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MODULE 1

THE NATURE OF STRATEGIC MANAGEMENT

OBJECTIVES:
After studying this module, you should be able to do the following:

1. Describe the stages of strategic management.

2. Define the key terms in strategic management.

3. Discuss the nature of strategy formulation, implementation, and evaluation activities.

DEFINING STRATEGIC MANAGEMENT

The term strategic management is used in many colleges and universities as the subtitle of the fundamental course in business administration, Business Policy, which when adopted in an entrepreneurial course becomes Enterprise Policy.

Strategic Management can be defined as the art and science of formulating, implementing, and evaluating cross-functional decisions that enable an organization to achieve its objectives. As this definition implies, strategic management focuses on integrating management, marketing, finance/accounting, production/operations, research and development, and computer information systems to achieve organizational success.

STAGES OF STRATEGIC MANAGEMENT


The strategic management process consists of three stages: strategy formulation, strategy implementation, and strategy evaluation. Strategy formulation includes developing a business mission, identifying an organization’s external opportunities and threats, determining internal strengths and weaknesses, establishing long-term objectives, generating alternative strategies, and choosing particular strategies to pursue. Strategy formulation issues include deciding what new businesses to enter, what businesses to abandon, how to allocate resources, whether to expand operations or diversify, whether to enter international markets, whether to merge or form a joint venture, and how to avoid a hostile takeover.


Because no organization has unlimited resources, strategists must decide which alternative strategies will benefit the firm most. Strategy formulation decisions commit an organization to specific products, markets, resources, and technologies over an extended period of time. Strategies determine long-term competitive advantages. For better or worse, strategic decisions have major multifunctional consequences and enduring effects on an organization. Top managers have the best perspective to understand fully the ramifications of formulation decisions; they have the authority to commit the resources necessary for implementation.


Strategy implementation requires a firm to establish annual objectives, devise policies, motivate employees, and allocate resources so that formulated strategies can be executed; strategy implementation includes developing a strategy-supportive culture, creating an effective organizational structure. Redirecting marketing efforts, preparing budgets, developing and utilizing information systems, and linking employee compensation to organizational performance.

Strategy implementation often is called the action stage of strategic management. Implementing strategy means mobilizing employees and managers to put formulated strategies into action. Often considered to be the most difficult stage in strategic management, strategy implementation requires personal discipline, commitment, and sacrifice. Successful strategy implementation hinges upon managers’ ability to motivate employees, which is more an art than a science. Strategies formulated but not implemented serve no useful purpose. 

Interpersonal skills are especially critical for successful strategy implementation. Strategy-implementation activities affect all employees and managers in an organization. Every division and department must decide on answers to questions such as “What must we do to implement our part of the organization’s strategy?” and “How best can we get the job done?” The challenge of implementation is to stimulate managers and employees throughout an organization to work with pride and enthusiasm toward achieving stated objectives.

Strategy evaluation is the final stage in strategic management. Managers desperately need to know when particular strategies are not working well; strategy evaluation is the primary means for obtaining this information all strategies are subject to future modification because external and internal factors are constantly changing. Three fundamental strategy-evaluation activities are: (1) reviewing external and internal factors that are the bases for current strategies; (2) measuring performance, and (3) taking corrective actions. Strategy evaluation is needed because success today is no guarantee of success tomorrow! Success always creates new and different problems; complacent organizations experience failure.

Strategy formulation, implementation and evaluation activities occur at three hierarchical levels in a large organization: corporate, divisional or strategic business unit and functional. By fostering communication and interaction among managers and employees across hierarchical levels, strategic management helps a firm function as a competitive team. Most small businesses and some large businesses do not have divisions or strategic business units; they have only the corporate and functional levels. Nevertheless, managers and employees at these two levels should be actively involved in strategic-management activities.

TERMS TO REMEMBER

Strategists – Strategists are individuals who are most responsible for the success or failure of the organization. Strategists have various job titles; they can be called chief executive officer, president, owner, chairman of the board, executive director, chancellor, dean or entrepreneur.

Strategists differ as much as organizations themselves and these differences must be considered in the formulation, implementation and evaluation of strategies. Some strategists will not consider some strategies due to their personal philosophies. Strategists differ in their attitudes, values, ethics, willingness to take risks, concern for social responsibility, concern for profitability, concern for short-run versus long-run aims, and management style.

Some strategists proclaim that organizations have tremendous social obligations. Others maintain that organizations have no obligation to do any more for society than is legally required. Most strategists agree that the first social responsibility of any business must be to make enough profit to cover the costs of the future, because if this is not achieved, no other social responsibility can be met. Strategists should examine social problems in terms of potential costs and benefits to the firm, and address social issues that could benefit the firm most.

Mission Statements – Mission statements are “enduring statements of purpose that distinguish one business from other similar firms. A mission statement identifies the scope of a firm’s operations in product and market terms.” It addresses the basic question that faces all strategists: “What is our business?” A clear mission statement describes the values and priorities of an organization. It depicts a company’s reason for existence, its raison d’etre. Developing a business mission compels strategist to think about the nature and scope of present operations and to assess the potential attractiveness of future markets and activities. A mission statement broadly charts the future direction of the enterprise.

