology, the competence, and the possible patterns
of resource use available to the organization. And it may depend on the
effectiveness of the management of these key variables over the time
horizons described in Chapter 7.

These variables are therefore likely to determine the degree to which
the enterprise will be able to fulfil its purpose and achieve its objectives.
The first section contains the following chapters:

Chapter 18 -  Structure, Architecture, Culture, and Supply Chain
Management

Chapter 19 - The Strategic Management of Knowledge, Technology,
and Innovation

Chapter 20 -  Core Competencies

Chapter 21 - Resource Stretch and Leverage

Chapter 22 -  Competition Strategy

The second section deals with Business Strategies. These are the detailed
and practical means by which the enterprise attempts to achieve its
competitive, product-market, financia, and performance objectives.
Decisions about business strategy in particular cover product-markets and
product-market position, brands, reputation, and business devel opment.

Such decisions depend directly on issues of resource capability, value
generation, competitive advantage, leadership, and the strategic foundations
analysed in earlier chapters. The enterprise will make decisions about its
business strategy that most effectively exploit its strengths and its
resources, its sources of competitive or comparative advantage, its
knowledge, its technology, its capability, and its competencies such that
competitive, market, performance and financial objectives, or objectivesfor
value addition, are achieved. The second section contains the following
chapters:

Chapter 23 - Volume and Cost-Based Strategies



Chapter 24 - Differentiated, Focus, and Niche Strategies

Chapter 25 -  Brands, Reputation, and Corporate Identity

Chapter 26 -  Product-Market Development Strategies

Chapter 27 -  Business Development Strategies and Strategic Alliances

The third section deals with I nter national Business Strategy. This section
deals with corporate decisions about key implementation issues associated
with the internationalization of business strategy. And it deals with issues
of globalization and localization, in which the enterprise has to make
decisions about how and why it may choose variously to operate on alocal,
a regiona, or an international basis. The third section contains the
following chapter:

Chapter 28 - International Business Strategy
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Chapter 18

Structure, Architecture, Culture, and
Supply Chain Management

Chapter 14 looked at the process of strategy formulation. That chapter dealt
with the inter-related issues of who formulates strategy and how decisions
are made within the organization. Chapter 15 analyzed planning style. It
made reference to issues of organizationa centraization and
decentralization, and to the location of power to formulate strategy and
make decisions. Chapter 15 looked at the relationship between planning
style, strategy formulation and strategic decision-making, organization
structure, and style of management.

This chapter deals with structure, socia architecture, and organization
culture as key strategic foundations of the enterprise. These foundations
provide the context within which strategies are formulated and
implemented. The chapter looks at the issue of relationships and trust
within enterprise architecture. It describes integrated and de-integrated
value chains. It looks at organization culture as a key determinant of the
way in which strategic decisions are made, and of the way in which
structure and architecture will work. The chapter concludes with an
analysis of the related issue of supply chain management.

SOCIAL ARCHITECTURE AND RELATIONSHIPS

Rosabeth Moss Kanter's influential book When Giants Learn to Dance
(1990) described what she cals the “post-entrepreneurial corporation”.
Such organizations are held to be appropriate to the competitive conditions
prevailing in international markets. Kanter puts forward the view that in
order to succeed, Western companies need (i) to act like smaller, more
flexible and more focused organizations whose mission has to be
innovative and entrepreneuria; (ii) to do more with the same or fewer
resources (as described in Chapter 21); and (iii) to do it in close
collaboration with employees, suppliers, and distributors as partners.
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This collaboration implies the strategic prioritization of co-operative
relationships and partnerships. These organizational relationships and
partnerships are sometimes described as social architecture. The concept of
architecture was introduced in Chapter 4.

Bennis and Townsend (1995) suggest that a key to competitive
advantage lies in the capacity of enterprise leaders to create an architecture
that is capable of generating intellectual and social capital, and thus be able
to add value. This social and intellectua capital will be manifest in the
value addition that results from the generation and development of ideas,
knowledge, experience, expertize, innovation, intrapreneurship and
entrepreneurship. This architecture is likely to be based on high levels of
co-operation and trust.

ARCHITECTURE

Kay's (1993) analysis of architecture as a source of competitive advantage
was described in Chapter 4. Kay suggests that the enterprise is defined by
its relationships and contracts with others. Enterprise management will
establish relationships and contracts with and among its employees. Thisis
its “internal architecture”. It will also establish relationships and contracts
with customers, suppliers, and distributors; and with institutions engaged in
related activities. Thisisits “external architecture”.

Kay suggests that added value is created by successful collaboration
and partnership, so it is the quality and distinctiveness that enterprise
management can bring to its internal and externa relationships and
contracts that will determine the amount of value addition (and hence the
degree of competitive advantage and corporate success).

The value adding potential of enterprise architecture will derive from
the ability of those who establish that architecture successfully to create and
sustain:

Q organizationa knowledge, capability, and competence.

O experience.

a leadership.

o internalized disciplines of motivation, quality, improvement, and
control.

o flexible and adaptable responses to changing circumstances.

0 open and useful exchanges of information and information flows.

o effective management of external value chain relationships and
contracts.
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An important feature of Kay's analysis is his contention that architecture
(and the intellectual and socia capital it represents) can only be created,
sustained, and protected from imitation by competitors if it is contained
within a framework of collaborative behaviour, partnership, and
community. Architecture therefore depends:

o on the willingness and ability of enterprise leadership to build and
sustain long term relationships characterized by trust and the pursuit of
mutual benefit (as described in the next section, below); and

o on the willingness and ability of enterprise management to establish an
environment that discourages (or makes unnecessary) “opportunistic’
and short-term behaviour. Opportunistic behaviour by individuals is
likely by definition to be counter-productive to the achievement of
long-term value generation by the organization (especialy where the
individual has been able personally to appropriate some of the value he
or she has generated). Thisis aso described below.

Long term enterprise relationships may therefore have to be mutually
profitable, for instance taking the form of the offer of ‘noticeably fatter
paychecks (Tichy and Sherman [1994] p. 217), employment guarantees,
high quality pension schemes, or significant length of service based
bonuses, in return for personal flexibility and commitment. They might
instead take the form of long term supply, distribution, or service contracts
framed within the partnership agreements or network arrangements
described later in this chapter.

SHARED VALUESAND TRUST

Fukuyama (1995) suggests that the most effective architecture and
relationships are likely to be based on a community of shared values. Such
communities of shared values do not require extensive contractual or legal
regulation of their relations and social architecture because a strong moral
consensus gives members of the group a basis for mutual trust. Fukuyama
comments that ‘social capital has major consequences for the nature of the
industrial economy that society will be able to create. If people who haveto
work together in an enterprise trust one another because they are dl
operating according to a common set of ethical norms, doing business costs
less. Such a society will be better able to innovate organizationally, since
the high degree of trust will permit a wide variety of social relationships to
emerge. Hence ... the sociable Americans pioneered the development of
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the modern corporation ... (whilst) the Japanese have explored the
possibilities of network organizations ... by contrast, people who do not
trust one another will end up co-operating only under a system of formal
rules and regulations, which have to be negotiated, agreed to, litigated, and
enforced (if necessary by coercive means). This legal apparatus, serving as
a subgtitute for trust, entails ... “transaction costs’. Widespread distrust in a
society, in other words, imposes a kind of tax on all forms of economic
activity, atax that high-trust societies do not have to pay’ (pp. 27-28).

Fukuyama suggests that a high degree of trust increases economic
efficiency by reducing these transaction costs that would otherwise be
incurred, for instance in:

O maintaining and sustaining an effective enterprise relationship
architecture.

o holding together large scale and impersonal organizations or networks

whose relationships must have a wider basis than that restricted to

family or kin.

dealing with inter-party disputes.

finding trustworthy and reliable suppliers, buyers, or creditors.

negotiating and implementing contractual arrangements.

complying with government, trade, or environmental regulations.

identifying, and dealing with malpractice, fraud, or corruption.

ooooog

Such transactional arrangements are made easier (and less expensive) if the
relationship architecture is characterized by trust and honesty. For instance:

o there will be a need for fewer control mechanisms within the
management process.

a there will be less need to specify matters contractually (which imposes
acost of bureaucracy).

o therewill be fewer grounds for dispute; and hence fewer disputes.

a there will be less need for litigation (which consumes wealth but adds
little or no value; destroys relationships; and reduces trust).

o there will be less need to hedge against unpredictable issues and
unexpected events.

At the same time, Fukuyama contends that societies manifesting a high
degree of communal solidarity and shared values may be more efficient
than their more individudistic counterparts in that they may lose less value
from “free riders’. Free riders benefit from value generation by an
organization or society, but do not contribute proportionately (or at al) to
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the effort by which that value is generated. The free rider problem is a
classic dilemma of socia or group behaviour.

One solution to the free rider problem involves the group imposing
some sort of coercion or discipline on its members to limit the amount of
free riding that they can do. This might classically involve the use of
frequent and close monitoring or control (which is expensive; and which as
a form of control may be resented by the “non free riders’ in the
community who are pulling their weight).

Equally, but more efficiently, the incidence of free riding could instead
be mitigated if the group possesses a high degree of social solidarity.
People become free riders where they put their individual interests ahead of
the group. But if they strongly identify their own well-being with that of the
group, or put the group’ sinterests ahead of their own in the relative scale of
priorities, they may be less likely to shirk work or avoid responsibilities.
Hence, within work organizations, emotionally competent leaders may
attempt to establish a culture of pride, equality, a sense of belonging, a
sense of ésprit de corps, vision, and a sense of mission amongst their
employees such that these people believe that they are part of a worthwhile
enterprise which has a valuable purpose.

Lean Manufacturing asHigh Trust Workplace

Fukuyama describes and compares high trust and low trust societies. He
describes the various types of architecture and structure associated with
each type.

Fukuyama identifies lean manufacturing, for instance as found in the
automotive industry, as an example of the architecture and relationships of
a high trust workplace. This can be contrasted with the classic low trust
system of high-control operations management identified and devel oped by
F.W. Taylor and the school of scientific management (for instance, see
Morden, 2004). Lean manufacturing systems require a high level of trust
because, for example:

o the fragility of the system, which can easily be disrupted, calls at all
times for responsible behaviour throughout the network of relationships
upon which it is based. This requirement applies equally to employees
and suppliers.

0 people are trusted to deal with problems where and when they happen,
at source. Thisis because:-

O people are trusted with high levels of responsibility and discretion at all
points of the supply and operational process. This implies a significant



376 Principles of Strategic Management

degree of the delegation of authority and responsibility throughout the
supply chain and the workforce.

o the use of collective and team or cell based operationa structures
means that free riding behaviour becomes unacceptable. Group norms
become dominant (particularly if pay is aso based on them) over
individualistic priorities.

o the abandonment by employees of traditional lines of demarcation and
trade union involvement in the establishment of work practices must be
reciprocated by management. This may mean making available the
necessary multi-skill and quality assurance training; providing
employment guarantees (at least to core workers); implementing single
employee status, downgrading or eliminating hierarchical privilege;
increasing remuneration as a result of increased productivity; and so
on.

a there will be an expectation of totaly co-operative and trustworthy
behaviour by suppliers and intermediaries throughout the value chain.
Thisisrelated to the requirement that:-

o open information flows are needed to make the system work. The free
exchange of information will only occur where there is adequate trust
between the parties to that exchange. This is particularly true of the
network or de-integrated structures and supply chain management
process described in later sections of this chapter.

THE VALUE CHAIN CONCEPT

The value chain concept was described in Chapter 4 as a chain of related
activities from which value is generated, and from which competitive
advantage may be obtained.

M.E. Porter (1985) describes issues of architecture, relationship, and
trust in terms of the concept of value chain linkages. Chapter 4 noted that
value generating activities are not independent but inter-dependent. Porter
writes that ‘value activities are related by linkages within the value chain.
Linkages are relationships between the way one value activity is performed
and the cost or performance of ancther ... identifying linkages is a process
of searching for ways in which each value activity affects or is affected by
others’ (pp. 48-50).

The nature and depth of the activities and linkages that characterize the
architecture and relationships of the value chain will depend on the scope
or variety of that value chain. A number of scope and depth alternatives
can be described. They include:
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o the “core business’ or “sticking to the knitting” concept. This is
described by Hamel and Prahalad (1994) as summarized in Chapter 20,
and by Peters and Waterman (1982). In this case both scope and depth
are strictly limited, whilst an attempt may be made to achieve very high
levels of competence within arelatively restricted field of activity. This
concept is analyzed in detail in Chapters 26 and 27 of this book.

a “concentric” or “related-constrained diversification”. This is described
by Ansoff (1968), Channon (1973), and Rumelt (1974). Scope and
depth are limited to a clearly inter-related set of competences and
product-markets between which there may be extensive synergies. This
concept is aso described in Chapters 26 and 27.

o “vertical integration” (as described by Ansoff) in which competence
and competitive advantage are focused on a vertically deep but
relatively limited scope of activity, such as in the petrochemical
industry described in a later section below. This concept is aso
described in Chapters 26 and 27.

o “conglomerate diversification” (as described by Ansoff) in which the
enterprise attempts to achieve both a depth and a variety of activity.
This concept is also described in Chapters 26 and 27.

These value chain scope and depth alternatives are summarized in Figure
18.1.

Chapter 4 noted that the value chain may be integrated (that is
“monolithic’ or “aggregated’); or it may be deintegrated
(*disaggregated”). Each category is described below.

THE INTEGRATED VALUE CHAIN

The value chain may be “integrated”, “monolithic’ or “aggregated” in
structure. In this case, key value generating activities take place mainly
within one organization; or instead within a group of closdly inter-
dependent and inter-related organizations functioning routinely and
seamlessly as an integrated value chain (such as those companies that
combine to provide the UK rail service, the US Amtrak, or the Canadian
VIA Rail network).
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Figure18.1 Value Chain Scope and Depth Alter natives

Examples of the most extensive integrated monolithic single company
value chains are to be found in verticaly integrated petrochemical
companies which, over a period of many years, have built up a depth of
high level internal competences in extractive, manufacturing, logistics, and
distribution activities associated with the discovery, extraction, processing,
and supply of petrochemical products and services. Such a depth of
competence would be difficult (if not impossible) for a newcomer to
replicate; contains enormous “sunk” costs; and constitutes both a barrier to
entry and key source of competitive advantage.
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Some advantages of an integrated value chain include:

]

]

the maximizing of value appropriation (no one else's profit margins
have to be allowed for!).

optimal control over, and harmonization of the activities of the value
chain.

optimal security and the maintenance of secrecy and confidentiality, for
instance in knowledge-based, high-technology, innovative, or creative
activities. For example, “Star Trek” films were made in-house by the
staff of Paramount Studios in Hollywood, so as to avoid any “leakage”
to the competing film makers of the latest plot, script, or design
features.

Some disadvantages of an integrated value chain include:

Q

the need to develop a range of competencies relevant to the required
depth or scope of activity shown in Figure 18.1. This may be expensive
and time consuming. It may also constitute a severe limiting factor or
constraint where the required competencies are in short supply and
would be difficult to attract.

the maximizing of complexity - for example the formerly monolithic
value chains of such companies as IBM and Eastman Kodak were huge
entities, characterized by problems of communication, inertia, decision-
making delay, ineffective focus, and bureaucracy.

the risk of “groupthink” and conformity. Closed monolithic structures
may suffer from a lack of “requisite variety” and “genetic diversity”
such that new ideas or new stimuli from outside are ignored or rejected.
Such structures run the risk of obsolescence and entropy (that is,
running down or deteriorating as a result of a lack of novelty and an
unwillingness to adapt to changing circumstances). This issue is dealt
with in Chapter 19.

THE DE-INTEGRATED VALUE CHAIN

The value chain may instead be “de-integrated” or “disaggregated” in
structure. Key value generating activities take place across units or
locations within any number of independent organizations acting as agents,
suppliers, or distributors within a network architecture or structure as the
progress of creation of the product or service moves towards its fina
exchange or delivery outcome.
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Johnston and Lawrence (1988) describe the de-integrated value chain
as a value adding partnership or VAP. A value adding partnership is
described as ‘a set of independent companies that work closely together to
manage the flow of goods and services along the entire value-added chain’.

McHugh et al (1995) develop the de-integrated value chain concept by
describing the application of business process reengineering (BPRE) to the
constituents of the value or supply chain, treating them as a part of the total
value generating process. They describe the de-integrated value chain in
terms of holonics and holonic networks. McHugh et al describe a holonic
network as a set of companies (or partners) that act in an integrated and
organic manner. Each company in the network provides a different process
capability and is termed a holon. Companies are selected to become
constituents of the network on the basis of their operational competence
and process excellence. The network may be re-configured to manage each
emerging business opportunity presented by the network’s customer base.
Each configuration of process capability within the holonic network may be
described as a virtual company. An early description of the concept of the
virtua company is given by Davidow and Maone (1992). By
synergistically combining the capabilities (or the core competencies
described in Chapter 20) of many individua companies within the network,
each virtual company may be more powerful and flexible than the
participating members alone could be.

Some advantages of a de-integrated value chain include:

o the minimizing of organizational complexity and bureaucracy. The
network may have asimple linear, cyclical, or sequential structure.

a the opportunity for any one constituent or link in the network to
concentrate and specialize only on its own capability or core
competence.

O the potential to combine a high level of these individual capabilities or
competencies across the constituents, for instance to a world class
benchmark or standard as a condition of entry to the network, so asto
achieve either or both the depth and scope of activity shown in Figure
18.1 above.

o flexibility - the ability to change constituents of the network according
to particular customer needs. Ultimately, the virtual company will
comprise a network of organizations constituted to meet one only
customer need (such as the making of afilm or theatre production; or a
construction engineering project). The network will be re-constituted as
appropriate each time a new contract has been negotiated.
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0 theability to use specialized supply chain management information and
communication technologies (ICTs) to optimize the performance of the
whole entity.

Some problem issues affecting a de-integrated value chain include:

o theneedfor trust and shared values amongst the partners.

o the need to harmonize cultures, systems, procedures, and processes
across the entities that make up the network.

0 the need to establish effective control mechanisms across the network,
often requiring complex ICT based systems.

0 the need to establish common languages and protocols, especialy
where the network isinternationa in constitution.

o the need to agree or negotiate the relative distribution of vaue
generated between the constituents. What margins will be payable to
whom, and how are these to be agreed across the network?

o theneed for erstwhile competitors to collaborate. Competitors may also
have to be partners. Co-operative and competitive attitudes may be
difficult to combine and reconcile in organization cultures that were
once predominately or traditionally competitive in orientation.

ORGANIZATION CULTURE

Morden (2004) defines organization culture as the collective mental
programming of the enterprise and of its members. Organization culture is
apparent “in the way we do things around here”’ (as compared with the way
things are done in any other organization). Organization culture is
represented diagramatically in Figure 18.2.

Some Components of Organization Culture

Organization culture can be analyzed on the basis of five main variables.
These variables are inter-related. They are described as follows.

Value judgements - behaviour and decision-making in the organization are
shaped by individua and collective judgements about enterprise mission,
intent, and ethos. Such judgements are based upon values, such as those
prioritizing customer, client, patient, taxpayer, stakeholder, or shareholder
interests; those favouring quality or excellence in levels of output or
customer service; choosing either or both competitive or collaborative
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values; or deciding between integrated or de-integrated value chains. These
values and value judgements shape the priorities of the strategy process
described in Part Three of this book.

Vision - defined in Chapters 11 and 17 in terms of patterns of communal
possibility to which others can be drawn into commitment and motivation.
Vision may act as a “glue’” by which to hold together sets of value
judgements and ideol ogies within the prevailing value system.

Value systems - the sum total of the value judgements and vision described
immediately above comprises the value system of the culture. The value
system provides a wider framework or core ideology by which missions,
ethos, strategies, and behaviours are defined and implemented within the
organization.

Founder/ History Basic Myths, Aspirations
entrepreneur, and beliefs and Traditions heroes and and Education
origins experience ideologies legends ambitions
A
\ \
VALUE JUDGEMENTS | VISION
BUSINESS | NATIONAL
CULTURE l CULTURE
VALUE SYSTEM

l

Behavioural standards Perceptions of necessity,
and norms priority and desirability

! ! ! !

Prevailing attitudes Conventions of expected Expectations of
and expectations behaviour and performance commitment and loyalty

Leadership

Figure 18.2 Organization Culture

The sum total of the value judgements and vision that make up the value set
then shape:

Behavioural standards and norms - which determine the attitudes,
behaviours, and “style” of enterprise staff, for instance as leaders or
decision-makers.
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Perceptions of necessity, priority, and desirability - as reflected in the
processes of strategy formulation, strategic decision-making, and strategic
choice being described in this book. Such perceptions will, for instance,
determine the relative priority of targets for:-

e sales, market share, quality, service levels of patient treatment, the level
of crime detection or prevention, taxpayer value for money, or profit
performance (etc).

management control of the value chain.

increasing the international scope of enterprise activity.

managing or taking risks.

acting in an ethically, environmentally, or socially responsible manner.
acting within the confines of long-established core values and ethics.
leadership capability.

Sour ces of Organization Culture
Sources of organization culture include:

National culture - as described in Chapter 28.

Business culture - as described in Chapter 28.

Founder, entrepreneur, or origins - the values, vision, and ideology of the
original founder(s) or early leaders may permeate through the later history
of the organization.

History and experience - organization culture is continuously shaped over
time by the developing experience and learning of the staff who make up
the enterprise.

Basic beliefs and ideologies - organization culture is shaped by the basic
beliefs and ideologies that underlie the value judgements and value systems
already described above. Chapter 22 for instance compares competitive and
co-operative ideol ogies that underpin competition strategy.

Traditions - patterns of individual, leadership, and communal tradition are
likely to influence the evolution of organization culture. For instance, a
tradition of authoritarian leadership or high power distance management
may make the introduction of de-integrated value chains, or the
contemporary paradigm of the “ Theory Z° empowered team and team-
leader based organization structure and architecture difficult to achieve.
The organization will have to make a mgjor transition to a value system
based upon a low power distance and high trust style of management of
which it has no previous tradition or experience, and with which it may
have little cultural sympathy.
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Myths, heroes, and legends - organizations tend over time to build up arich
array of legends and myths about the exemplary (or instead infamous) acts
of individuals or groups. Such myths or legends serve to rationdlize,
sensationalize, focus, and communicate the heroic deeds of export sales
representatives, paramedics, field engineers, university lecturers (1), police,
emergency services or armed forces personnel, credit controllers, debt
collection agents, sanitary engineers, or wheel clampers such that they
become examples for future generations, or instead targets for others to
beat. At the same time, myths and legends have the effect of binding people
to the organization, directing their energies and commitment more strongly
to its purpose.

Aspiration and ambition - the aspiration and ambitions of founder,
entrepreneur, leader, family, president, director, politician, manager,
administrator, or employee are powerful forces shaping the values and
character of the enterprise. Forceful leaders, motivated staff, or committed
teams have driven many enterprises to the “number one position” in their
field; or achieved the goal of “being the best in the business’. Others have
sought to become model or ethical employers; or known for the creativity
and originality of their work.

Education - organization values and culture will be shaped by the
prevailing type and level of education experienced by founders, leaders,
managers, and employees. Educational curricula may (or may not) develop
a clear historical, ethical, or international context within which society’s
evolution may be placed. Education systems may serve to help (or hinder)
the development of wvocational, scientific, business, leadership,
entrepreneurial, quantitative, literary, communication, or information
technology skills and competencies.

Educational systems may emphasize academic analysis. They may be
based on the evaluation and criticism of traditional and separate subject
“disciplines’. Or they may instead prioritize integration and synthesis. They
may be “inter-disciplinary”. They may place an emphasis on local and
national preoccupations. Or they may foster the development of language
competence and an international view of the wider environment.

Visible Signs of Organization Culture
Organization cultureis manifest in anumber of ways. Theseinclude:
Patterns of socialization - members of the organization are socialized into

the prevailing culture over a period of time. Personal and corporate
behaviour patterns are modified so as to bring attitudes and values into
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some degree of accord with the expectations and standards contained
within the culture. This process of socialization may affect any or al of:-
individual personality.

individual attitude and behaviour.

group attitude and behaviour.

corporate behaviour, corporate “ style”, and corporate identity.
decision-making and the strategy process described in Part Three of this
book.

Prevailing attitudes and expectations - which are shaped by the value
system that underpins the organization’s culture. For instance, attitudes
towards, and expectations of leadership style and manageria performance
in decision-making within the strategy process will in part be culturally
determined. This may in turn shape the process described in Chapter 14 by
which strategic alternatives are generated, and from which choices must be
made.

Conventions of expected behaviour and performance - for instance in
determining the processes and patterns of leadership, decision-making, and
planning style described in Part Three. Centralized and hierarchical
structures are for example more likely to be characterized by expectations
of an autocratic and top-down style of leadership and decision-making than
will be decentralized ones characterized by low power distance, local
autonomy, and habitual consultation.

Expectations of commitment and loyalty - prevailing value systems,
expected standards of behaviour, and perceptions of strategic, operational,
and manageria necessity are likely to give rise to an expectation that
individuals and groups will develop some degree of commitment and
loyalty to the enterprise and its ams. Equally, processes of management
development and promotion to senior positions may depend on (and
congtitute a reward for) a significant history of personal commitment to
shaping and implementing the values, objectives, and strategies of the
organization. It is commonly perceived to be in the interest of the
organization to reward those who most closely identify with it; and who
most closely represent its value system in the strategy and decision-making
process.

Leadership - leadership processes promote and protect enterprise ideology
and values, and reinforce its culture. The style and character of leadership
are likely to be key determinants of the process of strategy formulation and
strategic decision-making. Leadership and strategy were analyzed in
Chapter 17 of this book.
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STRUCTURE, ARCHITECTURE, AND CULTURE ASSTRATEGIC
ASSET

The concept of the strategic asset was defined in Chapter 4 as a feature of
competitive advantage that is unavailable or inaccessible to competitors. It
may prove impossible to copy or to replicate this asset. The structure,
architecture, and culture of the enterprise described in this chapter may be
developed into a powerful strategic asset for instance where:

Q it is sendtive to customers or clients, and is adaptable to changing
circumstances.

O it is structured effectively to meet the strategic needs of the enterprise
and its external environment.

Q it can attract and retain (i) the best staff and (ii) the most effective
knowledge management, experience, and competence.

O itsrelationships are characterized by strongly positive values, trust, and
ahigh level of long-term commitment.

O it hasthe most appropriate styles of leadership and management.

O it generates aconsstently high level of value.

Kay comments that whilst competitors may imitate products or processes, it
may be impossible for them:

O to replicate the structure, architecture, and culture of the enterprise.
a to replicate the reputation that such an architecture may have been able
to generate for itself.

This source of competitive advantage may be strengthened where the
structure, architecture, and culture of the enterprise being discussed in this
chapter are reinforced by the leadership competence analyzed in Chapter
17.

Coallins and Porras (1996) give examples in their Built to Last study of
firms who have created a powerful strategic asset from their structure,
architecture, and culture. One such example is Johnson and Johnson, the
international manufacturer of healthcare products such as the “Band Aid".
Similarly, the capability afforded by the structure, architecture, and culture
of the internationa 3M and Hewlett-Packard companies to sustain a
market-leading strategy of continuous technology devel opment and product
innovation is widely quoted. The Built to Last study was described in
Chapter 17.
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SUPPLY CHAIN MANAGEMENT AND THE PROCUREMENT
PROCESS

The process of procurement and supply links (i) organizations who as
customers are purchasing goods and services required for their business
activity; and (ii) enterprises that supply these goods and services. The
customers might be manufacturing companies, hospitals, distributors,
government agencies providing services, or public utilities. The suppliers
might produce raw materials, may manufacture parts and sub-assemblies,
make entire sections or major components such as engines or generators, or
provide services of some kind. The components of the supply chain are
shownin Figure 18.3.

| Customer/Client |

*

|
Distributors, Retailers,
Channel intermediaries
A

Service Providerse.g.
Hospitals, Hotels,
Government Agencies,
Public Utilities; etc
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Final assemblers, Manufacturers, “Origina
equipment manufacturers’ (OEMS),
Construction companies; etc

A

Manufacturers of sub-assemblies,
Components, Modules, Part-finished products,
Motors and Power Sources; Suppliers of
services, etc
(First tier suppliers)

T

Primary suppliers of raw materials, Parts,
Energy; etc
(Second/third tier suppliers)

Figure 18.3 Supply Chain Components
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In some business sectors it has become apparent that in the case of the
manufacturers of final or finished industrial or consumer goods (such as
cars, consumer electronics goods, or electrica engineering products), the
process of procurement and supply now assumes major importance.
Between 30-70 percent of the added value produced by these
manufacturers is contributed by their suppliers. In the case of Toyota, this
figure is as high as 75 percent. So it has become vital that the process by
which this added value is generated (and which mainly depends on outside
firms), is carefully organized. This process of procurement and supply is
now termed supply chain management. The supply chain management
issue has become a critical success factor to many organizations, whether
in the private or the public sector.

The supply chain management concept represents the re-thinking or re-
engineering of the procurement and supply process. It implies for instance
the positive and strategic management of the relationship between the fina
manufacturers described immediately above, and suppliers in their value
chain. These final manufacturers are sometimes called Original Equipment
Manufacturers or OEMs.

This proactive and strategic management of the relationship between
the finad manufacturers and the suppliers in their value chain may for
instance imply:

o seeking to improve the managerial and operational performance of each
supplier. This may be achieved by the final manufacturer through its
use of processes of supplier education and training, business process re-
engineering, or Six Sigma. The final manufacturer would make use of
its own knowledge base or competence to assist this process of
improvement. It might use leadership skills and exhortation to persuade
its suppliers. Or it might instead communicate a more or less subtle
reminder about the supplier's dependence on it for its livelihood in
order to achieve the necessary degree of compliance! That is, it may
make use of its buyer power to exercise leverage over the supplier.
Subsequent improvements in the supplier’s own performance and
profitability may in turn reinforce the motivation to co-operate with this
process of change.

o sharing the benefits of the improvements achieved throughout the
supply chain as a whole, in order to reinforce (or to give incentive to)
the commitment to the supply chain management concept.
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IN-HOUSE SUPPLY

Companies such as Nestlé, IBM, and Unilever seek to a significant degree
to own, to manage, and therefore directly to control the assets, resources,
and processes that make up their value chain. Such companies make use of
the integrated or monalithic value chain described in an earlier section of
this chapter, above. Such companies are backwards or forwards integrated
(or both), maybe even controlling sources of primary materials,
manufacturing all of the components or inputs they need, making their own
manufacturing equipment, or controlling the channels of distribution they
use.

This strategy is based on the perceived need for control. For example,
Eastman Kodak’'s film and printing paper manufacturing processes are
carried out entirely in-house, and the company acts as its own supplier,
only buying in raw materials such as cdlulose, paper, and silver
compounds. It retains highly developed quality management and Six Sigma
skills. It believes that in-house supply and manufacturing is (i) the only
way to guarantee the product quality upon which its reputation depends;
and (ii) is the only way to protect the valuable proprietary knowledge
required to make such a consistently high quality product on a global
volume basis.

Co-operation and partnership with external suppliers, in the form of
close inter-relationship through the value chain, may be rejected because of
the fear of loss of control of (i) the valuable proprietary knowledge, (ii) the
experience and expertize, and (iii) the core capabilities, skills, and
competencies upon which value addition and competitive advantage are
seen to depend.

This strategy may be viable (and may constitute a significant source of
competitive advantage) where the enterprise has built up an abundance of
capabilities and competencies in-house; and can at the same time exploit
these individual competencies, and the relationship between them. Such an
abundance of capabilitiesislikely to represent:

o alengthy period of investment.

0 sunk cost advantages.

o the development and application of proprietary knowledge from which
competitive advantage is obtai ned.

o effective knowledge retention, knowledge combination, and knowledge
management, as described in Chapter 19.

o alengthy and consistent process of core competence development and
management, as described in Chapter 20.
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SUPPLY CHAIN MANAGEMENT - THE DE-INTEGRATED
VALUE CHAIN OR VALUE ADDING SUPPLY PARTNERSHIP

This section analyzes the purpose and workings of the de-integrated value
chain based supply chain, or value adding supply partnership. Such supply
chains are based on linkages and co-operation between independent buyers
and suppliers acting as partners within the de-integrated value chain
described in an earlier section of this chapter.

Strategic Purpose

The strategic purpose of the de-integrated value chain or value adding
supply partnership (VASP), based on the concept of mutua advantage,
includes:

0 adding value.

O generating competitive advantage.

a optimizing such customer or outcome values and performance
indicators as quality, cost, delivery, innovation, time to market, and
customer or client satisfaction.

At the same time, the value adding supply partnership may be used to
optimize the creation and application of core knowledge, competence, and
technology across the partnership, thereby obtaining the benefits of
synergy, combination, synergy, and resource leverage described in
Chapters 19, 20, and 21.

How the De-integrated Value Chain or Value Adding Supply
Partnership Works

A received strategic wisdom of recent years has been for organizations to
identify and to focus on their key capabilities as a means of optimizing the
generation of value and competitive advantage. This implies concentrating
on the issues of knowledge and technology management described in
Chapter 19, core competence described in Chapter 20, and resource
leverage described in Chapter 21. Core knowledge and competence
underpin enterprise technology, operational process, market offer, or client
provision. Increasingly, activities that are not considered to be core, or in
which no advantage is possessed, are being outsourced to organizations in
the supply chain. Such activities might include specialisms such as
digribution or transportation, data processing, call centre operations,
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product or service testing, or the writing of software. Or they might include
the manufacture of components or sub-assemblies which may benefit from
the economies of scale and experience effect analyzed in Chapter 23, and
exploited by the high volume based manufacturers described in that
chapter.