External Opportunities and Threats – External opportunities and external threats refer to economic, social, cultural, demographic, environmental, political, legal, governmental, technological, global, and competitive trends and events that could significantly benefit or harm an organization in the future. Opportunities and threats are largely beyond the control of a single enterprise, thus the term external. The computer revolution, changes population growth, changing work values and attitudes, high technology and increased competition from foreign companies are examples of opportunities or threats for companies. These types of changes are creating a different type of consumer and consequently a need for different types of products, services, and strategies.

A basic principle of strategic management is that firms need to formulate strategies to take advantage of external opportunities and to avoid or reduce the impact of external threats. Because of this, identifying, monitoring, and evaluating external opportunities and threats is essential for success. This process of conducting research and gathering and assimilating external information is sometimes called environmental scanning or industry analysis.

Internal Strengths and Weaknesses – Internal strengths and internal weaknesses are an organization’s controllable activities that are performed especially well or poorly. They arise in the management, marketing, finance/accounting, production/operations, research and development, and computer information systems activities of a business. Identifying and evaluating organizational strengths and weaknesses in the functional areas of a business is an essential strategic-management activity. Organizations strive to pursue strategies that capitalize on internal strengths and improve on internal weaknesses.

Long-Term Objectives – Objectives can be defined as specific results that an organization seeks to achieve in pursuing its basic mission. Long-term means more than one year. Objectives are essential for organizational success because they state direction; aid in evaluation; create synergy; reveal priorities; focus coordination; and provide a basis for effective planning, organizing, motivating, and controlling activities. Objectives should be challenging, measurable, consistent, reasonable, and clear. 

Strategies – Strategies are the means by which long-term objectives will be achieved. Business strategies may include geographic expansion, diversification, acquisition, product development, market penetration, retrenchment, divestiture, liquidation and joint venture.

Annual Objectives – Annual objectives are short-term milestones that organizations must achieve to reach long-term objectives. Like long-term objectives, annual objectives should be measurable, quantitative, challenging, realistic, consistent, and prioritized. They should be established at the corporate, divisional, and functional levels in a large enterprise. Annual objectives should be stated in terms of management, marketing, finance/accounting, production/operations, research and development, and information systems accomplishments. A set of annual objectives is needed for each long-term objective. Annual objectives are especially important in strategy implementation, whereas long-term objectives are particularly important in strategy formulation. Annual objectives represent the basis for allocating resources.

Policies – Policies are the means by which annual objectives will be achieved. Policies include guidelines, rules and procedures established to support efforts to achieve stated objectives. Policies are guides to decision making and address repetitive or recurring situations.

Policies are most often stated in terms of management, marketing, finance/marketing, production/operations, research and development, and computer information systems activities. Policies can be established at the corporate level and apply to an entire organization, at the divisional level and apply to a single division or at the functional level and apply to particular operational activities or departments. Policies, like annual objectives, are especially important in strategy implementation because they outline an organization’s expectations of its employees and managers. Policies allow consistency and coordination within and between organizational departments.

REVIEW QUESTIONS:

1. Which of the stages of strategic management do you think requires the most time? Why?

2. What are the three stages of strategic management? Define each briefly.

3. Compare business strategy with military strategy.

4. Discuss the relationships among objectives, strategies and policies.

5. Why is it important to integrate intuition and analysis in strategic management?
MODULE 2

THE BUSINESS MISSION

OBJECTIVES:
After studying this module, you should be able to do the following:

1. Describe the nature and role of mission statements in strategic management.

2. Discuss why the process of developing a mission statement is as important as the resulting document.

3. Identify the components of mission statements.

4. Discuss how a clear mission statement can benefit other strategic management activities.

5. Evaluate mission statements of different organizations.

DEFINING A COMPANY’S BUSINESS

An enduring statement of purpose that distinguishes one organization from other similar enterprises, the mission statement is a declaration of an organization’s “reason for being.” It answers the fundamental question, “What is our business?” A clear mission statement is essential for effectively establishing objectives and formulating strategies.

Sometimes called a creed statement, a statement of purpose, a statement of philosophy, a statement of beliefs, a statement of business principles, a vision statement, or a statement “defining our business,” a mission statement reveals the long-term vision of an organization in terms of what it wants to be and whom it wants to serve. All organizations have a reason for being, even if strategists have not consciously transformed this into writing. A carefully prepared statement of mission is widely recognized by both practitioners and academicians as the first step in strategic management.

We can best understand a business mission by focusing on a business when it is first started. In the beginning, a new business is simply a collection of ideas. Starting a new business rests on a set of beliefs that the new organization can offer some product or service, to some customers, in some geographic area, using some type of technology, at a profitable price. A new business owner typically believes that the management philosophy of the new enterprise will result in a favorable public image and that this concept of the business can be communicated to, and will be adopted by, important constituencies. When the set of beliefs about a business at its inception is put into writing, the resulting document reflects the same basic ideas that bring about the mission statement. As a business grows, owners and managers find it necessary to revise the founding set of beliefs, but those original ideas usually are reflected in the revised statement of mission.

A good mission statement describes an organization’s purpose, customers, products or services, markets, philosophy, and basic technology. According to a leading management consultant, a mission statement should (1) define what the organization is and what the organization aspires to e, (2) be limited enough to exclude some ventures and broad enough to allow for creative growth, (3) distinguish a given organization from all others, (4) serve as a framework for evaluating both current and prospective activities, and (5) be stated in terms sufficiently clear to be widely understood throughout the organization.