What is Outsour cing?

Outsourcing generaly refers to the practice by which one organization
engages another to undertake certain services or to make particular
products for it. Typically this is done when a company determines that it
cannot be, or should not be involved in an activity that other firms can do
better or at alower cost. There is a redlization that the value generation or
the competitive advantage enjoyed by the organization may otherwise be
eroded if it attemptsto be “al things to all people’.

Optimizing Supply Chain Outcomes

There may therefore be a strategy of concentrating operational activity in
the component of the supply chain that is most competent to perform that
activity. Each component of the supply chain will represent one of the
knowledge and technology resources, and one of the core competencies of
that supply chain. Thus, in theory at least, the value adding supply
partnership should be able to optimize the application of its knowledge,
competence, and technology taken as a whole. In consequence:

o excellent or world class status may be achieved where al of the
components of the supply chain possess (and operate to) excellent or
world class levels of capability or competence; and

o the excelent or world class suppliers in the VASP may be used as
benchmarks up to whose operating standards other organizations in the
supply chain may be brought. Suppliers who cannot (or will not)
upgrade their competence and reputation will be dropped from the
supply chain.

The use of the de-integrated value chain or value adding supply partnership
may lead to the supply chain becoming more substantial or dense in scope.
For instance;

Q it may encompass products, processes, or activities in which the final
customer or original equipment manufacturer would never before have
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been directly involved. Car makers do not make sheet steel or plastic,
nor do they make tyres. But they are dependent on the quality,
specification, delivery, performance, and reliability of such key
products. Hospitals do not make the drugs that they depend upon to
treat their patients.

a it may increasingly include activities that were formally carried out in-
house but which decision-makers have chosen to outsource to external
suppliers. For instance, some large scale UK brewers have outsourced
the bottling, packaging, labelling, and physical distribution of their
products. These brewers now concentrate only on the large scae
brewing, marketing, and bulk supply of product, outsourcing what are
now perceived to be all “non-core” activities.

Once the supply chain is established, necessary knowledge and skills may
be transferred from buyer or OEM to supplier. The purpose of this transfer
is to make sure that suppliers understand and will be able to deliver their
contribution exactly as specified by the customer. They may not otherwise,
for example, have access to proprietary knowledge or skills that are
required to complete some particular activity which has now been
outsourced to them. Large manufacturers or service organizations may aso
find that they have to upgrade the management processes and quality
systems of their much less sophisticated suppliers in order to make the
VASP work.

Recent experience shows that the dissemination of final manufacturer
or OEM expertize has occurred in mgjor programmes of cost analysis, cost
reduction, quality and delivery improvement, project management, and
process innovation. Such programmes focus on knowledge and competence
related issues of supplier technology and operations management,
production engineering, operational productivity, and cost efficiency. There
have been a variety of examples in the automotive industry which is
particularly sensitive to factors of cost and quality. UK companies such as
Corus (formerly British Steel) and Marks and Spencer also have extensive
experience of cost analysis and cost reduction programmes involving their
suppliers.

One result of the establishment of the de-integrated value chain or
value adding supply partnership may be a reduction of the number of
suppliers in the value chain. The fewer suppliers that remain are likely to
be amongst the best in their field. Their weaker brethren, unable to cope
with the increasing demands of their customers, will fall by the wayside;
operating at the margins of the business or leaving it altogether. The
reduced number of suppliers will receive larger, longer-term orders from
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their customers in the supply chain. This may enhance final quality, and
reduce the transaction costs of procurement. It may also increase the
margin available to the supplier to re-invest in the process and product
improvement, innovation, and management competence required to
maintain the position of both themselves and their fina customer in
increasingly competitive markets. The more that the VASP becomes de-
integrated, and the greater the inter-dependencies of its relationship
architecture, the more is the final customer or OEM dependent for its own
success on (and exposed to) the effectiveness of the companies and
organizationsin that supply chain.

The principle being described in this section may then be taken to its
logical conclusion. There will be single or dual supplier agreements in
which the buyer voluntarily becomes dependent on one or two only
suppliers or outsources. In return it will (i) demand absolute guarantees on
quality, delivery, price; and (ii) more generaly monitor the management,
reliability, and reputation of these suppliers at the highest level.

Some Advantages of the De-integrated Value Chain or Value Adding
Supply Partnership

A variety of advantages of the co-operative de-integrated value chain or
value adding supply partnership model are suggested. These include:

Knowledge, competence, and synergy - the incremental development and
build-up of experience through the value chain, the combination of
knowledge and competence, and the access of supply chain participants
thereto, have already been described above.

Synergy was described in Chapter 4. The interaction between suppliers

and the final customer or OEM forms a key part of the relationship
structure of the whole value chain. Supply chain management, if conducted
effectively, may create synergies between the partners. In this way, more
can be done with the existing resources available; or more can be done with
less. These concepts are discussed in Chapter 21.
Interaction - the VASP may be characterized by frequent communication,
interaction, and the build-up of experience between customer and supplier,
at al stages of the procurement and supply process. People talk to each
other, and facilitate rapid problem-solving at whatever level is required.
Multi-disciplinary teams may be set up between partners, for instance on a
project management or Six Sigma basis, in order to dea with issues that
need resolution, to carry out joint specification and design activities or
production engineering, and to solve emergent problems.
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Applying insight and creativity - organizations in a supply chain may bring
fresh insights to bear on the issues at hand. This may reduce the potential
impact of any sef-imposed limitations in the fina customer’s current
“installed base of thinking” (a concept described in Chapters 19 and 20).
The various supply chain participants may be able to introduce diversity
into the processes of thought and conceptualization by which products or
services are specified. Thiswas the case for cycle manufacturers, who were
able with the assistance of their component suppliers, to re-conceptualize
the bicycle into such variants as the mountain bike or the lightweight racer.

Differentiation - the features of the supply chain may permit the final
customer more effectively to differentiate its product. Differentiation as a
business strategy is analyzed in Chapter 24. Product or process
differentiation may for instance be achieved on the basis of the quality of
supplier outputs, particularly where those suppliers (such as the Cummins
Diesel Engine company) are themselves excellent or world classin status.

Or the diversity of the supply chain described immediately above, may
permit the fina customer to market a variety of offerings superior in
specification to anything else on the market. Thisis the case for example of
world class suppliers of automotive and consumer electronics products; or
of computer manufacturers who use Intel as a supplier of microprocessors.
Quality - a co-operative supply partnership may be used to achieve an
improving level of product or service quaity. Benchmarks may be applied
to participants, and those who cannot meet them will be dropped. Similarly,
long-term supply contracts may provide the incentive and the resources
required to meet the OEM or final customer’s needs for the rising input
quality that is driven by the increasing expectations of global customers.
Flexibility - the supply chain may be specified and assembled so that it is
capable of speedy and flexible response to changing customer needs. The
short life cycles of computer products or toys, for example, cal for rapid
changes to the specification of manufactured components.

At the same time, the supply chain may be set up to operate on ajust-

in-time or JT basis. This has now become standard in the automotive
sector.
Cost - the achievement of cost reductions, cost-efficiency, and resource
leverage has been a key driving force behind the development of the co-
operative de-integrated value chain or value adding supply partnership
model being analyzed in this chapter. This model of supply chain
management is being used to achieve:-

e increasing value generation per unit of supply; or
e decreasing costs; or
e both of the above.
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The supplier may be in a position to access the benefits of volume
production and experience described in Chapter 23. Longer production runs
will reduce costs, and eliminate the need for inventory (the supplier knows
what it is going to sell and when this product is needed by the customer). If
the customer’s demand is sufficient the supplier may set up a dedicated
operation for that customer. This may be established to supply on ajust-in-
time basis. Either way, the supplier may then be in a position further to
reduce price. Thisis aso afeature of the automotive industry.

Risk - the final customer may be able to transfer some of its business risk
backwards to its suppliers or forwards to its distributors. For instance, it
may require some of its suppliers to get involved in the financing of new
product or process development if they themselves are likely to benefit as a
result. Thisisafeature of the automotive and aircraft industries.

The final customer or OEM may make use of the specialist knowledge

and experience of its suppliers in order to deal with issues with which it is
unfamiliar. This lessens the risk of dealing with events (such as those
associated with the technological changes described in Chapter 19)
characterized by novelty, uncertainty, or unpredictability. The expertize of
these suppliers will be regarded as a part of the total knowledge base of the
VASP as a whole, available for transfer to companies throughout the de-
integrated value chain.
Advantages to the supplier - the establishment of a trust-based relationship
between customer and supplier may mean that the supplier can look
forward to some stability of demand, and can plan ahead. Where the
relationship is based on the “open book” negotiation and agreement of
supplier costs, margins and prices, the supplier will know how much
finance may become available for re-investment in continuous
improvement, innovation, and business development for instance as
required by the customer. The customer wants improvements or innovation
from the supplier. The supplier now knows how much it can afford to
invest in the foreseeable future in this process of improvement or
innovation.

Some Disadvantages of the De-integrated Value Chain or Value
Adding Supply Partnership

There appear to be two key disadvantages to the de-integrated value chain
or value adding supply partnership concept.

Firstly, the final customer will experience increasing dependence on,
and exposure to a relatively small number of key suppliers. The effective
operation of the supply chain depends on the efforts of these key suppliers,
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and on their continuing commitment and ability to meet the required (and
probably increasing) standards required of them.

Secondly, there may be a risk of losing control of proprietary
knowledge, skills, capability, or competence (and their application
potential) as these are disseminated to supply chain members. Where this
knowledge or capability is a key source of value addition or competitive
advantage it may be highly undesirable to give suppliers access to it. This
may be tantamount to giving the secrets of your business away for nothing!
The in-house monoalithic value chain based supply process, described in an
earlier section, may be necessary for the production of inputs that require
such knowledge or competence. This is particularly the case in sectors
(such as high-technology electronics or engineering, the creative or media
industries, design, advertizing, consultancy, and accountancy) in which
knowledge, technology, competence, human intelligence, ideas, and
experience are the basis of the business.

REVIEW QUESTIONS

1. What is architecture? Why may it be a source of competitive
advantage?

2. Why may the relationship architecture of an organization need to be
characterized by trust?

3. What are the advantages and disadvantages of an integrated value
chain?

4. What are the advantages and disadvantages of a de-integrated value
chain?

5. What is organization culture? Why is it important to the process of

strategic management?

What is supply chain management?

What is outsourcing? What are its advantages and disadvantages?

In what ways may the process of procurement and supply add value

and generate competitive advantage?

9. Describe and comment on the de-integrated supply chain or value
adding supply partnership concept. What is its purpose? What are its
advantages and disadvantages?

N

TECHNIQUES OF CASE STUDY AND ANALYSIS

Where the appropriate information is available:
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Identify features of structure, architecture, and culture evident in the
case study.

Analyze the apparent implications of these features for strategy
formulation and decision-making in the case organization.

Analyze the apparent implications of these features for strategy
implementation in the case organization.

PROJECT ASSIGNMENTS

1

Using appropriate information, analyze and describe the structure,
architecture, and culture of an organization that is of interest to you. In
what ways does this structure, architecture, and culture yield value and
competitive advantage for the enterprise? How does this structure,
architecture, and culture shape strategic management, the strategy
process, strategic choice, and strategy implementation in the enterprise?
Using appropriate information (and key informant interviews if
possible), analyze and describe the culture of an organization that is of
interest to you.

Analyze and describe your own example of a high trust organization.
Analyze and describe your own example of an integrated value chain.
What are its advantages and disadvantages?

Analyze and describe your own example of a de-integrated value chain.
What are its advantages and disadvantages?

Using published information, key informant interviews or persona
work knowledge, research and write up an actual case study of supply
chain management. Comment on the effectiveness of this supply chain.
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Chapter 19

The Strategic Management of
Knowledge, Technology, and Innovation

The heart of an organization is its knowledge, its experience, and its
technology. These are key strategic foundations.

This chapter dsarts by analyzing knowledge management in
organizations. Knowledge is recognized as a dtrategic asset with a
potentially enormous worth. It is seen at a strategic level as avital source of
value generation and competitive advantage. The chapter defines
knowledge, the knowledge base, and experience. It relates knowledge
management to issues of structure, relationships, and trust. And it looks at
the creation and sharing of knowledge within the organization, in order to
achieve enterprise objectives.

The chapter then goes on to deal with the strategic management of
technology and innovation. It defines the concepts of technology and
innovation. It describes technology and innovation as critical sources of
competitive advantage, and analyzes some of the sources of innovation.
And it discusses the strategic management of new technologies and the
dynamics that may be associated with them.

| KNOWLEDGE MANAGEMENT

THE KNOWLEDGE BASE
The knowledge base of the enterprise comprises:

O concepts.

o theories and methodologies (which determine how the enterprise goes
about its business or manages its affairs).

Q prevailing paradigms.

O accumulated experience.

o received wisdoms (“thisisthe usua way we do this”).



400 Principles of Srategic Management

o technologies or “ways of doing the work”.
o vauesand cultures.
O mindsets and attitudes.

Knowledge underpins enterprise:

capability, competence, and skills.
technology.

leadership and management process.
structure and systems.

capability to innovate.

capability to facilitate and manage change.

[ S iy Wy

Knowledge may be:

o “tacit” - that is, arich, complex and (to a degree) inarticulable entity
developed and internalized by an individual over along period of time;
or

o “explicit” - that is a structured and articulated entity accessible to
many people.

Tacit and explicit knowledge are defined in more detail below. The
management of the knowledge base may be:

Q proactive - such that knowledge is continuousy updated and
maintained at the forefront of its development.

o reactive - by which the enterprise updates its knowledge base
incrementally or opportunistically in response to, or under pressure
from external opportunities or threats.

O non-existent - such that updating (if it takes place at all) is haphazard
and unplanned, responding only to direct threats. Enterprise
management either does not understand the significance of the
knowledge base in the strategic management process; or is instead
complacent about it.

Knowledge may become obsolete, leaving an enterprise that fails to
understand the need to update and manage its knowledge and technology
base in a potentially disastrous (or even fatal) situation. Knowledge (and
the knowl edge management and technol ogy management associated with it)
may be a key source of comparative or competitive advantage. At the same
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time, the possession of knowledge may constitute a powerful barrier to
entry to a sector or market.

KNOWLEDGE ASASSET

Knowledge may be perceived to be a key corporate asset. Davenport and
Prusak (1998) comment that ‘what an organization and its employees know
is at the heart of how the organization functions (p. x). Knowledge,
personal intellectual resources, and the organization's knowledge base
underpin the experience, capability, capacity, and competence of the
enterprise. Knowledge, personal intellectual resources, and the knowledge
base are key sources of vaue generation, value enhancement, and
comparative or competitive advantage.

The management of technology and innovation analyzed in later
sections of this chapter will depend on the knowledge base of the
organi zation described immediately above. What does the enterprise know?
What knowledge and experience, for instance about managing its
technology or its product-markets, can it bring to bear in carrying out its
activities? Is it able to do new things, and can it innovate? Has it
accumulated knowledge about its past and current experience; and does it
take positive steps to retain (and if necessary to protect) this proprietary
knowledge?

The base of knowledge and accumulated experience of the enterprise
and its staff may be conceptualized as social capital or intellectual equity.
It may be valued as the difference between the total or market worth of a
company, and the net worth of its tangible assets as described on the
balance sheet. Caulkin (1997) commented that ‘human capital comprises
the knowledge and talents that reside only in the human brain - the stuff
that goes down in the lift each evening. This kind of capital is rented, not
owned, and must be managed accordingly. When Microsoft went public in
1981, it was not to raise money to build new productive assets (it didn’'t
need any): it was to tie the human capita to the firm by monetising its
stake ... at the end of 1996, Bill Gates' firm had a market value of $85.5
billion and net fixed assets of just $930 million. A mere one-hundredth of
its valuation is captured in the familiar balance sheet’ (p. 29).
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KNOWLEDGE DEFINED

Davenport and Prusak define knowledge as ‘a fluid mix of ... experience,
values, contextual information, and expert insight that provides a
framework for evaluating and incorporating new experiences and
information. It originates and is applied in the minds of knowers' (p. 5).
Knowledge isin part afunction of values and beliefs that derive from:

o theindividua’s own vaue set and context; and
a the value system, culture and context of the organization described in
other chapters of this book.

Knowledge management differentiates tacit and explicit knowledge. These
may be compared on the basis of the degree of judgement, interpretation,
personal discretion, and value that they contain. Tacit is high; explicit is
low on such abasis.

Tacit Knowledge

Tacit knowledge is a rich and complex knowledge developed and
internadized by an individual person over a long period of time. It
incorporates accumulated judgement, learning, and experience. Tacit
knowledge may be difficult to:

observein use or application.

articulate.

document.

teach.

render useful for another person or for the community that is the
organization.

ooooo

Nonaka (1991) suggests that: ‘tacit knowledge is highly personal. It is hard
to formalize and, therefore, difficult to communicate to others... tacit
knowledge is aso deeply rooted in action and in an individua’'s
commitment to a specific context - a craft or profession, a particular
technology or product market, or the activities of a work group or team.
Tacit knowledge consists partly of technical skills - the kind of informal,
hard-to-pin-down skills captured in the term “know-how”. A master
craftsman after years of experience develops a wedlth of expertise “at his
fingertips’. But he is often unable to articulate the scientific or technical
principles behind what he knows. At the same time, tacit knowledge has an
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important cognitive dimension. It consists of menta models (values),
beliefs, and perspectives so ingrained that we take them for granted, and
therefore cannot easily articulate them. For this... reason, these implicit
models profoundly shape how we perceive the world around us’ (p. 98).

Explicit Knowledge

Explicit knowledge is structured, expressed, and accessble to the
community that is the organization. Explicit knowledge may be:

observablein use or application.
articulated (expressed or written down).
schematic.

documented.

teachable.

useable by any number of people.

R S oy

Explicit knowledge is established and applied in policies, procedures,
processes, rules, programmes of socialisation and training (etc).

Nonaka comments that ‘explicit knowledge is formal and systematic.
For this reason, it can be easily communicated and shared, in product
specifications or a scientific formula or acomputer program’ (p. 98).

EXPERIENCE

Experience is a key component of knowledge. Our experience is what we
(individualy or collectively) have done and what has happened to usin the
past. We build up experience by iterative processes of repetition, trial and
error, feeling, observation, analysis, interpretation, categorization,
evaluation, learning, application (practice) and feedback.

Experience and judgement are related. The greater the accumulation of
knowledge and experience the more effective may be judgements about:

O repeated situations of which we have had some past experience; and
O new situations characterized for example by novelty, ambiguity, risk,
uncertainty, complexity, or unpredictability.

Experience may lead to the build up of intuition on the part of individuals
or groups. Intuition is the compression and internalization of knowledge
and experience that permit rapid evaluation, judgement about, reasoning,



404 Principles of Srategic Management

and decision-making about stimuli or events (such as driving a car; or
interacting with a stranger; or carrying out some kind of negotiation, or
managing sensitive interpersonal relationships within the organization).

Expertize is knowledge that has been tried and tested by experience.
Experience and expertize may serve to change theories or ideas about what
should happen into knowledge or intuition about what is actually likely to
happen in reality. Thus, experience can be used to decide what course of
action is more likely to work, or less likely to work in any particular
situation.

Experience aso allows us to recognize and to deal with variety and
complexity. The greater the accumulated knowledge and experience, the
greater may be the variety and complexity that can be dealt with by the
individual, the team, or the organization. Hence the need to retain
experience and expertize within the organization so that it can be applied to
future dSituations, whether these situations are understood, novel or
unknown. For instance, how should the enterprise react to technological
changes described in a later section of this chapter, particularly if these
changes are of a fundamental nature and indicate a mgjor shift away from
an existing technology to a completely new one? Past experience of
innovation, and extensive experience with identifying and managing
changes in technology may permit the organization to make the right
judgements about how to identify and react to the new circumstances.

Reference was made in Chapter 17 to Elliot Jaques concept of the
“time span of discretion”, and to the role of cognitive capability, persona
intelligence, and persona experience in dealing with the relative level of
situational complexity as akey contingency faced by decision-makers.

KNOWLEDGE, STRUCTURE, RELATIONSHIPS, AND
ARCHITECTURE

Structure and architecture were analyzed in Chapter 18. Knowledge and
experience are “located” in tacit form in individuals, teams, departments,
organization structure, and relationships within and outside of the
enterprise. Individual members of staff accumulate and apply their
knowledge on the basis of their learning and experience. Groups of staff
come to share common knowledge that they use to interact with each other
in order to do their work. Or the enterprise accumul ates wisdom through its
dealings with customers or clients, and with those external suppliers,
distributors, or intermediaries with whom it maintains the relationship



The Strategic Management of Knowledge, Technology and Innovation 405

architecture described in earlier chapters, and upon whose efforts it has
chosen to be dependent.

Knowledge and experience are aso located in explicit form in written
documents, programmes, operating procedures and rules, libraries,
databases and systems (etc).

There is a key inter-relationship between the knowledge base of the
enterprise, its leadership, the knowledge management process, organization
structure and relationship architecture, management style, and management
process. Each requires knowledge and experience; or is instead a product of
that knowledge and experience. The fluid structure of the organization and
relationship architecture of Microsoft, for instance, is based on the
perceived need in that company for open and dynamic communication and
feedback between staff; for organizational learning; and for the continuous
and rapid build-up of experience about the company’ s products that can be
fed into the next generation of softwarethat it iswriting.

Similarly, knowledge management provides a necessary facilitation and
integration of the working of the architecture and relationships represented
by the value chain. But effective knowledge management is in particular
critical to the operation of the de-integrated value or supply chain, holonic
network, or virtual company described in Chapter 18. Communication and
feedback processes are centra to the integration of such structures, but
depend on the definition of how the knowledge held by the different
partners that is required to make the structure work should be recognized,
categorized, harmonized, disseminated, and applied across the whole.

Trust

Effective knowledge management needs a high level of trust. This implies
putting in place the high trust working environment described in Chapter
18. The conception of knowledge and the accumulation of experience by
individuals and groups is a sensitive and creative process. It is easily
damaged. People will need to feel that the knowledge and experience that
they can bring to bear in their work is valued, and that the enterprise places
reliance on this knowledge as well as on them.

It may need a sharing of values, such that people involved in a task
believe in the same culture or objective, and seek to develop knowledge
and experience in approximately the same direction as others in order to
achieve that objective.

It also requires care or the application of emotional intelligence, for
instance about the work and the personal circumstances of others within the
relationship architecture. People who are not trusted, or who feel
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unimportant in the scheme of things, may not bother to learn and
accumulate wisdom about what they do. They may see no point or
usefulness in persona learning or the development of experience,
performing their daily tasks in a mentally-detached or “brain suspended”
state! Or instead they may exploit what they have learned for their own
purposes, appropriating to themselves a proportion of the organizational
value represented by that knowledge and experience.

And hence the likely damage caused to the knowledge base and
enterprise experience, for instance as sources of value addition and
competitive advantage, from the crude tactics of restructuring and
downsizing described in a later section below.

INDIVIDUAL AND COMMUNAL ORIENTATIONS, AND THE
SHARING OF KNOWLEDGE

The knowledge management process may in part be conceptualized on a
continuum between “individual” and “community” orientations within the
enterprise. This is shown in Figure 19.1. The more that there is a
community orientation (i) the more that the knowledge and experience of
the enterprise are shared, and the more it will create intellectual equity and
enterprise value; but (ii) the greater the trust that must prevail within the
community in order to achieve that sharing.

The reverse may also be true. The lower the trust, the less widespread
or effective will be the process of sharing information; and the more that
valuable tacit knowledge may be withheld (particularly if the articulation,
or making explicit of that knowledge by the individual who holdsit is easy
for him or her to control or to prevent).

A key strategic issue therefore lies in how the enterprise is to achieve
an effective dissemination and sharing of knowledge, at the same time as
providing conditions by which individuas and groups may be able (and
will be motivated) to create and accumulate that knowledge and experience
in the first place. This implies putting in place the high trust working
environment described above. Such an environment implies widespread
trust and openness; and the provision of a workplace characterized by an
emphasis on personal and collective creativity and empowerment.

Caulkin comments in this respect that a ‘dialogue between individual
intelligences centring on tangible issues - whether cutting costs in
assembling an offshore oil platform or making better welds - will
recombine to produce usable knowledge. The chief resources required for
this kind of knowledge work are time and space for the conversations to
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develop ... and crucialy, the community of interest to provide the spark
that makes things happen. If the design principles are right, then knowledge
sharing is the most natural thing in the world. One of the best-known
examples of this kind of knowledge management is 3M. Powered by
multiple overlapping scientific networks (communities of enquiry), the “15
percent rule” (which alows employees to spend that amount of time on
their own projects), and the governing principle that 25 percent of company
turnover must come from products introduced in the last four years, 3M
scientists in hundreds of divisions produce an endless stream of new
products, sometimes based on brand new knowledge, more often by
recombining existing knowledge in different and creative ways' (p. 32).

Snowden (1998) comments that ‘tacit knowledgeis ... powerful, in that
its use by a truly knowledgeable person enables rapid and sophisticated
decision-making in complex environments. However, it requires a high
degree of trust in the owner(s) of tacit knowledge to be deployed. If that
trust does not exist in the degree they fedl is necessary, then ... (enterprise)
decision-makers will fall back to explicit knowledge which is dower and
less responsive, but islower risk’.

On the other hand, the individual who holds (and can control) valuable
tacit knowledge needs to feel that the sharing of that knowledge with others
will pose no threat to his or her own personal and career circumstances.
Otherwise they may be tempted to remove that knowledge and experience
from the enterprise, thereby appropriating the value it represents. They may
instead attempt to market this knowledge and experience as a proprietary
product or service (for instance as an independent entrepreneur or
consultant) on an outsourcing, partnership, or de-integrated value chain
basis. Entrepreneurs may of course be well aware that specialist knowledge
and experience on the one hand, and personal reputation on the other, may
relatively easily be inter-related by their clients, particularly if that
entrepreneur is aready well-established (or “networked”) within the
relationship architecture of the sector (the issue of reputation as a source of
value enhancement and comparative or competitive advantage is dealt with
in detail in Chapter 25).

Knowledge management therefore requires the enterprise to manage in
a strategic manner the conditions in which knowledge is created, shared,
and sustained. Knowledge, trust, and architecture need to be
conceptualized as inter-dependent. They are al a part of the same thing.
The strategy is demonstrated in Figure 19.1. The objective should be to
move the knowledge curve K to the right. Position K2 is more productive
for everyone than position K 1.



408 Principles of Strategic Management

LOW = REQUIRED TRUST > HIGH
HIGH
T TACIT K1 K>
A
=z
6
Ly
3 INDIVIDUAL COMMUNITY
a <t &
=
zZ
w
>
w
[©)
[a]
2
\
l EXPLICIT

L OW <+—ENTERPRISE KNOWLEDGE VALUE/INTELLECTUAL ASSET VALUE —» HIGH

Figure19.1 Individual and Communal Orientationsto
Sharing Knowledge

KNOWLEDGE AND COMPARATIVE OR COMPETITIVE
ADVANTAGE

Tacit and explicit knowledge, personal and collective intellectual resources,
experience, expertize and intuition are key sources of comparative or
competitive advantage. Davenport and Prusak suggest that companies may
increasingly differentiate themselves on the basis of what they know, and
how they can apply that knowledge to do new things or to gain advantage.

Davenport and Prusak comment that ‘in their search for new
efficiencies, globa corporations have outsourced much of the labour of
manufacturing to countries where the cost of labour isrelatively low ... the
knowledge-based activities of developing products and processes are
becoming the primary interna functions of firms and the ones with the
greatest potential for providing competitive advantage’ (p. 13).

This is reinforced by the syndrome of self-cancelling technological
advantage. It is now difficult to prevent competitors from copying,
creatively imitating, or improving on new products, processes, or brand
images developed by others. Organizations exist in an era characterized by
mobility, the free flow of ideas and information, reverse engineering, and
widely available access to technology. Technology on its own may
disappear as a sustainable source of competitive advantage, because it may
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eventually become available to everyone. This point is also made by Kay
(1993) and is further discussed in later sections of this chapter.

Davenport and Prusak comment however that ‘knowledge, by contrast,
can provide a sustainable advantage. Eventually, competitors can amost
always match the quality and price of a market leader’s current product or
service. By the time that happens, though, the knowledge-rich, knowledge-
managing company will have moved on to a new level of quality,
creativity, or efficiency. The knowledge advantage is sustainable because it
generates increasing returns and continuing advantages. Unlike materia
assets, which decrease as they are used, knowledge assets increase with
use: ideas breed new ideas, and shared knowledge stays with the
(originator) while it enriches the recelver. The potential for new ideas
arising from the stock of knowledge in any firm is practically limitless -
particularly if the people in the firm are given opportunities to think, to
learn, and to (communicate) with one another ... knowledge resources -
ideas - have unlimited potential for growth’ (p. 17).

This point is also made by Hamel and Prahalad (1994) in respect of the
core competence concept that is of necessity underpinned by tacit and
explicit knowledge. The core competence concept is analyzed in Chapter
20.

At the same time, the possession of knowledge and expertize may
constitute a significant (or even insuperable) barrier to entry to a sector or
market. An effective enterprise knowledge management strategy will
protect and reinforce this barrier to entry. The knowledge and experience of
high volume feature and television film making, and the creation of popular
Hollywood produced “soap operas’ and serids has for instance put US film
producers in an amost unassailable competitive position in the film
industry in the West. Similarly, British producers of popular and rock
music use their expertize in writing, marketing and producing music, and
managing the careers of popular music artists in order to create demand and
maintain market leadership.

KNOWLEDGE ASA STRATEGIC ASSET

Knowledge, the enterprise knowledge base, and the experience and
competence that derive from them, may be a strategic asset. Kay's analysis
of competitive advantage, described in Chapter 4, would categorize
knowledge and experience as a strategic feature that may be unavailable to
competitors (who will therefore be unable to imitate or copy it) if that
knowledge and expertize is properly retained, protected, and managed.
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Competitive advantage would therefore prevail if competing firms are
unable to apply or replicate the tacit or the proprietary explicit knowledge
of the enterprise; or must instead pay to useit.

Reference has aready been made to the use of tacit experience and
expertize by Microsoft, and its control of copyrighted proprietary explicit
knowledge to maintain its dominant position in the computer market.
Knowledge is Microsoft's strategic asset. Its control of the creation,
selling, and ingtallation of its products is a key source of its market
valuation.

The analysis of organization culture provides another illustration of
knowledge as a strategic asset. Harrison (1972, 1995) and Handy (1991)
identify person-based or individualistic organization cultures. Handy
describes them as “Dionysian”. He comments that these cultures appear
‘where it is the talent or skill of the individual which is the crucial asset of
the organization. This is the culture preferred by professionals. They can
preserve their own identity and their own freedom, feeling owned by no
man’. In such cultures, the individual is assumed to be (or demands to be)
in charge of his or her own destiny. The unrestricted freedom to work and
create, or to push out (or “stretch”) the boundaries of what is known; the
low power distance; the absence of external or hierarchica control; and the
internalization of personal and organizational control may make such an
operating environment just the right place for pioneering (or mould-
breaking) creativity and innovation. This may lead to the achievement of
large increments in value, or the obtaining of an unassailable knowledge-
based market position that are described by Hamel and Prahalad in terms of
the strategies of “stretch” described in Chapter 21 of this Book.

KNOWLEDGE MANAGEMENT AND RESTRUCTURING

Management Today commented in 1997 of re-structuring that ‘knowledge
management picks up on and crystallises several of the decade’s most
compelling management propositions. The first is the 1990s obsession with
organizational learning. One result of de-layering and downsizing was
meant to be less bureaucracy, more knowledge sharing, faster decisions. In
some cases it was. More often, the result was a forgetting, not a learning
organization as companies flattened their stock of experience aong with
the hierarchy and found they had outsourced the ability to make the wheel,
let aloneinvent it’ (p. 29).

Knowledge and experience are identified in this chapter as key sources
of capability, proprietary and strategic asset, value enhancement, and



The Strategic Management of Knowledge, Technology and Innovation 411

competitive advantage. This implies therefore that short-term cost-cutting
programmes of delayering, downsizing, rationalization, and staff
redundancy (the “restructuring” process described by Management Today)
are likely to have the potential for severely damaging in a random and
unpredictable manner:

0 the base of enterprise knowledge and experience.

a thetrust upon which effective knowledge management depends.

0 the source of capability and competence represented by knowledge and
experience.

o the source of value enhancement and competitive advantage represented
by knowledge and experience.

Processes of random and short-termist restructuring may therefore be
described as a potential source of long-term competitive disadvantage.
These processes are likely to weaken the enterprise and to disseminate its
expertize to others who may be able to make competitive use of it.
Ultimately, processes of random and short-termist restructuring might be
categorized as acts of significant strategic incompetence and leadership
failure.

THE STRATEGIC MANAGEMENT OF TECHNOLOGY AND
INNOVATION

TECHNOLOGY DEFINED

Technology is defined as ‘belonging to or relating to, or systematically
characteristic of a particular art, science, profession or occupation ... aso
pertaining to the mechanica arts and applied science, the science of
industrial arts (Oxford English Dictionary). Technology defines how
things are done, for instance ‘in the manner of performance in the
mechanical or industria arts, skill or capacity’ (OED), or in ‘the appliance
of science (Zanussi!). Technology widely defines processes, products,
services, or the manner in which an organization completes its tasks or
carries out its business. It is not a narrow technical or scientific concept.
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INNOVATION DEFINED

The Oxford English Dictionary defines innovation in terms of ‘something
newly introduced, a novel practice or method; the ateration of what is
already established; a change made by innovating; a renewal, something
that favours change'.