Some strategists spend almost every moment of every day on administrative and tactical concerns, and strategists who rush quickly to establish objectives and implement strategies often overlook developing a mission statement. Some companies develop mission statements simply because they feel it is fashionable, rather than out of any real commitment. However, firms that develop and systematically revisit their mission, treat it as a living document, and consider it to be an integral part of the firm’s culture realize great benefits.

THE IMPORTANCE OF A CLEAR MISSION

The importance of a mission statement to effective strategic management is well documented in literature. Management experts recommend that organizations carefully develop a written mission statement for the following reasons:

1. To ensure harmony of purpose within the organization.

2. To provide a basis, or standard, for distributing organizational resources.

3. To establish a general tone or organizational culture.

4. To serve as a focal point for individuals to identify with the organization’s purpose and direction, and to prevent those who cannot from participating further in the organization’s activities.

5. To facilitate the translation of objectives into a work structure involving the assignment of tasks to responsible elements within the organization.

6. To specify organizational purposes and the translation of these purposes into objectives in such a way that cost, time, and performance parameters can be assessed and controlled.

VISION VERSUS MISSION
Some organizations develop both a mission statement and a vision statement. Whereas the mission statement answers the question “What is our business?” the vision statement answers the question “What do we want to become?” or “Where do we want to be?” at a certain point in time in the future.

When employees and managers together shape or fashion the vision or mission for a firm, the resultant document can reflect the personal visions that managers and employees have in their hearts and minds about their own futures. Shared vision creates a commonality of interests that can lift workers out of the monotony of daily work and put them into a new world of opportunity and challenge.

THE PROCESS OF DEVELOPING A MISSION STATEMENT

As mentioned earlier, a clear mission statement is needed before alternative strategies can be formulated and implemented. It is important to involve as many managers as possible in the process of developing a mission statement, because through involvement, people become committed to an organization.


A widely used approach to develop a mission statement is first to select several articles about mission statements and ask all managers to read these a background information. Then ask managers themselves to prepare a mission statement for the organization. A facilitator, or committee of top managers, then should merge these statements into a single document and distribute this draft mission statement to all managers. A request for modifications, additions, and deletions is needed next, along with a meeting to revise the document. To the extent that all managers have input into and support the final mission statement document, organizations can more easily obtain managers’ support for other strategy formulation, implementation, and evaluation activities. Thus the process of developing a mission statement represents a great opportunity for strategists to obtain needed support from all managers in the firm.


During the process of developing a mission statement, some organizations use discussion groups of managers to develop and modify the mission statement. Some organizations hire an outside consultant or facilitator to manage the process and help draft the language. Sometimes an outside person with expertise in developing mission statements and unbiased views can manage the process more effectively than an internal group or committee of managers. Decisions on how best to communicate the mission to all managers, employees, and external constituencies of an organization are needed when the document is in final form.

COMPONENTS OF A MISSION STATEMENT


Mission statements can and vary in length, content, format and specificity. Most practitioners and academicians of strategic management consider an effective statement to exhibit nine characteristics or components. Because a mission statement is often the most visible and public part of the strategic-management process, it is important that it includes all of these essential components. Components and corresponding questions that a mission statement should answer are the following:

1. Customers – Who are the firm’s customers?

2. Products or Services – What are the firm’s major products or services?

3. Markets – Geographically, where does the firm compete?

4. Technology – Is the firm technologically up to date?

5. Concern for survival, growth, and profitability – Is the firm committed to growth and financial soundness?

6. Philosophy – What are the basic beliefs, values, aspirations, and ethical priorities of the firm?

7. Self concept – What is the firm’s distinctive competence or major competitive advantage?

8. Concern for public image – Is the firm responsive to social, community, and environmental concerns?

9. Concern for employees – Are employees a valuable asset of the firm?

MISSION STATEMENTS OF SEVERAL ORGANIZATIONS

	Polytechnic University of the Philippines

	On the strength of this guiding philosophy and under the guidance of the Divine Providence, the University commits itself to: 

1. Democratize access to educational opportunities; 

2. Promote scientific consciousness and develop relevant expertise and competence, stressing their importance in building a truly independent and sovereign Philippines; 

3. Emphasize the unrestrained and unremitting search for and defense of truth as well as the advancement of moral and spiritual values; 

4. Promote awareness of our beneficial and relevant cultural heritage; 

5. Develop in the students and faculty self-discipline, nationalism and social consciousness, and the need to defend human rights; 

6. Provide the students and faculty with a liberal arts-based education essential to a broader understanding and appreciation of life and to the total development of the individual; 

7. Make the students and faculty conscious of technological, social as well as politico-economic problems and encourage them to contribute to the nationalist industrialization and overall economic development of the country; and 

8. Use and propagate the national language and other Philippine languages, and develop proficiency in English and other foreign languages required by the students’ fields of specialization. 

	Ateneo De Manila University

	As a University, the Ateneo de Manila seeks to preserve, extend, and communicate truth and apply it to human development and the preservation of the environment. 

As a Filipino University, the Ateneo de Manila seeks to identify and enrich Philippine culture and make its own. Through the education of the whole person and the formation of needed professionals and through various corporate activities, the University aims to contribute to the development goals of the nation.

As a Catholic University, the Ateneo de Manila seeks to form persons who, following the teachings and example of Christ, will devote their lives to the service of others and, through the promotion of justice, serve especially those who are most in need of help, the poor and the powerless. Loyal to the teachings of the Catholic Church, the University seeks to serve the Faith and to interpret its teachings to modern Philippine society.