Kanter (1985) suggests that ‘the term “innovation” makes most people
think first about ... new products and new methods for making them.
Typically, the word “innovation” creates an image of an invention, a new
piece of technical apparatus, or perhaps something of conventionally
scientific character’. She argues that ‘fewer people would mention new tax
laws or the creation of enterprise zones... quality circles or
problem-solving task forces; (but) ... those are innovations too’ (p. 20). In
commenting that ‘many “productivity improvements’ rest...on
innovations that determine how jobs are designed or how departments are
composed’, she goes on to define innovation in terms of a comprehensive
‘process of bringing any new, problem-solving idea into use. Ideas for
reorganizing, cutting costs, putting in new budgeting systems, improving
communication, or assembling products in teams are aso innovations.
Innovation is the generation, acceptance, and implementation of new ideas,
processes, products, or services... application and implementation are
central to this definition; it involves the capacity to change or adapt’

(p. 21).

INNOVATION ASA KEY SOURCE OF COMPARATIVE OR
COMPETITIVE ADVANTAGE

The capacity to innovate is a fundamental source of comparative or
competitive advantage. Innovation may be closely associated with:

Change in the knowledge base - a dynamic of change or development in the
knowledge base may give rise to the opportunity for innovation; or instead
giveriseto athreat of obsolescence.

The knowledge management process - aready described in preceding
sections of this chapter.

Changing customer expectations - once they are familiar with the
advantages made available to them by new products or processes,
customers are usualy unwilling to continue their patronage of existing
products or processes that have not kept up with innovative competitors.
Steam lorries for example gave way to the superior performance and
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economy of the diesd truck in the UK during the 1930s. Road hauliers
abandoned steam as an obsolete technology. Those steam lorry
manufacturers who would not change simply went out of business.
Shareholder and stakeholder expectations - both shareholders and
stakeholders will expect enterprise management to invest in the
development of technology where markets or sectors are characterized by
innovation. Innovation constitutes a key source of value addition, from
which continuing returns may be obtained. It also represents a means to
achieve credibility and survival in such markets.

Life-cycle dynamics - innovation and technology development give rise to
new products and new processes, new life cycles, and obsolescence. Do
you remember the tub, washboard and mangle (for washing clothes); the
typewriter; the logarithmic slide rule (for doing calculations); or 9mm cine
film?

Value generation - innovative products may generate significant value,
particularly in the early stages of their life cycle, or where proprietary
patent protection makes it impossible for competitors to copy them.
Proprietary drugs such as “Zantac” or “Diazepam” have generated
substantial profits for pharmaceutical companies, and are used to finance
further drug research and development.

Cost management through the value chain - process innovations may be
used to reduce costs or to increase cost-efficiency. Bulk transaction
processing based on data transmission, for instance, has become faster and
cheaper with the introduction of information and communication
technologies (ICTs). Issues of cost management through the value chain are
dealt with in Chapter 23.

Product-market differentiation - innovation is widely used to differentiate
products or services from their competitors. Customer service and in-flight
entertainment innovations have for example been a key feature of the
competitive advantage of the Virgin Atlantic airline. Issues of product-
market differentiation are dealt with in Chapter 24.

Entrepreneurial opportunity - innovation is often a key source of new
business devel opment. Entrepreneurs develop new markets with innovatory
new products or processes. George Eastman for instance transformed
photography into a mass consumer pastime with his easy-to-use Kodak
cameras and roll film.

The re-engineering or restructuring of business processes or systems -
process innovations, for instance associated with project management or
information and communication technology developments, lie at the heart
of the re-engineering of operational and service activities.
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The strategic management of core competencies - as described in Chapter
20.
The process of resource stretch and leverage - as described in Chapter 21.

SOME SOURCESOF INNOVATION
Customersand Markets

M.E. Porter (1990) comments that market competition acts as a key
stimulus to the innovation process. He states that innovation is stimulated
by:

o the type, sophistication, and expectations of customer demand within
the market.

o the level of domestic competition prevailing in the market. Intense
competition may give rise to vigorous innovation as a means of
maintaining or improving market position.

In both cases, market sensitivity and customer orientation are prime
motivators of the innovation process. That is, successful innovation
responds to market needs. Where, for instance, potentia customers are
involved in the process of research and development, the needs of the
customer and the market are most likely to be properly determined and
understood. Peters and Waterman (1982) note that many innovations come
from users themselves, not their manufacturers. They quote scientific and
control instrumentation, and control systems as examples. Other
innovations are developed with the potential customer. Boeing's record of
success, e.g. with the 727 and 737 as compared, say, with the British BAC
1-11, can be attributed to its close and continuing communication with its
customers, and to its dependence upon the competitive world of
commercia aircraft. Unlike some of its competitors, it did not enjoy the
relative “ security” of mgor contracts with government defence agencies or
nationalised airlines. Its survival is dependent upon effective and
customer-orientated innovation.

Closeness to the market may require particular attention to be paid to
leader customers. The business or ingtitutional customer who is in the
vanguard of his or her own market may be years ahead of the current staple
demand, particularly in high technology industries such as avionics and
aerospace, process control systems, virtua redlity, or biotechnology.
Innovators who work with such customers will eventualy be able to
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develop and to diffuse their experience into more mundane markets,
gaining competitive advantage there from the competence that they have
acquired.

Demographics

Demographic variables define the population in terms of size, composition,
age structure, income, employment, socio-economic status, etc.
Demographic sources of innovative opportunity are almost unique, in that
the changes they represent are often unambiguous and predictable. Thisis
because demographic patterns have known lead times and almost certain
dynamics. For example, all of the people who will reach retirement age by
the year 2030 in the UK are already in the UK labour force, making some
kind of pension, healthcare, or retirement provision (or not, as the case may
be). This demographic certainty provides a major opportunity for the
financial services sector, for instance in the markets for personal pension
and investment products.

Demographic variables have a mgjor impact on what is bought, by
whom, when, and in what quantities - and hence create opportunities for
innovation. Innovation potential can be illustrated by purchase patterns and
consumer behaviour in age cohorts and the family life cycle. For instance:

O 18-25 years - fashion and life-style innovations derived from life-style
segmentation and marketing; persona financia products based upon
some degree of family financing of higher education studies, whether at
undergraduate or postgraduate level.

O 65 plus - sheltered and other innovatory housing for the elderly;
personal security and communication systems; public and private sector
medical and healthcare; financial service products based upon the
security of capital gains associated with home ownership.

Where demographic changes occur rapidly, as they did in the massive
nineteenth century migration from Europe to the Americas, they may give
rise to extensive opportunities for innovation, whether it be in infrastructure
developments, communications, transportation, distribution, rea estate,
agriculture or manufacture.

Industry and Market Structures

Opportunities for innovation may arise from basic changes in industry,
sector, or market structures. In the UK consumer goods distribution and
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retailing sector, for instance, changing customer attitudes to shopping,
life-style changes, the use of the internet, and retail concentration have
combined to yield opportunities in distribution systems, retailing methods,
retail management, merchandizing, purchasing techniques and stock control
(with their associated data recognition and ICT devel opments).

Changesin Perception

Substantia changes in the personal perceptions upon which consumer or
buyer behaviour is based may give rise to opportunities for innovation.
When such changes in perception take place, the facts associated with them
do not necessarily change. What changes is their meaning to people.
Changes in perception and attitude may result from behavioura factors,
from the views of opinion-leaders, or from consistent and effective
promotion. One example is changing western perceptions and attitude to
personal health and fitness. Greater health and fitness awareness have given
rise to a plethora of new product and service innovations. Similarly, the
increasing public concern over environmental issues is creating innovative
opportunities in such disparate fields as persona and public transportation,
forestry, biotechnology, air trestment, pollution control, waste disposal, and
recycling.

Incongr uities

Drucker (1985) describes an “incongruity” in terms of the difference
between (i) a redity; and (ii) that redlity as it is assumed to be. For
instance, the manufacturers of lawn fertilizer specify an exact unit measure
per sguare metre of lawn by which the product is to be distributed.
Originally there was no actual means to achieve the accuracy of “dosage”,
since the gardener had to broadcast the product by hand! Which of course
meant that the correct dosage and distribution could not be obtained. It was
only when simple wheeled distributors were invented that the correct
dosage could be achieved, and nasty burn marks (from hand-delivered
over-concentrations of fertilizer) were eliminated, to obtain the spotless and
“striped” lawns shown glowing on the fertilizer bag!

Similarly, the economics of cargo-vessel operation depend not so much
on the actual speed of a ship on the high seas, but on the total journey time.
Total journey time includestime in port, and modern port operations, based
upon the use of container ships or roll-on, roll-off ferries, are designed to
minimize the amount of time when the ship is not actually at sea, and
maximize the revenue earning time it spends travelling to its next
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destination. At the same time, this redization enabled ship designers to
optimize the fuel efficiency and running cost of marine engines, which
would otherwise consume fuel oil in vast quantities in order to power
vessels at unnecessarily high speeds across the oceans.

Process Need

Innovative opportunity in this case stems from a need within a process or
operation, and takes the form of atask or job to be done. Examplesinclude:

o automatic digital electronic telephone switching systems and exchanges
that have increased telecommunications potential well beyond the
restricted capacity of manualy or eectro-mechanically operated
switchboards.

O inexpensive postage stamps and frequent postal services, daily
newspapers; subscriber trunk (direct) telephone dialling and fax
services; international news gathering and transmission; radio,
television, broadband, and internet services. Each development has
facilitated fast and comprehensive nationa and internationd
communication, and eiminated barriers imposed by geographical
distance and location.

0 instalment-based buying and purchase on mortgage or credit, which has
stimulated purchasing in housing, and in consumer goods markets
(especially of consumer durables such as cars, and electrical “white’ or
“brown” goods).

The industria revolution, and subsequent waves of technologica and
economic development, are a rich source of examples of this kind of
process innovation, going right back to early process needs involved in
power generation, textile manufacture, transportation, and distribution. In
each case, a weak or missing link could be identified and described; a
specification for its solution drawn up; and an opportunity for innovation
thereby created for which the appropriate technology or system was
eventually devel oped.

The Unexpected

The unexpected may provide sources of innovative opportunity. Firstly, an
unexpected success, if recognized as such, can be followed up to provide
new business opportunities. The critical problem for the enterprise is the
recognition and acknowledgement of the success, and the organization’s
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response to it. Examples include the taking up by IBM of commercia
demand for the “computer”, a machine originaly designed for defence and
scientific applications; or the emergence of BMW from a position of
relative obscurity to becoming a front rank producer of high performance
prestige cars; or the recognition by Akio Morita of Japan's Sony
Corporation of the electronic potential of the transistor invented in the USA
but initialy ignored there. Secondly, innovation opportunities may result
from an unexpected outside event, which again must be recognized,
understood, and its implications developed. The magjor manufacturers of
computer and office systems were unprepared for the explosion of demand
for inexpensive microprocessors, persona computers, and word processors
that occurred after 1980.

New Knowledge

The development and convergence of new knowledge may give rise to
innovative opportunities. Innovation may depend upon the eventua
combination of several different kinds of new knowledge, whether it be
scientific, organizational, or marketing. Advances in telecommunications,
for instance, depend upon developments in solid-state silicon and gallium
arsenide processing technologies, fibre-optics, and techniques of
manufacturing and quality assurance connected with their installation.
American success in constructing the Panama Canal, when compared with
the French failure that preceded it, depended upon a combination of
advanced railroading and earthmoving technologies, the maintenance of
efficient hygiene and preventative medicine for construction workers,
effective organization, and detailed operations management.

THE STRATEGIC MANAGEMENT OF NEW TECHNOLOGY

Technology was defined in an earlier section above as encompassing
processes, products, services, or the manner in which the enterprise
completes its tasks or carries out its business. Innovation was defined as the
generation, acceptance, and implementation of new ideas affecting
processes, products, services, or the manner in which the organization
functions.

Current drategic decisions may be based on the assumption that
tomorrow’ s knowledge and technology will be similar to that of today; or
that change in the knowledge and technology base will occur owly or at
most at a predictable and controllable rate.
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As a result, proactive strategies of knowledge management,
innovation, or new technology, product or process development may be
seen by enterprise management to be more risky than committing resources
to defending the existing business, its knowledge, and its technology. This
raises a fundamenta strategic dilemma. Does the organization invest in
today’'s knowledge and technology, or does it also commit itself to the
knowledge and technology of tomorrow (whatever this might eventually
prove to be) as the means of exploiting innovation opportunities or
responding to competitor initiatives?

The Technology “S’ Curve

The dynamics of technological evolution and innovation may be described
by the “S” curve, an example of which is shown in Figure 19.2. Foster
(1987) describes the “S’ curve as ‘a graph of the relationship between the
effort put into improving a product or process, and the results one gets back
for that investment’ (p. 31). The shape of the “S’ curve shows learning
curve effects (and the build-up of experience) at the lower left-hand end of
the curve, and it shows the onset of diminishing returns at the upper
right-hand end, as technological limits are reached.

A

Performance SCurve

Effort and funds invested

Figure19.2 A Technology “S’ Curve
Technological Limits

The“S’ curve implies technological limits. As the enterprise approaches a
technological limit, the cost of making progress may accelerate
dramatically. Eventualy, it may reach a point beyond which no further
worthwhile gains in performance can be achieved. Being close to a limit
means that al of the important opportunities to improve a business by
improving knowledge and technology have been used up. Thereafter, other
factors (such as the efficiency of marketing, supply chain management,
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manufacturing, and cost management) may for atime determine the success
of the business.

Limits determine which knowledge, technologies, products, or
processes run the risk of obsolescence. Some understanding of potentia
limitsistherefore essential if acompany is to anticipate change, and to stop
committing resources to knowledge and technology that will yield few
further gainsin performance.

Once a limit is reached, new concepts and knowledge may determine
future success, and there may be no reason why other organizations, as well
as those aready in the business, cannot attempt to develop them or apply
them. Management's strategic ability to recognize limits may, in
consequence, be crucia to the determination of the success or failure of
enterprise investments in innovation. The recognition of limits provides a
vital clue as to when or how the company needs to develop or adapt to new
technologies.

The recognition of innovative opportunity may thus depend upon the
capacity to recognize limits, and on the perceived degree of proximity to
the potential obsolescence of knowledge and technology. This recognition,
however, may be hindered by an organizational unwillingness to accept or
to confront the existence of potential limits. After all, there is no guarantee
that the enterprise will have access to, or be prepared to listen to insiders or
outsiders who as limit analysts (i) may possess the ability to recognize
limits, or (ii) who could predict the initial forms of technologies which
would take the enterprise on to a new S curve, or (iii) who might then be
able to advise what to do about the situation.

Limit analysts use a variety of techniques to test the received
technological wisdom and to try to predict the new. These techniques might
include lateral thinking, qualitative forecasting based upon delphi or
cross-impact anaysis (described in  Chapter 9), brainstorming,
“imagineering”, or team efforts (etc). They may attempt to arrive at
solutions that draw on or develop new ideas, but which use existing
knowledge and process capacity. By so doing, they may avoid the “great
leap forward” whose enhanced risk derives from dependence upon a
combination of ideas or technologies that may not yet be fully developed or
tested.

Foster quotes an example of the application of limit analysis. The
component miniaturization and integration of electronic circuitry was for a
time held up by the problem of wiring connections between the
components. Wiring technology had been pushed to the limit. The problem
was overcome by the use of silicon-based microchips that at the same time
were designed to include (i) electronic components and (i)
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semi-conducting paths that provided the circuit connections between the
components. The integrated circuit, with no internal wiring, allowed
component miniaturization and combination to proceed along its new S
curve.

Technology Discontinuities

A discontinuity is a period of change from one prevailing technology to
another. There is a break between the “S’ curve of the prevailing
technology, and the new curve that begins to develop. “S’ curves may
therefore come in sequentia pairs, as illustrated in Figure 19.3 The
right-hand curve of the pair represents the new technology. This new
technology may be a development of the old, or instead derive from an
entirely new knowledge base. For instance:

o €ectronic vacuum tubes were replaced by discrete germanium-based
components, which in turn were replaced by solid state silicon based
semiconductors as the mainstream el ectronic component technol ogy.

o propeller aeroplane propulsion was replaced (i) by turbo-prop, prop-jet,
jet, or fan-jet propulsion in large passenger-carrying commercia
aircraft; and (ii) in high performance jet-powered military aircraft.

0 metal structures have in some cases been replaced by entities made
from composites based on plastics and carbon fibre.

Discontinuities brought about by technological change may then give rise
to opportunities for innovation. These may cause changes in market
expectation or demand. Or instead they may follow from them.
Alternatively, they may derive from wider socio-economic or political
changes such as arapid rise in vehicle fuel or water prices; the introduction
of more effective environmental controls; or changes in public attitude
towards accessible and “high tech” preventative care and hedth treatment
within public or private health-care agencies.