As a Jesuit University, the Ateneo de Manila seeks the goals of Jesuit liberal education through the harmonious development of moral and intellectual virtues. Imbued with the Ignatian spirit, the University aims to lead its students to see God in all things and to strive for the greater glory of God and the greater service of mankind.

The University seeks all these, as an academic community, through the exercise of the functions proper to a university, that is, through teaching, research and service to the community.

	Jollibee Foods Corporation

	We bring great taste and happiness to everyone.

	San Miguel Corporation

	Making everyday life a celebration.

	Ayala Corporation

	Ayala Corporation, a holding company with a diverse business portfolio, has a legacy of pioneering the future. Founded in 1834, it has achieved its position of leadership by being values driven, goals oriented, and stakeholder focused. Anchored on values of integrity, long-term vision, empowering leadership, and commitment to national development, we fulfill our mission to ensure long-term profitability, increase shareholder value, provide career opportunities, and create synergies as we build mutually beneficial partnerships and alliances with those who share our philosophy and values. With entrepreneurial strength, we continue to create a future that nurtures to fruition our business endeavors and personal aspirations.

	United Coconut Planters Bank

	We will be the best bank for our clients by providing them the best service in the most inexpensive way possible.

	SM

	SM will provide one-stop shopping, dining, amusement, and entertainment convenience to meet the needs of a broad range of consumers in the Philippines. Thus, consumers will enjoy a wide selection of carefully selected specialty retail outlets, restaurants, and leisure facilities in the malls.

	PETRON

	We are a petroleum-based business enterprise in pursuit of growth and opportunities that are in the best interest of our shareholders.
We are committed to excellence in meeting customer’s expectations and in caring for our community and environment.
We shall conduct ourselves with professionalism, integrity, and fairness.

	SMART COMMUNICATIONS

	To be the true measure and standard of leadership in everything we do.

	GLOBE TELECOMS

	Our mission is to advance the quality of life by delivering the best solutions to the communications-based needs of our subscribing publics. We take lead of the industry as the service provider of choice. We secure our competitive edge by packaging solutions enhanced by pioneering innovations in service delivery, customer care, and the best appropriate technologies. We acknowledge the importance of our key stakeholders. In fulfilling our mission, we create value for: 

· Customers: Customer satisfaction is the key to our success. We help individuals improve their way of life and organizations do their business better. 

· Shareholders: Our business is sustained by the commitment of Ayala Corporation and Singapore Telecom International. We take pride and build on the value our shareholders provide. In return, we maximize the value of their investments. 

· Employees: Our human resources are our most valuable assets. We provide gainful employment that promotes the dignity of work and professional growth and thus attract and retain best-in-market talent. 

· Community: Community support is vital. We will act as responsible citizens in the communities in which we operate. 

· Government: We are the partners of government in nation building. We support and participate in the formation of policies, programs and actions that promote fair competition, judicious regulation and economic prosperity.


REVIEW QUESTIONS:
1. Do sari-sari stores need to have written mission statements? Why or why not?
2. Why do you think organizations that have comprehensive mission tend to be high performers?

3. Explain the principal value of a mission statement.

4. Write a business mission statement for an organization of your choice.

5. Select a mission statement from those enumerate above. Analyze and evaluate the mission statement you chose.
MODULE 3
TYPES OF STRATEGIES

OBJECTIVES:
After studying this module, you should be able to do the following:

1. Identify different types of business strategies.

2. Discuss guidelines when generic strategies are most appropriate to pursue.

3. Discuss Porter’s generic strategies.

This module brings strategic management to life with many contemporary examples. Sixteen types of strategies are defined and exemplified, including Michael Porter’s generic strategies: cost leadership, differentiation, and focus. Guidelines are presented for determining when different types of strategies are most appropriate to pursue.

INTEGRATION STRATEGIES

Forward integration, backward integration, and horizontal integration are sometimes collectively referred to as vertical integration strategies. Vertical integration strategies allow a firm to gain control over distributors, suppliers, and/or competitors.

Forward Integration 
Forward integration involves gaining ownership or increased control over distributors or retailers.

Backward Integration
Both manufacturers and retailers purchase need materials from suppliers, backward integration is a strategy of seeking ownership or increased control of a firm’s suppliers. This strategy can be especially appropriate when a firm’s current suppliers are unreliable, too costly, or cannot meet the firm’s needs.

Horizontal Integration
Horizontal integration refers to a strategy of seeking ownership of or increased control over a firm’s competitors. One of the most significant trends in strategic management today is the increased use of horizontal integration as a growth strategy. Mergers, acquisitions, and takeovers among competitors allow for increased economies of scale and enhanced transfer of resources and competencies.

INTENSIVE STRATEGIES
Market penetration, market development, and product development are sometimes referred to as intensive strategies because they require intensive efforts to improve a firm’s competitive position with existing products.

Market Penetration
A market penetration strategy seeks to increase market share for present products or services in present markets through greater marketing efforts. This strategy is widely used alone and in combination with other strategies. Market penetration includes increasing the number of salespersons, increasing advertising expenditures, offering extensive sales promotion items, or increasing publicity efforts.

Market Development
Market development involves introducing present products or services into new geographic areas. 

Product Development
Product development is a strategy that seeks increased sales by improving or modifying present products or services. Product development usually entails large research and development expenditures.

DIVERSIFICATION STRATEGIES

There are three general types of diversification strategies: concentric, horizontal, and conglomerate. Overall, diversification strategies are becoming less popular as organizations are finding it more difficult to manage diverse business activities. In the 1960s and 1970s, the trend was to diversify so as not to be dependent on any single industry, but the 1980s saw a general reversal of that thinking. Diversification is now on the retreat.

Concentric Diversification
Adding new, but related, products or services is widely called concentric diversification.

Horizontal Diversification
Adding new, unrelated products or services for present customers is called horizontal diversification.

Conglomerate Diversification
Adding new, unrelated products or services is called conglomerate diversification.

DEFENSIVE STRATEGIES

In addition to integrative, intensive, and diversification strategies, organizations also could pursue joint venture, retrenchment, divestiture or liquidation.

Joint Venture
Joint venture is a popular strategy that occurs when two or more companies form a temporary partnership or consortium for the purpose of capitalizing on some opportunity. This strategy can be considered defensive only because the firm is not undertaking the project alone. Often, the two or more sponsoring firms form a separate organization and have shared equity ownership in the new entity. 

Retrenchment
Retrenchment occurs when an organization regroups through cost and asset reduction to reverse declining sales and profits. Sometimes called a turn-around or reorganizational strategy, retrenchment is designed to fortify an organization’s basic distinctive competence. During retrenchment, strategists work with limited resources and face pressure from shareholders, employees, and the media. Retrenchment can entail selling off land and buildings to raise needed cash, reduce product lines, closing marginal businesses, closing obsolete factories, automating processes, reducing the number of employees, and instituting expense control systems.

Divestiture
Selling a division or part of an organization is called divestiture. Divestiture often is used to raise capital for further strategic acquisitions or investments. Divestiture can be part of an overall retrenchment strategy to rid an organization of businesses that are unprofitable, that require too much capital, or that do not fit well with the firm’s other activities.

Liquidation
Selling all of a company’s assets, in parts, for their tangible worth is called liquidation. Liquidation is recognition of defeat and consequently can be an emotionally difficult strategy. However, it may be better to cease operating than to continue losing large sums of money.

Combination
Many, if not most, organizations pursue a combination of two or more strategies simultaneously, but a combination strategy can be exceptionally risky if carried too far. No organization can afford to pursue all the strategies that might benefit the firm. Difficult decision must be made. Priorities must be established. Organizations, like individuals, have limited resources. Both organizations and individuals must choose among alternative strategies and avoid excessive indebtedness. 

Organizations cannot do too many things well because resources and talents get spread thin and competitors gain advantage. In large diversified companies, a combination strategy is commonly employed when different divisions pursue different strategies. Also, organizations struggling to survive may employ a combination of several defensive strategies, such as divestiture, liquidation, and retrenchment, simultaneously.

ACQUISITIONS, MERGERS AND LEVERAGED BUYOUTS
Acquisition and Merger are two commonly used ways to pursue strategies. An acquisition occurs when a large organization purchases (acquires) a smaller firm, or vice versa. A merger occurs when two organizations of about equal size unite to form one enterprise. When an acquisition or merger is not desired by both parties, it can be called a takeover or hostile takeover. 

There are many reasons for mergers and acquisitions, including the following:

· To provide improved capacity utilization

· To make better use of existing sales force

· To reduce managerial staff

· To gain economies of scale

· To smooth out seasonal trends in sales

· To gain access to new suppliers, distributors, customers, products, and creditors

· To gain new technology

· To reduce tax obligations

Leveraged Buyouts
A leveraged buyout (LBO) occurs when a corporation’s shareholders are bought out (hence buyout) by the company’s management and other private investors using borrowed funds (hence leveraged). Besides trying to avoid a hostile takeover, other reasons for initiating an LBO are senior management decisions that particular divisions do not fit into an overall corporate strategy or must be sold to raise cash, or receipt of an attractive offering price.

MICHAEL PORTER’S GENERIC STRATEGIES

According to Harvard University Professor Michael Porter, strategies allow organizations to gain competitive advantage from three different bases: cost leadership, differentiation, and focus. Porter calls these bases generic strategies. Cost leadership emphasizes producing standardized products at very low per-unit cost for consumers who are price-sensitive. Differentiation is a strategy aimed at producing products and services considered unique industrywide and directed at consumers who are relatively price-insensitive. Focus means producing products and services that fulfill the needs of small group consumers.

Porter’s strategies imply different organizational arrangements, control procedures, and incentive systems. Larger firms with greater access to resources typically compete on a cost leadership and/or differentiation basis, whereas smaller firms often compete on a focus basis.

Porter stresses the need for strategists to perform cost-benefit analyses to evaluate “sharing opportunities” among a firm’s existing and potential business units. Sharing activities and resources enhances competitive advantage by lowering costs or raising differentiation. In addition to prompting sharing, Porter stresses the need for firms to “transfer” skills and expertise among autonomous business units effectively in order to gain competitive advantage. Depending upon factors such as type of industry, size of firm, and nature of competition, various strategies could yield advantages in cost leadership, differentiation, and focus.