The emergence of a discontinuity (and the limits it thereby confirms)
may also present major philosophical and practical problems of adaptation
to an established market leader who suddenly discovers that competitors
have been the first to adopt and master the introduction of a new
technology. For instance;

o the market for eectro-mechanical cash registers (dominated by NCR)
virtually disappeared during a four-year period 1972-1976 under the
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onslaught from electronic cash registers introduced by manufacturers
such as Burroughs.

o reference was made in an earlier section to the UK market for heavy
steam-powered road transport vehicles. This market lasted from 1898
until it came to an abrupt halt in 1934. Technical obsolescence, coupled
with legidation that in 1933 restricted the unladen weight of certain
types of vehicle, resulted in the rapid dominance of oil and diesel
engines as the basic motive power for heavy road transport vehicles
then being introduced by newcomers to the industry.

The exploitation of innovative opportunities represented by such
discontinuities may depend upon leadership and management skills not
well developed in current market leaders. Or it may instead be “hidden
from view” by inertia, conventiona thinking, the “not invented here”
syndrome, or complacency within role-based or bureaucratic structures.
The management of technology discontinuities may call for adaptive
and flexible operation, and a philosophical acceptance that the enterprise
may have little choice but to invest in risk (by investigating aternative
technologies, undertaking limit analysis, etc). In undertaking the strategic
management of discontinuities, enterprise leadership may have at the same
time to learn (i) how to manage or develop its technology within the
dynamics of an existing “S” curve, and (ii) how successfully to cross
discontinuities indicated by the appearance of anew “S’ curve.
i Discontinuity

>

Performance

Effort and funds invested
Figure19.3 A Technology Discontinuity
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JAPANESE INNOVATION PROCESSES

Hampden-Turner and Trompenaars (1994) describe Japanese innovation
processes as being characterized by a combination of:

O processes of incremental refinement.

Q processes of continuous re-specification and improvement (kaizen).

o processes of the recycling of past and existing knowledge and
experience (sairiyo), as described by Tatsumo’'s mandala of creativity
shown in Figures 7.1 and 19.4 (below). Morden (2004) notes that
‘concepts based upon life cycles (such as the marketer’s product life
cycle) are “tidy” and “logical” in the (linear) terms of western anaysis.
Such concepts may however be counterproductive to the development
of the apparently more successful evolutionary, adaptive and
incremental approaches to the development of technologies and
processes favoured by the... Japanese. What we consider “obsolete”
may to them ... be a resource to be recycled and adapted within a wider
context of prevailing competence, tradition and market awareness
(p. 38).

O processes of hybridization, integration, and fusion in which elements of
exiging and new technologies are blended. International examples
varioudy include (i) mechantronics, which is the combination of
reliable, proven and robust electromechanical technologies with
electronic ones; (ii) the eectronic manipulation of chemical based
photographic images (and vice-versa); (iii) the fusion of oriental and
western food recipes and approaches to cooking; and (iv) the jet-prop,
which combines propdler and jet technologies to give efficient and
reliable high performance engines for medium-sized short haul

passenger aircraft.

Refinement

\ /

Breakthrough  —

Figure19.4 Tatsumo's Mandala of Creativity
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SOME IMPLEMENTATION ISSUESASSOCIATED WITH
INNOVATION AND TECHNOLOGY

Two implementation issues are described in this section. A more detailed
analysis of implementation issues associated with the process of innovation
can be found in the first and second editions of the author’s text Principles
of Management.

Enterprise Architecture

Architecture and structure were analyzed in Chapter 18. Kay's (1993)
description of the importance of innovation as a source of comparative and
competitive advantage was noted in Chapter 4. Kay suggests that
comparative or competitive advantage may be obtained from:

The direct capability to manage knowledge, technology, and innovation -
this implies a clear understanding of the knowledge base and of the
processes of knowledge and technology management described in earlier
sections of this chapter. It aso implies an understanding of the issues
associated with the concept of core competence described in Chapter 20.

An architecture that is capable of sustaining a process of ongoing
innovation - it may eventually be possible for competitors to copy any one
innovation (or to “get round” the protection of patents or design
registration). But it may be impossible for competitors to imitate the
innovator’s architecture, its knowledge base, its processes of knowledge
and technology management, and the capability this represents. In such a
casg, it is the architecture as much as the innovation that is the key source
of competitive advantage.

An innovative capability and an architecture that is supported and
reinforced - for instance by other distinctive capabilities such as brand
management; or protected by complementary or strategic assets such as an
effective patent law system like that of the USA. Imitation of any one
innovation (even if possible) is now no longer enough for competitors to
match the firm’'s competitive advantage. A whole series of variables (some
of which it may be impossible to exploit or copy) will have now been
brought into play by the innovator.
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Requisite Variety and Genetic Diversity

The enterprise is likely to need to be exposed to a critical level (or criticd
mass) of incoming external stimuli. These external stimuli may as new or
challenging knowledge:

O establish the requirement for innovation in the minds of decison-
makers.

o providethe priority and direction for that innovation.

O establish the parameters or substance for investigation, research, and
application.

This critical level of external and novel stimuli will provide the necessary
level of:

O requisitevariety; and
Q genetic variety.

by which sufficient new ideas, paradigms, and concepts are introduced that
will have the effect of:

o offsetting obsolescence and entropy (deterioration) in the enterprise
knowledge and paradigm base.

o facilitating ongoing creativity, innovation, and change in the
knowledge base and the processes of knowledge and technology
management.

O updating, refreshing, or chalenging enterprise thinking about its
markets, technologies, and processes.

REVIEW QUESTIONS

1. What is knowledge management? Why may it be a source of value
addition and comparative or competitive advantage?

2. What is the knowledge base, and what is its significance for the
strategic management of enterprise technology?

3. Compare and contrast “tacit” and “explicit” knowledge.

4. How may knowledge be shared in an organization? What factors may
influence this sharing and dissemination of information?

5. Why istrust necessary to the knowledge management process?

6. What istechnology?
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7. Why is technology a key source of comparative or competitive
advantage?

8. How may the enterprise manage its technol ogies?

9. What isinnovation?

10. Describe and comment on some of the sources of innovation.

11. Why is the capacity to innovate a key source of competitive advantage?

TECHNIQUES OF CASE STUDY AND ANALYSIS

1. Identify the knowledge and technology base that underpins the
capability and competence of the case organization. To what extent do
knowledge and technology constitute sources of competitive
advantage?

2. What knowledge management strategies, if any, are apparent in the
case study?

3. How, if at all, is it apparent that the case company manages its
knowledge and experience to innovate or to generate value and
competitive advantage? Does it use its knowledge and experience? Is it
creative?

4. Where the appropriate information is available, identify technology and
innovation dynamics (if any) evident in the case study. To what extent
do these dynamics present opportunities or threats to the case
company?

PROJECT ASSIGNMENTS

1. Using published information and (where possible) key informant
interviews, research and write up an actual case study of a knowledge
management programme or project.

2. Carry out an analysis of the technological evolution of an industry or
product-market in which you are interested. Can you make predictions
about the likelihood of the emergence of technological limits or
discontinuities within the foreseeabl e future?

3. Describe and evaluate an innovatory process, product, service, or
ingtitution with which you are familiar. Comment on its success or
failure as an innovation.

4. ldentify an opportunity for innovation. Specify a process, product,
service, or concept that would create or satisfy the need implied by that
opportunity.
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5. Using published information, (i) analyze, explain and describe one or a
series of actual successful innovation implementations; then (ii)
compare these with one or a series of actual unsuccessful innovation
implementations. What differences can you discern between the two
analyzes? Why do you think that the unsuccessful companies failed to
adapt to or adopt the necessary changes?
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Chapter 20

Core Competencies

This chapter is extensively based on the work of Gary Hamel and
C.K. Prahalad (1990, 1994) who contend that the strategic management
process should focus on the long-term identification, development, and
exploitation of the “core competencies’ of the organization. This chapter
analyzes and illustrates the core competence concept. Hamel and Prahalad
suggest that leaders and managers in organizations have to rethink the
concept of the corporation, its mission, and its approach to strategic
management as a consequence of espousing the core competence
perspective that they describe in their work.

The copyrights of the material upon which this chapter is based are
held variously by Gary Hamel and C.K. Prahalad, Harvard Business School
Press, and the President and Fellows of Harvard College. Their permission
to reproduce this copyright material is gratefully acknowledged.

RETHINKING THE CORPORATION

A received Anglo-Saxon wisdom of recent decades, based upon varying
interpretations of (i) Rosabeth Moss Kanter’'s (1990) dictum of “doing
more with less’; and (ii) the concept of re-engineering described in Chapter
16, has been that the structure of the organization and the process of
management should be “restructured”, “decluttered”, “delayered”, “made
lean”, and if necessary “rightsized” or “downsized” in order to achieve
improvements in performance, profitability, or cost-effectiveness.

This interpretation of the direction in which the strategic management
process should be taken by chief executive officers (CEOs) and senior
executives has been a widespread one. It is based on short-termist and
cost-cutting responses to conditions of recession and increasing global
competition, for instance from Eastern Europe and South East Asian
countries.

Hamel and Prahalad, in an influential Harvard Business Review article
of 1990, and in the 1994 book Competing For The Future, contend that
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management should instead be focusing on the longer term identification,
development, and exploitation of core competencies that make business
development and growth possible. They suggest that as a result leaders will
have to rethink the concept of the corporation, its mission, and its
management.

Hamel & Prahaad (1990, p. 81) comment that ‘the survivors of the first
wave of global competition, Western and Japanese alike, are al converging
on similar and formidable standards for product cost and quality -
minimum hurdles for continued competition, but less and less important as
sources of differential advantage’. In the long run, Hamel and Prahaad
maintain that competitiveness will derive from an ability to build core
competencies that will enable companies:

0 to make use of the knowledge, experience, creativity, and technology
development described in Chapter 19.

to introduce new technologies, processes and products.

to create new customer demand.

to respond to changing opportunities and conditions.

to create ‘what isn't’ (Pascale, 1994, p. 20).

0O0DD

The redization of this concept of comparative advantage and competitive
positioning will depend on management’s ability appropriately to configure
and consolidate organization-wide knowledge, technologies, skills,
experience and creativity into the basic competencies required for strategic
progress.

Hamel and Prahalad’ s premiseis that competition between firmsis now
as much arace for mastering and devel oping competence as it is for market
position and market power. They maintain (1990, p. 83) that ‘successful
companies have stopped managing themselves as bundles of businesses
only making products or positioned on product-markets. They suggest that
‘Canon, Honda, Casio, or NEC may seem to preside over portfolios of
businesses unrelated in terms of customers, distribution channels, and
merchandising strategy ... but looks are deceiving. In NEC, digital
technology, especially VLSl and systems integration skills, is fundamental.
In the core competencies underlying them, disparate businesses become
coherent. It is Honda's core competence in engines and power trains that
gives it a digtinctive advantage in car, motorcycle, lawn mower, and
generator businesses. Canon’s core competencies in optics, imaging, and
microprocessor controls have enabled it to enter ... markets as seemingly
diverse as copiers, laser printers, cameras, and image scanners. Philips
worked for more than 15 years to perfect its optical-media (laser disc)
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competence, as did VC in building a leading position in video recording.
Other examples of core competencies might include mechantronics (the
ability to marry mechanical and electronic engineering), video displays,
bioengineering, and microelectronics. In the early stages of its competence
building, Philips could not have imagined all the products that would be
spawned by its optical-media competence, nor could JVC have anticipated
miniature camcorders when it first began exploring videotape
technologies'.

However, Hamel and Prahalad comment (1994, p. 221) that ‘the core
competence perspective is not a natural onein ... companies. Typically, the
most basic sense of corporate identity is built around market-focused
entities ... rather than around core competencies ... whereas it is entirely
appropriate to have a strong end-product focus in an organization, this
needs to be supplemented by an equally explicit core competence focus. A
company must be viewed not only as a portfolio of products or services, but
aportfolio of competenciesaswell’.

WHAT ISA CORE COMPETENCE?

Competencies are capabilities represented by the collective and
accumulated knowledge, learning and experience of the organization and
its staff. Core competencies are those capabilities that are most fundamental
to the successful operation of the enterprise. They represent activities that
the organization must be good at performing, or be “excellent” or “world
class’ in achieving if it wishes to attain its objectives.

A school for instance must be able to maintain proper discipline, and
teach its pupils consistently and effectively. These are two fundamental
competencies in education. Where the school’ s performance is measured on
the basis of the examination results of its students (as in the UK), then the
staff have also got to be able successfully to teach examination technique to
thelr pupils.

A business organization needs instead to be able to promote, market
and sdl its products or services. These activities are basic. Companies
operating in open and competitive markets will not survive without the
appropriate competencies in sales and marketing. At the same time, the
company must be consistently able to produce its products or services to
the required quality. In global markets that simply means one thing - total
quality and zero defects. Nothing else will do. Total quality management is
afundamental competence.
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Where an organization is operating in an international environment,
similarly, its staff must have the necessary language skills. Even if people
can speak good English or French, Spanish or Chinese they will still expect
product documentation and technical explanations in their own local
language. And managing ordinary employeesin local situations will require
local language skills; the possession of international languages will not be
enough.

Core Competence Defined

Hamel and Prahaad (1994, pp. 202-203) define a competence as ‘a bundle
of skills and technologies rather than a single discrete skill or
technology ... a core competence represents the sum of learning across
individual skill sets and individual organizational units. Thus, a core
competence is ... unlikely to reside in its entirety in a single individual or
small team’. Core competencies comprise the co-ordination, integration,
and management of such variables as.

leadership, managerial, and organizational skills.

structure and relationship architecture.

knowledge and experience.

operational skills.

technologies.

innovation capabilities.

understanding of customers, clients, markets and their potential.
creativity.

cultures and value sets.

capacities to manage change and innovation.

o

Hamel and Prahalad suggest that enterprises might identify between five
and fifteen core competencies. They give as examples of such core
competencies:

0 package tracking (Federal Express).
o fast cycle-time specification and manufacturing (Motorola).
Q engine specification and manufacture (Honda).
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THREE TESTS OF CORE COMPETENCE

Hamel and Prahalad suggest that there are three tests by which the
enterprise may identify its core competencies. These are:

Test One: Customer Value

The core competence will make a significant contribution to the customer
benefits and value of the end product. Core competencies provide the
capability to deliver this fundamental customer benefit and value which,
when compared with competing offers, most effectively defines, fits or
satisfies the customer requirement. Hamel and Prahalad note that the
greater the contribution of the core competence to creating customer value,
the greater may be the competitive advantage provided by that core
competence.

Example: the manufacturing quality of high value consumer durable
goods. German products have a world class reputation for robustness and
durability. People are prepared to pay premium prices for products that they
perceive to be highly specified, well made, and unlikely to go wrong.
Would you be prepared to tolerate a freezer that keeps breaking down when
it is full of frozen food? Or an unreliable car that has a habit of breaking
down on acold winter’s night on the motorway!

Test Two: Competitive Uniqueness

A core competence should be competitively unique, and difficult for
competitors to imitate. The unique features provide key sources of product
or service differentiation in the market place. This test corresponds with
Kay's (1993) anadysis of non-imitatable innovation capability as a key
source of enterprise competitive advantage, described in earlier chapters.
The imitation of a core competence, or the relationship architecture within
which it is contained, will be difficult if for example it comprises a
complex integration of, and a harmonization between:

tacit and explicit knowledge.

staff skills.

operational capabilities.

technologies.

organizational experience.

networks of relationships and persona friendships (see below).

| iy Wy
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A rival might be able to acquire some of the technologies that make up the
core competence, but may find it impossible to replicate patterns of internal
architecture, structure, co-ordination, learning, employee expertize, and
individual idiosyncracy.

Example: Richard Branson’s Virgin companies have a relaionship
architecture and culture that its competitors may find difficult to imitate,
particularly where these competitors have had a tradition of bureaucratic,
arrogant, or hierarchical leadership in which ordinary employees are neither
trusted nor accorded any significant status. At the same time, Richard
Branson's personality and charisma (and for instance his ballooning
exploits!) as a strategic asset are a key source of reputation and publicity
which cannot easily be replicated by his competitors.

Test Three: Extendability

A core competence will provide increasing or extended access to a wide
variety of applications and markets. Hamel and Prahalad comment (1994,
p. 207) that ‘a core competence is truly core when it forms the basis for
entry into new product markets'. They suggest for instance that the core
competence should be a key source of new applications, hew technologies,
new products, and new processes. Part of the process of managing and
developing the core competencies of the enterprise will be to search for
new configurations and new concepts which may be derived from these
core competencies.

Example: the development by Philips of the optical laser-disc or CD has
already been described above. The origination of the laser disc led to a
variety of later developments associated with computer data storage.
Similarly, the development of adhesives technology by 3M has given rise
to a host of applications associated with paper tape, Post-It® notes, and
abrasives for building construction or materials finishing.

Customer
value?
Test for — Agreement Core
core Competitive > and L »| competencies
competence uniqueness? consensus? identified
Extendability?

Figure20.1 The Three Testsof Core Competence
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CO-ORDINATING AND INTEGRATING CORE COMPETENCES
WITHIN THE ENTERPRISE

Hamel and Prahalad suggest that the co-ordination and integration of core
competences within enterprise architecture and structure may imply:

o along-term strategic vision and intent on the part of enterprise leadersto
create, to sustain, and to protect the organization's necessary
competencies.

O an appropriate culture and value set, focused on the development of co-
operation and competence across the organization.

a shiftsin the priority of resource alocation and skill deployment across
the ingtitution. The management of the core competences of the
enterprise needs to be based on their opportunity cost and their capacity
to generate value. Thisimplies:-

o awillingness (or an obligation) to share resources and skills across the
enterprise. It also implies:-

o the weaning of key employees off ‘the idea that they belong in
perpetuity to any particular business' or product-market. Hamel and
Prahalad suggest (1990, p. 91) that ‘early in their careers, people may be
exposed to a variety of businesses through a carefully planned rotation
programme. At Canon, critical people move regularly between the
camera business and the copier business, and between the copier
business and the professional optical products business. In mid-career,
periodic assignments to cross-divisional project teams may be
necessary, both for diffusing core competences and for loosening the
bonds that might tie an individua to one business even when brighter
opportunities beckon elsewhere. Those who embody critical core
competences should know that their careers are tracked and
guided ... competence carriers should be regularly brought together from
across the corporation to trade notes and ideas. The goal is to build a
strong feeling of community among these people. To a great extent,
their loyalty should be to the integrity of the core competence area they
represent, and not to particular businesses'. At the same time, ‘in
travelling regularly, talking frequently to customers, and meeting with
peers, competence carriers may be encouraged to discover new market
opportunities’.

o that the skills and resources that constitute core competence should
coalesce around individuals and activities whose efforts are not so
narrowly focused that they cannot recognise, or access opportunities for
blending their functional expertize and operational experience in new
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and interesting ways with those of other individuals and activities in the
architecture of the value chain.

that the development and maintenance of core competences requires
communication about, acceptance of the need for, and involvement in
work that takes place across organizational boundaries and levels.

the establishment of manageria and administrative mechanisms for
selecting and concentrating in one place or in one project the necessary
people, skills, and resources that are currently dispersed elsewhere
across other businesses or activities. Hamel and Prahalad (1990, p. 87)
note in this context that ‘western companies have traditionally had an
advantage in the stock of skills they possess'. But they have not
necessarily been able to reconfigure these skills quickly in order to be
able to respond to new opportunities. Hamel and Prahalad comment that
‘Canon, NEC, and Honda have had a lesser stock of the people and
technologies that compose core competencies but could move them
much quicker from one business unit to another to exploit
opportunities'. Thisimplies:-

that core competences are regarded as corporate and not functional,
divisional or business unit resources. They may as such be reallocated
by senior management according to their opportunity cost and value
generating potential. Indeed, Hamel and Prahalad (1990, p. 90) suggest
that ‘each year in the strategic planning or budgeting process, unit
managers must justify their hold on the people who carry the company’s
core competencies. They note that ‘when Canon identified an
opportunity in digital laser printers, it gave (unit) managers the right to
raid other (units) to pull together the required pool of talent’.

the targeting of strategic alliances as mechanisms by which to access
experience and competence currently external to the enterprise, but
whose internalisation is considered essential to the development of core
competencies. Hamel and Prahalad note the intensive use by the
Japanese of such mechanismsin order to achieve knowledge, experience
and technology transfer; and to develop and refine core competences.
The use of such mechanisms has also obviated the need to incur large
research and devel opment expenditures, or developmental costs.

THREE CASE EXAMPLES

Hamel and Prahalad (1990) describe three case studies. These are:
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NEC (Nippon Electric Company)

Hamel and Prahalad (pp. 79-80) comment that NEC has emerged as a
‘world leader in semiconductors and as a first-tier player in
telecommunications products and computers ... NEC conceived of itself in
terms of core competencies... early in the 1970s, NEC articulated a
strategic intent to exploit the convergence of computing and
communications, what it called “C&C". Success, top management
reckoned, would hinge on acquiring competencies, particularly in
semiconductors. Management adopted an appropriate (relationship
architecture) ... and then communicated its intent to the whole organization
and the outside world during the mid-1970s.

NEC congtituted a “C&C Committee” of top managers to oversee the
development of core products and core competencies. NEC put in place co-
ordination groups and committees that cut across the interests of individual
businesses. Consistent with its (relationship architecture), NEC shifted
enormous resources to strengthen its position in components and central
processors. By using collaborative arrangements to multiply internal
resources NEC was able to accumulate a broad array of core competencies.

NEC identified three interrelated streams of technological and market
evolution. Company management determined that computing would evolve
from large mainframes to distributed processing; components from simple
IC's to VLSI; and communications from (electro-mechanica) cross-bar
exchange(s) to digital systems ... as things evolved further, NEC reasoned,
the computing, communications, and components businesses would so
overlap that it would be very hard to distinguish among them, and that there
would be enormous opportunities for any company that had built the
competencies needed to serve all three markets'.

3M (Minnesota Mining and Manufacturing Company)

Founded in 1902, the 3M company has developed specialist expertize in
adhesives, film and coatings. Hamel and Prahalad note (p. 82) that ‘in
dreaming up businesses as diverse as “Post-it” notes, magnetic tape,
photographic film, pressure sensitive tapes, and coated abrasives, the
company has brought to bear widely shared competencies in substrates,
coatings, and adhesives, and devised various ways to combine them.
Indeed, 3M has invested consistently in them. What seems to be an
extremely diversified portfolio of businesses belies a few shared core
competencies'.
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Honda

Honda perceive the design and manufacture of high specification
automotive engines as a core competence. Hence its large commitment to
Formula One motor racing. Honda develops, combines and applies its
engine-related technologies in awide range of product-markets from cars to
portable generators to motor cycles to lawn mowers.

IMPLEMENTATION ISSUES: SOME MANAGERIAL
IMPLICATIONS OF IGNORING THE CORE COMPETENCE
CONCEPT

There would appear to be a number of significant manageria implications
of ignoring the core competence concept as proposed by Hamel and
Prahalad. These implications include:

The inability to respond to new opportunities or change - Hamel and
Prahalad (1994, pp. 221-222) suggest that, even where someone in the
organization identifies new business opportunities or understands the
necessity to bring about change, ‘if the competencies that are needed to
respond ... lie in another business unit, there may be no way to redeploy
the people who “carry” (the required competences) into the new
opportunity (or change) arena...the result is imprisoned and under-
leveraged competencies'.

The risk of fragmentation - Hamel and Prahalad (1994, p. 222) comment
that if an enterprise ‘divisionalizes and fractures into (an increasing number
of) business units ... competencies may become fragmented and weakened.
Business unit boundaries may make cross-application difficult and slow the
cumulative learning processes through which competencies are enhanced’.
Worse, Hamel and Prahalad warn that it may be the case that any one
business unit could even become unabl e to sustain the investment needed to
maintain the existing levels of competence upon which its current business
depends, let alone build new core competences.

Cutting out development prospects - an enterprise that fails to invest
adequately in new core competencies is likely to diminish its long-term
growth and development prospects. Hamel and Prahalad (1994, p. 222)
comment that ‘tomorrow’s growth depends on today’s competence-
building. Investment in new core competencies provides the seeds for
tomorrow’ s product harvest’.
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At the same time, an enterprise failure to invest in maintaining or

devel oping basic competences will have a direct and personal impact on the
knowledge, skill and experience base of unit management and staff. The
negative consegquences of a deteriorating, obsolete or out-of-date
knowledge, skill and experience base will be most graphically illustrated
where competitors are carrying out the systematic benchmarking
comparison of the competences of their rivals. A perceived failure to
maintain or develop the enterprise competence base will be a key strategic
weakness that competitors may make strenuous efforts to  exploit in their
own interest.
Divestment risk - Hamel and Prahalad (1994, pp. 222-224) suggest that
‘companies insensitive to the issue of core competence may unwittingly
relinquish valuable skills when they divest an under-performing
business ... (in order) to protect core competencies, a company must be able
to distinguish between a bad business and the potentially valuable
competencies buried within that business'.

IMPLEMENTATION ISSUES: THE STRATEGIC MANAGEMENT
OF CORE COMPETENCIES

Hamel and Prahalad (1994, pp. 224-236) identify six strategies by which
the management of core competences may be undertaken. These strategies
are described below.

I dentify Core Competencies

The enterprise cannot manage or exploit its core competenciesif its staff do
not have an agreed view about what these core competences actually are.
Hamel and Prahalad suggest (p. 224) that ‘the first task in managing core
competencies is therefore to produce’ definitions and “inventories’ of core
competencies. Once this identification process has reached a degree of
consensus, Hamel and Prahalad comment that ‘ companies (then) need to
benchmark their core competencies with other firms' (p. 226) so that they
are contained in arelevant and sector-comparative competitive framework.

Establish the Core Competence Acquisition Agenda
Specific goals for competence acquisition and deployment are described in

Hamel and Prahadlad’s Figure 10.2 (1994, p. 227) reproduced here with
permission as Figure 20.2. Core competence acquisition and deployment
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will vary according to position on the competence and market matrix
shown in Figure 20.2. This matrix contains four strategies, being:

0O0DOD

“fill in the blanks” (existing competencies; existing markets).
“premier plus 10” (new competencies; existing markets).
“white spaces’ (existing competencies, new markets).
“mega-opportunities’ (new competencies, new markets).

Premier Plus 10

What new core
competencies will we

Mega-opportunities

What new core
competencies will we

New | need to build to protect need to build to
and extend our franchise | participate in the most
in current markets? exciting markets of the
future?
CORE
COMPETENCE

Fill in the blanks White spaces
What is the opportunity What new products or
to improve our position services could we create

Existing | in existing markets by by selectively
better leveraging our redeploying or

existing core
competencies?

recombining our current
core competencies?

Existing New

MARKET
Figure 20.2 Establishing the Core Competence Acquisition Agenda
Build New Core Competencies

Core competencies are a source of today’s comparative or competitive
advantage. Of equal importance is their role as the “gateway” to
tomorrow’ s customers and tomorrow’ s markets.

Hamel and Prahalad advise enterprise management to establish and to
stick to a long term and consistent consensus about which basic
competencies the enterprise should build and support. They note (p. 231)
that ‘given that it may take five, ten, or more years to build world
leadership in a core competence area, consistency of effort is key’. This
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consistency of pattern depends on consensus, and ‘on the stability of the
management teams charged with competence development’. Hamel and
Prahalad comment that ‘throwing money at a project, scrapping it when it
doesn’'t yield short-term results, starting it up again when competitors
appear to be moving ahead, and de-emphasising the project when a new
CEO comes on board is a recipe for inefficient and ineffective competence
development’. At the same time, the enterprise needs to build *a community
of people (across) the organization who view themselves as the “carriers’
of core competencies’, and see themselves as the stewards of alearning and
developmental culture within the relationship architecture.

Deploying Core Competencies

The application of a core competence across a diversity of businesses, and
into new markets, will require the deployment and redeployment of that
competence internally across the enterprise. This issue has aready been
described above. It implies that competencies (and their mobility or
transferability) are viewed as a corporate not a divisiona or business unit
resource. Hamel and Prahalad note (p. 234) that ‘one Japanese company
regularly publishes a list of the company’s top market and product
development priorities. Obviously, there is great status attached to working
on a high-profile, critical programme. If an individual somewhere in the
organization believes that he or she can contribute to one of the high
priority projects, that individual can “self-promote” himself or herself onto
the team. The team leader may not choose to take the applicant, but if the
skills offered are critical to the project’s success, the team leader can ask
that the individual be transferred. At this point, the employee’s boss has to
justify why that individual’s talents are of more value to the corporation in
the current job than in the new job. As one might expect, the existence of
such a system helps ensure that unit managers do their best to keep key
people occupied with truly challenging projects. It aso ensures that the best
people end up working on the biggest potential opportunities'.

Defending and Protecting Core Competencies

Core competencies do not diminish with use. Unlike physical assets, which
do deteriorate over time, knowledge and competencies are enhanced and
developed as they are applied and shared. But competencies need to be
nurtured and protected: knowledge and skill fade or lose their currency if
they are not used. Worse, the competence base can be attacked or destroyed
by crude downsizing and delayering activities that do not recognize people
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as the basic reservoirs of knowledge, skill, experience, culture and vision;
and which eliminate them without any recognition of their role as
congtituents of basic enterprise competence.

Hamel and Prahalad suggest that protecting core competencies from
eroson will require continuing and proactive vigilance, leadership,
encouragement, and championing by the senior management of the
enterprise. They comment (p. 235) that ‘core competence leadership may
be lost in many ways. Competencies may wither through lack of funding;
become fragmented through divisionalisation, particularly where no single
executive feels fully responsible for competence stewardship; be
inadvertently surrendered to alliance partners; or be lost when an
underperforming business is divested'. They suggest that senior managers
should be assigned cross-corporate stewardship roles for particular
competencies. These managers should be held responsible for the health of
those competencies, and for carrying out regular “competence reviews’ on
adiagnostic and developmenta basis over time.

M anaging Obsolete Technologies and Technology Discontinuities

Technology discontinuities were described in Chapter 19. Enterprise
management will need to remain vigilant to the possibility of the
emergence of new competencies that might eventually replace and render
obsolete the existing competence base. A number of examples of such
obsolescence were given in Chapter 19. Hamel and Prahaad note (p. 229)
that *a company’s competence-building agenda should include gaining an
understanding of those new competencies that may one day supplant its
traditional’ knowledge, technology, and skill base.

Example: thedisplacement by the use of newer biotechnologica
competencies in drug development of older competences associated with
the manipulation of chemical properties to produce pharmaceutica
substances.

REVIEW QUESTIONS

1. What isacore competence? What is the significance of the concept?

2. What are the three tests of core competence?

3. How may the development and application of core competencies be co-
ordinated and integrated within the organization?
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What are the implications for management of ignoring the core
competence concept?

Describe strategies by which the strategic management of core
competencies may be undertaken.

TECHNIQUES OF CASE STUDY AND ANALYSIS

1
2.

Identify core competencies (if any) from the case study.

Analyze and comment on how these core competencies yield
competitive advantage.

Analyze the nature of the management of core competencies that is
apparent from the case study. Comment on the implications of this
management process for the case company.

PROJECT ASSIGNMENTS

1. Using available information, identify and comment on the core
competencies of an organization in which you are interested.

2. Using available information, compare and contrast the core
competencies of two or more organizations that operate in the same
sector or market.

3. Using available information, compare and contrast the core
competencies of two or more organizations that operate in the same
sector or market, but are based in different countries, or are
international in scope.
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Chapter 21

Resource Stretch and Leverage

This chapter analyzes the related concepts of “resource stretch” and
“resource leverage”. These strategic concepts may be used to formulate, to
lead, and to redlise an increasingly ambitious rate of enterprise
performance. The concepts may be used to achieve significantly more
output than at present with the knowledge and capability at the disposal of
the organization.

The chapter recaps the concept of strategic intent introduced in Chapter
11. It describes Hamel and Prahalad's concept of strategy as resource
stretch. It analyzes Hamel and Prahalad's concept of strategy as resource
leverage, and it summarizes five major resource leverage strategies.

The copyrights of the material upon which this chapter is based are
held varioudy by Gary Hamel and C.K. Prahalad, Harvard Business School
Press, and the President and Fellows of Harvard College. Their permission
to reproduce this copyright material is gratefully acknowledged.

ANTECEDENTSAND PARALLELS

Hamel and Prahalad (1994) conceptualize strategy formulation in terms of
core competencies (described in Chapter 20), and in terms of resource
stretch and leverage, described in this chapter. Hamel and Prahdad's
discussion of stretch and leverage has such antecedents and parallels as:

Stafford Beer’s pioneering work A Platform for Change (1975).

the work of Tom Peterset al (for instance 1982, 1986, 1989).

Rosabeth Moss Kanter’s (1985) analysis of empowerment.

Rosabeth Moss Kanter's (1990) analysis of the post-entrepreneuria
corporation, with its need for an architecture that includes co-operation
and partnership; and a need to base enterprise resource management on
“doing more with less’. Reference is made to this concept in alater part
of this chapter.

0UO0D0DDO
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0 the concept of re-engineering. For instance see Hammer and Champy
(1993, 1995), Johannson et al (1993), McHugh et al (1995).

a thework of John Kay (1993).

o Tichy and Sherman's 1994 analysis of the US Genera Electric
Company.

a thework of Collins and Porras (1996) described in Chapter 17.

a the work of Nonaka (1991) and Nonaka and Takeuchi (1995) described
in Chapter 19.