Cost Leadership Strategies
A primary reason for pursuing forward, backward, and horizontal integration strategies is to gain cost leadership benefits. But cost leadership generally must be pursued in conjunction with differentiation. A number of cost elements affect the relative attractiveness of generic strategies, including economies or diseconomies of scale achieved, learning and experience curve effects, the percentage of capacity utilization achieved, and linkages with suppliers and distributors.


Striving to be the low-cost producer in an industry can be especially effective when the market is composed of many price-sensitive buyers, when there are few ways to achieve product differentiation, when buyers do not care much about differences from brand to brand, or when there are a large number of buyers with significant bargaining power. The basic idea is to underprice competitors and thereby gain market share and sales, driving some competitors out of the market entirely.


A successful cost leadership strategy usually passes through the entire firm, as evidenced by high efficiency, low overhead, limited perks, intolerance of waste, intensive screening of budget requests, wide span of control, rewards linked to cost containment, and broad employee participation in cost control efforts. Some risks of pursuing cost leadership are that competitors may imitate the strategy, thus driving overall industry profits down; technological breakthroughs in the industry may make the strategy ineffective; or buyer interest may swing to other differentiation features besides price.

Differentiation Strategies
Different strategies offer different degrees of differentiation. Differentiation does not guarantee competitive advantage, especially if standard products sufficiently meet customer needs or if rapid imitation by competitors is possible. Successful differentiation can mean greater product flexibility, greater compatibility, lower costs, improved service, less maintenance, greater convenience, or more features. Product development is an example of a strategy that offers the advantages of differentiation.


A differentiation strategy should be pursued only after careful study of buyers’ needs and preferences to determine the feasibility of incorporating one of more differentiating features into a unique product that features the desired attributes. A successful differentiation strategy allows a firm to charge a higher price for its product and to gain customer loyalty because consumers may become strongly attached to the differentiation features. Special features to differentiate one’s product can include superior service, spare parts availability, engineering design, product performance, useful life, or ease of use.


A risk of pursuing a differentiation strategy is that the unique product may not be valued highly enough by customers to justify the higher rice. When this happens, a cost leadership strategy easily will defeat a differentiation strategy. Another risk of pursuing a differentiation strategy is that competitors may develop ways to copy the differentiating features quickly. Firms thus must find durable sources of uniqueness that cannot be imitated quickly or cheaply by rival firms.

Focus Strategies
A successful focus strategy depends upon an industry segment that is of sufficient size, has good growth potential, and is not crucial to the success of other major competitors. Strategies such as market penetration and market development offer substantial focusing advantages. Medium and large firms effectively can pursue focus-based strategies only in conjunction with differentiation or cost leadership-based strategies. All firms in essence follow a differentiated strategy. Because only one firm can differentiate itself with the lowest cost, the remaining firms in the industry must find other ways to differentiate their products.


Focus strategies are most effective when consumers have distinctive preferences of requirements and when rival firms are not attempting to specialize in the same target segment.


Risks of pursuing a focus strategy include the possibility that numerous competitors recognize the successful focus strategy and copy the strategy, or that consumer preferences drift toward the product attributes desired by the market as a whole. AN organization using a focus strategy may concentrate on a particular group of customers, geographic markets, or product line segments in order to serve a well-defined but narrow market better than competitors who serve a broader market.

The Value Chain
According to Porter, the business of a firm can best be described as a value chain in which total revenues minus total costs of all activities undertaken to develop and market a product or service yields value. All firms in a given industry have a similar value chain, which includes activities such as obtaining raw materials, designing products, building manufacturing facilities, developing cooperative agreements, and providing customer service. A firm will be profitable as long as total revenues exceed the total costs incurred in creating and delivering the product or service. Firms should strive to understand not only their own value chain operations, but also their competitors’, suppliers’, and distributors’ value chains.

The Competitive Advantage of Nations
Some countries around the world such as Brazil, offer abundant natural resources, while others, such as Mexico, offer cheap labor. Others, such as Japan, offer a high commitment to education, while still others, such as the United States, offer innovativeness and entrepreneurship. Countries differ in what they have to offer businesses, and firms increasingly are relocating various parts of their value chain operations to take advantage of what different countries have to offer. 

REVIEW QUESTIONS:
1. Explain Porter’s value chain concept.
2. Why is it not advisable to pursue too many strategies at once?

3. What are the advantages and disadvantage of diversification?

4. What are the implications of Porter’s “competitive advantage of nations” research?
MODULE 4
FORMULATING A STRATEGY
OBJECTIVES:
After studying this module, you should be able to do the following:

1. Describe what corporate, business and functional strategy is.

2. Describe how these strategies are formed.

3. Identify the factors that shape a company’s strategy.

4. Describe how to link strategy with ethics.

5. Discuss the SWOT matrix.

Strategy making is not just a task for senior executives. In large enterprises, decisions about what business approaches to take and what new moves to initiate involve senior executives in the corporate office, heads of business units and product divisions, the heads of major functional areas within a business or division (manufacturing, marketing and sales, finance, human resources, and the like), plant managers, product managers, district and regional sales managers, and lower-level supervisors. In diversified enterprises, strategies are initiated at four distinct organizations levels. There’s a strategy for the company and all of its businesses as a whole (corporate strategy). There’s a strategy for each separate business the company has diversified into (business strategy). Then there’s a strategy for each specific functional unit within a business (functional strategy)—each business usually has a production strategy, a marketing strategy, a finance strategy, and so on. And, finally, there are still narrower strategies for basic operating units—plants, sales districts and regions, and departments within functional areas (operating strategy). The first figure below shows the different strategies for a diversified company. The second one shows those for a single-business enterprise. In single-business enterprises, there are only three levels of strategy (business strategy, functional strategy, and operating strategy) unless diversification into other businesses becomes an active consideration.

CORPORATE STRATEGY
Corporate strategy is the overall managerial game plan for a diversified company. Corporate strategy extends companywide—an umbrella over all a diversified company’s businesses. It consists of the moves made to establish business positions in different industries and the approaches used to manage the company’s group of businesses. Forming corporate strategy for a diversified company involves four kinds of initiatives:

1. Making the moves to establish positions in different businesses and achieve diversifications. In a diversified company, a key piece of corporate strategy is how many and what kinds of businesses the company should be in—specifically, what industries should the company participate in and whether to enter the industries by starting a new business or acquiring another company (an established leader, an up-and-coming company or a troubled company with turnaround potential). This piece of corporate strategy establishes whether diversification is based narrowly in a few industries or broadly in many industries and whether the different businesses will be related or unrelated.

Strategy Making
      A DIVERSIFIED COMPANY



A SINGLE-BUSINESS COMPANY
2. Initiating actions to boost the combined performance of the businesses the firm has diversified into. As positions are created in the chosen industries, corporate strategy making concentrates on ways to strengthen the long-term competitive positions and profitabilities of the businesses the firm has invested in. Corporate parents can help their business subsidiaries be more successful by financing additional capacity and efficiency improvements, by supplying missing skills and managerial know-how, by acquiring another company in the same industry and merging the two operations into a stronger business, and/or by acquiring new businesses that strongly complement existing businesses. Management’s overall strategy for improving companywide performance usually involves pursuing rapid-growth strategies in the most promising businesses, keeping the other core businesses healthy, initiating turnaround efforts in weak-performing businesses, keeping the other core businesses healthy, initiating turnaround efforts in weak-performing businesses with potential, and divesting businesses that are no longer attractive or that do not fit into management’s long-range plans.
3. Pursuing ways to capture the synergy among related business units and turn it into competitive advantage. When a company diversifies into businesses with related technologies, similar operating characteristics, common distribution channels or customers, or some other synergistic relationship, it gains competitive advantage potential not open to a company that diversifies into totally unrelated businesses. Related diversification presents opportunities to transfer skills, share expertise or facilities, and leverage a common brand name, thereby reducing overall costs, strengthening the competitiveness of some of the company’s products or enhancing the capabilities of particular business units—any of which represent a significant source of competitive advantage and provide a basis for greater overall corporate profitability.

4. Establishing investment priorities and steering corporate resources into the most attractive business units. A diversified company’s different businesses are usually not equally attractive from the standpoint of investing additional funds. This aspect of corporate strategy making involves channeling resources into areas where earnings potentials are higher and away from areas where they are lower. Corporate strategy may include divesting business units that are chronically poor performers or those in an increasingly unattractive industry. Divesture frees up unproductive investments for redeployment to promising business nits or for financing attractive new acquisitions.
Corporate Strategy is created at the highest levels of management. Senior corporate executives normally have lead responsibility for devising corporate strategy and for choosing among whatever recommended actions bubble up from lower-level managers. Key business-unit heads may also be influential, especially in strategic decisions affecting the businesses they head. Major strategic decisions are usually reviewed and approved by the company’s board of directors.

BUSINESS STRATEGY
The business strategy (or business-level strategy) refers to the managerial game plan for a single business. It is mirrored in the pattern of approaches and moves created by management to produce successful performance in one specific line of business. For a stand-alone single-business company, corporate strategy and business strategy are one and the same since there is only one business to form a strategy for. The distinction between corporate strategy and business strategy is relevant only for the diversified firms.

The central thrust of business strategy is how to build and strengthen the company’s long-term competitive positions in the marketplace. Toward this end, business strategy is concerned principally with (1) forming responses to changes underway in the industry, the economy at large, the regulatory and political arena, and other relevant areas, (2) crafting competitive moves and market approaches that can lead to sustainable competitive advantage, (3) building competitively valuable competencies and capabilities, (4) uniting the strategic initiatives of functional departments, and (5) addressing specific strategic issues facing the company’s business.


Clearly, business strategy encompasses whatever moves and new approaches managers deem prudent in light of market forces, economic trends and developments, buyer needs and demographics, new legislation and regulatory requirements, and other such broad external factors. A good strategy is well-matched to the external situation; as the external environment changes in significant ways, the adjustments in strategy are made on an as-needed basis. Whether a company’s response to external change is quick or slow tends to be a function of how long events must unfold before managers can assess their implications and how much longer it then takes to form a strategic response. 


What separates a powerful business strategy from a weak one is the strategist’s ability to build a series of moves and approaches capable of producing sustainable competitive advantage. With a competitive advantage, a company has good prospects for above-average profitability and success in the industry. Without competitive advantage, a company risks being outcompeted by stronger rivals and locked into mediocre performance. Creating a business strategy that brings sustainable competitive advantage  has three factors: (1) deciding what product/service attributes (lower costs and prices, a better product, a wider product line, superior customer service, emphasis on a particular market niche) offer the best chance to win a competitive edge, (2) developing skills, expertise, and competitive capabilities that set the company apart from rivals; and ) trying to insulate the business as much as possible from the effect of competition.