STRATEGIC INTENT

Hamel and Prahalad’ s conceptualization of strategic intent was described in
Chapter 11. Strategic intent is used to define and to communicate a sense of
direction about the longer-term strategic position that the leadership of the
enterprise wishes to achieve through its processes of objective setting and
strategy formulation. Strategic intent comprises:

O a sense of direction - that is, a meaningful, consistent, and unifying
sense of purpose and pattern that is to be maintained over time.

0 a sense of discovering - that will provide opportunities to meet new
challenges and explore the unfamiliar.

O a sense of destiny - that will create meaning, enthusiasm, inspiration,
and commitment on the part of managers, employees, and stakehol ders.

Hamel and Prahalad contend that strategic intent may imply the use of
resource stretch. This means that (i) the present management and use of
resources, and (ii) the current operating capabilities of the enterprise may
both be deemed inadequate to meet the requirements of strategic intent.
Both will need “stretching” in order to meet the needs specified by that
strategic intent.

STRATEGY ASSTRETCH

Stretch is the gap between:

o the knowledge, resources, willpower, capability, and competence
currently available to the enterprise; and
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O enterprise aspirations, and the degree to which its leadership desires to
be more productive, more inventive, or more creative in the way in
which the organization carries out its activities.

The degree of stretch that is deemed to be required by the organization is
defined by:

o the strategic intent; and

a the nature of the challenges to the enterprise that are likely to face the
organization in achieving that strategic intent, as established (i) by the
forecasts and future scenarios that may affect the activities of that
organization; and (ii) by external or competitive comparisons and
benchmarks, for instance as defined by criteria of “excellence”, “world
class’, “best value®, or the ambition to be “number one” in the sector,

etc.
Enterprise Challenges

Hamel and Prahalad conceptualize stretch in terms of focusing attention,
effort, and willpower on challenges from which new capabilities or sources
of competitive advantage may be built. Hamel and Prahalad comment that
itisthejob of leadersin the enterprise ‘to focus the organization’s attention
on the next challenge, and the next after that. The first might be quality; the
next, cycle time ... the next, mastery of a particular technology; and so on.
In establishing the capability-building agenda, top management provides
employees with a clear view of the next advantage to be constructed’
(p. 136).

The definition and communication of corporate challenges thus provide
afocal point for the building or enhancement of capability and competence
in the near to medium-term future; and are an operational means of staging
the acquisition of new competitive advantages.

Challenges are also seen as a means for harnessing and directing the
intellectual and emotional energy that should flow from a proper
commitment to the strategic intent of the enterprise. In this, Hamel and
Prahalad define corporate challenges as milestones on the path from today
to tomorrow.

They however note a caveat that ‘employees are unlikely to rise to a
particular challenge if they don’t believe they will benefit proportionately
from the firm's success. For challenges to take root, an atmosphere of
“shared pain, shared gain” must prevail’ (p. 143). Relative compensation
levels for instance send powerful messages. Great disparities (and
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perceptions of top management greed) may kill off enthusiasm and
commitment to the strategic intent.

Some of these issues were analyzed in their leadership context in
Chapter 17 of this book.

Stretch

The gap between resources and aspirations is stretch. Where current
resources and capabilities are unlikely to be adequate to meet the
reguirements of enterprise strategic intent, they will need stretching in order
to meet the demands of that intent.

Hamel and Prahalad comment that ‘we believe that it is essential for
top management to set an aspiration that creates, by design, a chasm
between ambition and resources ... managers must create a misfit between
resources and ambitions. Medium term challenges should demand more of
the organization than what it currently believesis possible’ (p. 146).

A firm's strategic intent should represent an ambition that stretches far
beyond the current resources and capabilities of the enterprise. A
commitment to achieving that strategic intent may have to override the day-
to-day constraints of strategic and business planning, capital budgeting
(etc). ‘The goal of strategic intent ... is to fold the future back into the
present ... unless senior management is willing to commit to a goal that lies
outside the planning horizon, there can be no strategic intent. The future
will be discovered by someone else’ (p. 146).

Hamel and Prahalad comment that the stretch implied in meeting
corporate challenges may force enterprise management to abandon the
‘orthodoxy of conventional wisdom' and an ‘instaled base of thinking';
and to involve and empower employees ‘close to the action’ in identifying
issues and solving problems that arise. Stretch implies doing things
differently and resourcefully, ‘by fundamentaly rethinking processes,
roles, and responsibilities’ (p. 137), or by re-engineering them.

The process of stretching aspirations and resources may be charted
against, and compared with external market, competitor, or comparator
benchmarks. Hamel and Prahalad comment that ‘without external
benchmarks, it is al too easy for employees to believe that it is top
management, rather than competitive reality, that is applying the pressure
for improvement’. At the same time, the enterprise and its competitors
should be judged both on the resources available to them; and on the
resourcefulness (creativity or imagination) with which they use these
resources. Staff skill and enterprise resourcefulness may more than offset
an apparent lack of resources and capability.
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Hamel and Prahalad conclude that ‘a view of strategy as
stretch ... helps bridge the gap that exists between those who see strategy
as “agrand plan, thought up by great minds’, and those who see strategy as
apattern in astream of incremental decisions. Strategy as stretch is strategy
by design in the sense that top management does have a relatively clear
view of the goal line and a broad agenda of the capability-building
challenges that lie between today and tomorrow. Strategy as stretch is
strategy by incrementalism to the extent that top management cannot
predetermine every single step of the journey to the future. Strategy as
stretch recognizes the ... paradox that while leadership cannot be entirely
planned for, neither does it happen in the absence of a clearly articulated
and widely shared aspiration.

Where fit is achieved by simply paring down ambitions, there will be
no spur for such ingenuity and much of the firm’s strategic potentia will
remain dormant. Tests of realism and feasibility must not be prematurely
applied. Stretch and the creativity it engenders are the engine and fuel for
corporate growth and vitality. This is why the genesis of the strategy
process must be a purposefully created misfit between where the firm is
and where it wantsto be' (pp. 146-147).

STRATEGY ASLEVERAGE

Hamel and Prahalad suggest that enterprise management ‘must find a way
to close the gap between resources and aspirations that (the) strategic intent
opens up'. This is achieved ‘by leveraging resources, by travelling the
maximum distance down the road to leadership, using the least possible
amount of fuel. The goal is to challenge managers to become more
ingenious both in multiplying the impact of the firm’s resource base and
enlarging it’ (p. 147).

Using Resour ces

Hamel and Prahadad conceptualize the enterprise as a portfolio of
knowledge, competencies, assets and resources (whether capital, technical,
human, financial, operational or managerial).

They comment that a limitation to the level of knowledge and resource
that is available to the enterprise is not necessarily an impediment to
progress; nor are Copious resources a guarantee of continued success. There
may be significant differences between the impact that individual
enterprises in any particular sector can generate with a given base of
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knowledge and resources. Some enterprises will be more credtive,
imaginative, inventive, resourceful and productive than others in the use of
their knowledge, capability, and competence.

Strategy as L everage

Hamel and Prahalad describe stretch and leverage as the two sides of the
same coin. Sretch relates to aspiration. Leverage relates to the use of
capabilities and resources to achieve these aspirations. Just as necessity
begets invention and resourcefulness, so does stretch give rise to resource
leverage. Creativity and inventiveness are the offspring of resource
scarcity.

Hamel and Prahalad argue that in the absence of proper strategic intent,
aspiration and focus, ‘ abundance is likely to be little more than alicence for
carelessness in grategic decision-making ... resource abundance and the
attendant ability to make multiple bets and to sustain multiple failures too
often substitute for disciplined and creative strategic thinking' (p. 154).
Thisisthe opposite of stretch and leverage.

An enterprise that instead has a surfeit of ambition and a dearth of
resources will quickly discover that it cannot imitate the advantages of
more affluent competitors. Such an enterprise may have:

0 to challenge the “orthodoxy” of the organization, to eliminate inflexible
thinking, and to change established ways of doing things; and:-

O creatively to get the most from the limited resources it has; and also: -

O to proactively create new forms of competitive advantage for itself.

Doing More With What You Have

Resource leverage is defined by Hamel and Prahalad in terms of doing
more (or adding more value) with what you have. This can be contrasted
with Rosabeth Moss Kanter's (1990) dictum for the post-entrepreneuria
corporation that enterprise management will need to “do more with less’.

Hamel and Prahaad contend that leverage-based efficiency gains come
primarily from ‘raising the numerator’ (such as revenue and profit) in
productivity ratios, rather than from reducing the ‘denominator’ (such as
capita employed or employee headcount).

Hamel and Prahalad argue that with the objective of ‘reducing the buck
for a given bang' rather than ‘increasing the bang for a given buck’,
denominator-driven corporate restructuring programmes are more about
cutting resources than leveraging them. An inefficient firm that downsizes,
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without improving its capacity for resource leverage, will find its
productivity gains will be at best temporary in duration. It may instead
embark on a destructive downward spird of resource and capability
attrition towards “corporate anorexia’, entropy, and the potentia for
institutional decline and market vulnerability.

Resource leverage, on the other hand, implies creativity. Hamel and
Prahalad comment that ‘it is about the continual search for new, less
resource-intensive means of achieving strategic objectives (p. 159).
Slimming down the work force and cutting back on investment are however
intellectualy less demanding for senior management than discovering ways
to grow output on a static or slowly growing resource base: ‘cutting the
buck is easier than expanding the bang' (p. 159) for a leadership that is
unimaginative, orthodox, short-termist in outlook, or just pure lazy.

ACHIEVING RESOURCE LEVERAGE

Hamel and Prahalad identify five major resource leverage strategies, as
follow.

Concentrating Resour ces

Convergence - the pursuit over a long period of time of a clear strategic
intent and an agreed objective will require the effort and willpower of the
enterprise to converge consistently, collectively, and synergistically on that
intent and that goal. Such convergence may not be possible where there are
multiple, inconsistent, and competing objectives. Convergence requires that
the enterprise decide how best its resources can be combined and
orchestrated to achieve a stretch objective. Such convergence also requires
a consistent pattern of direction over time, with an effective leadership
“hand on the wheel” steering the same course.

Focus - which is the concentration of effort and resources on a very few
objectives a any one time. Peters and Waterman (1982) call this
“chunking”. Focus in this sense implies concentrating a critical mass of
willpower, effort, and work on the issue to hand until it is satisfactorily
resolved; then (and only then) moving on to the next issue. Otherwise,
effort will be diluted and dissipated. This is the opposite of resource
leverage. Hamel and Prahalad comment (pp. 162-164) that:-

e ‘put simply, the bigger the ... task and the smaller the resource base,

the more critical is operational focus'.
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e ‘asarule of thumb, no ... group of employees can attend to more than
two key operational improvement goals at (any one) time'.
e ‘mixed messages and conflicting signals prevent a sufficient head of
steam from devel oping behind any improvement task’.
e ‘(to divide) meagre resources across a wide range of medium-term
operational goalsisarecipe for mediocrity across a broad front'.
Targeting - by which the enterprise targets effort and willpower on those
activities which will yield the greatest benefit in terms of :-
¢ the potential improvement in customer perceptions of enterprise product
or service offer that these activities represent.
o thelr relative opportunity cost.
o their relative competitive or comparative advantage.
o their relative value addition.
Hamel and Prahalad comment that resources may be most effectively
leveraged when they are targeted in the areas that make the most difference
to customers and stakeholders.

Accumulating Resour ces

Mining - Hamel and Prahalad comment that some organizations exploit
their accumulated knowledge and experience more effectively than others.
The authors contend that ‘each new experience, each success or failure,
must be seen as an opportunity to learn’ (p. 165).

Some organizations are more adept at |earning, absorbing, and applying
new ideas than others. They are more open to new perceptions and
conceptualizations, and less reluctant to challenge received wisdoms,
orthodoxies, or ‘installed bases of thinking'.

Borrowing - by which the enterprise variousy gains access to, acquires, or

internalizes competencies and resources from outside. It can do this through

its network of relationships, and its architecture. This may for example

involve:-

¢ the use of subcontractors in a de-integrated value chain, so as to exploit
the internal sources of competitive advantage, excellence, creativity, and
innovation of these subcontractors.

¢ inward licensing processes.

o strategic alliances (described in Chapter 27).

e other strategies of co-operation and partnership, such as sharing
development activities with key competitors, customers, or suppliers.

e participating in international research consortia (that is, borrowing
foreign taxpayers money).

e ‘harvesting the technology seeds planted in another nation’ (p. 167).



Resource Stretch and Leverage 453

e making use of more attractive factor markets (such as carrying out
labour-intensive activities like bulk software programming in the Czech
Republic, or locating call centre operationsin India).

Hamel and Prahalad comment that borrowing can be used to multiply

resources at any stage of the value chain. They also note that if borrowing

is used, then the organization’'s absorptive capacity will be as important as
its creative capacity. There will be no place for the negative “not invented

here” syndrome described in Chapter 19.

Complementing Resour ces

Blending - by which resources are combined or integrated in ways that
multiply the relative value of each. Hamel and Prahalad give the combined
example of (i) technological integration; (ii) functional and operational
integration; and (iii) the conceptualization, creation, specification, and
development of new products or processes. Blending may create synergies
amongst resources (for example on a cross-functional basis). Or it may
yield benefits from new permutations and combinations of those resources
that create new functionalities or new values (for instance by new
combinations of technologies or the process of hybridization).

Kay comments similarly that the effectiveness of sources of

competitive advantage is improved where they are represented in
combination, such that the resources they represent are blended together.
Kay in particular suggests that the more that enterprise architecture
supports and complements innovation, corporate reputation, brand
management or the maintenance of strategic assets, the more value will
these sources of competitive advantage be capable of generating.
Balancing - by which a balanced array of resources and competencies are
put in place that permit all necessary activities to be carried out with equal
effectiveness. Hamel and Prahalad give as example the combined * capacity
to invent, make, and deliver (p.169), not just any one or two
disproportionatdly. Hamel and Prahalad note that ‘the leverage impact
comes when, by gaining control over complementary resources, the firmis
able to multiply the profits it can extract out of its own unique resources
(p. 170). Kay also deals with this issue in commenting on the need for
mutually supporting sources of competence and competitive advantage, and
in particular the need for a firm's activities to be supported by, and
bal anced with its relationship architecture.

Hamel and Prahalad note that ‘a firm that has a strong product
development capacity but is relatively weak in terms of brand or
digtribution or lacks the disciplines of cost and quality is unlikely to gain
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much of the profit stream that will ultimately accrue to its innovation.
Although it can enter partnerships with firms that do possess critical
complementary resources, the innovator is likely to find itself in a poor
bargaining position with such firms when it comes to divvying up
profits... in the international drinks industry, IDV, Seagrams, and
Guinness once saw themselves as primarily brand creators and managers.
Yet they now redize that to fully leverage the equity of brands like
Smirnoff, Johnny Walker, and Chivas Regal, they must control
digtributors ... this reaization has set off a frenzied competition to buy up
and consolidate distributors around the world’ (p. 170).

Conserving Resour ces

Recycling - the more often a particular skill or competence is used, the
greater the resource leverage and the more the competence is developed.
This point was made in Chapters 19 and 20. It is the principle that underlies
Tatsumo’s mandala of creativity shown in Chapter 19. Hamel and Prahalad
note for instance that ‘Honda has recycled engine-related innovations
across motorcycles, cars, outboard motors, generators, and garden tractors
(p. 172).
Co-opting - by which access to the resources of other enterprises is
achieved through the rdationship architecture of the enterprise on the basis
of co-operation or partnership, in order to pursue acommon objective. Such
co-option may lead to such benefits as greater market access and scope; the
achievement of critical mass; or the achievement of synergies; (etc). The
principal of co-opting is fundamental to the establishment of the de-
integrated value chains and network structures described in earlier chapters;
and also to the establishment of the strategic alliances described in Chapter
27. Co-opting has become a classic Japanese strategy.
Protecting - by which the risk of value loss or damage to resources is
avoided by the selection of appropriate competition strategies, as described
in Chapter 22. Issues of value loss were also dealt with in earlier chapters
of this book. The enterprise may choose, for example:-
¢ to avoid head-on confrontations with powerful opponents.
¢ tomaintain strategies of defence or counter-attack.
e to enter new markets via undefended or poorly served segments, or
‘loose bricks' (as Honda did with its first small motorcycles).
e to sdect strategic aliances and alliance partners with care, so that the
relationship can be controlled and the transfer of competence between
the partners equalized.
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Recovering Resour ces

Expediting returns - by which the time between the expenditure of
resources and the recovery of those resources (“return”) is minimized. A
rapid recovery process acts as a resource multiplier. An enterprise that can
do anything twice as fast as its competitors, with a similar resource
commitment, enjoys a twofold leverage advantage. Hence the widespread
strategy of shortening product or process development times, compressing
operational time scales, and carrying out related activities in parallel or
synchrony rather than in sequence.

REVIEW QUESTIONS

Recap the concept of strategic intent (Chapter 11).

What is strategic stretch? On what basis may stretch objectives be
established?

3