Lead responsibility for business strategy is given to the manager in charge of the business. Even if he business head does not personally wield a heavy hand in the business strategy-making process, preferring to delegate much of the task to others, he is still accountable for the strategy and the results it produces.

FUNCTIONAL STRATEGY
The term functional strategy refers to the managerial game plan for a particular functional activity, business process, or key department within a business. Functional strategies, while narrower in scope than business strategies, add relevant detail to the overall business game plan by setting forth the actions, approaches, and practices to be employed in managing a particular functional department or business process or key activity. They aim at establishing or strengthening specific competencies and competitive capabilities calculated to enhance the company’s market position and standing with its customers. The primary role of a functional strategy is to support the company’s overall business strategy and competitive approach. Well-executed functional strategies give the enterprise competitively valuable competencies, capabilities, and resource strengths. A related role is to create a managerial roadmap for achieving the functional area’s objectives and mission. 

Lead responsibility for conceiving strategies for each of the various important business functions and processes is normally delegated to the respective functional department heads and activity managers unless the business-unit head decides to exert a strong influence. In creating strategy, the manager of a particular business function or activity ideally works closely with key subordinates and coordinates with the managers of other functions/processes and the business head often. 

OPERATING STRATEGY
Operating strategies concern the even narrower strategic initiatives and approaches for managing key operating units (plants, sales districts, distribution centers) and for handling daily operating tasks with strategic significance (advertising campaigns, materials purchasing, inventory control, maintenance, shipping). Operating strategies, while of limited scope, add further detail and completeness to functional strategies and to the overall business plan. Lead responsibility for operating strategies is usually delegated to frontline managers, subject to review and approval by higher-ranking managers. Even though operating strategy is at the bottom of the strategy-making hierarchy, its importance should not be downplayed.

FACTORS THAT SHAPE A COMPANY’S STRATEGY
Many situational considerations enter into creating strategy. These are (1) societal, political, regulatory and citizenship considerations; (2) competitive conditions and overall industry attractiveness; (3) the company’s market opportunities and external threat; (4) company resource strengths, competencies and competitive capabilities; (5) the personal ambitions, business philosophies and ethical beliefs of managers; and (6) the influence of shared values and company culture on strategy. The interplay of these factors and the influence that each has on the strategy-making process vary from situation to situation. Very few strategic choices are made in the same context—even in the same industry, situational factors differ enough from company to company that the strategies of rivals turn out to be quite distinguishable from one another rather than imitative. This is why carefully sizing up all the various situational factors, both external and internal, is the starting point in creating strategy.
Societal, Political, and Regulatory Considerations
What an enterprise can and cannot do strategy wise is always controlled by what is legal, by what complies with government policies and regulatory requirements, and by what is in harmony with societal expectations and the standards of good community citizenship. Other pressures also come from other sources—special-interest groups, the glare of investigative reporting, a fear of unwanted political action, and the stigma of negative opinion. Societal concerns over health and nutrition, alcohol and drug abuse, environmental pollution, sexual harassment, corporate downsizing, and the impact of plant closings on local communities have cause many companies to tone down or revise aspects of their strategies. 

Factoring in societal values and priorities, community concerns, and the potential for difficult legislations and regulatory requirements is a regular part of external situation analysis at more and more companies. Intense public pressure and adverse media coverage make such a practice prudent. The task of making an organization’s strategy socially responsible means (1) conducting organizational activities within the bounds of what is considered to be a in the general public interest; (2) responding positively to emerging societal priorities and expectations; (3) demonstrating a willingness to take action ahead of regulatory confrontation; (4) balancing stockholder interests against the larger interests of society as a whole; and (5) being a good citizen in the community.

Competitive Conditions and Overall Industry Attractiveness
An industry’s competitive conditions and overall attractiveness are big strategy-determining factors. A company’s strategy has to be tailored to the nature and mix of competitive factors in play—price, product quality, performance features, service, warranties and so on. When competitive conditions intensify significantly, a company must respond with strategic actions to protect its position. Competitive weakness on the part of one or more rivals may signal the need for a strategic offensive. Furthermore, fresh moves on the part of rival companies, changes in the industry’s price-cost-profit economies, shifting buyer needs and expectations, and new technological developments often alter the requirements for competitive success and mandate reconsideration of strategy. The industry environment, as it exists now and expected to exist later, thus has a direct bearing on a company’s best competitive strategy option and where it should concentrate its efforts. A company’s strategy cannot produce real market success unless it is well-matched to the industry and competitive situation. When a firm concludes its industry environment has grown unattractive and it is better off investing company resources elsewhere, it may begin a strategy of disinvestment and eventual abandonment. 
The Company’s Market Opportunities and External Threats
The particular business opportunities open to a company and the threatening external developments that it faces are key influences on strategy. Both point to the need for strategic action. A company’s strategy needs to be deliberately aimed t capturing its best growth opportunities, especially the ones that hold the most promise for building sustainable competitive advantage and enhancing profitability. Likewise, strategy should be geared to providing a defense against external threats to the company’s well-being and future performance. For strategy to be successful it has to be well matched to market opportunities and threatening external developments; this usually means creating offensive moves to capitalize on the company’s most promising market opportunities and making defensive moves to protect the company’s competitive position and long-term profitability.

Company Resource Strength, Competencies and Competitive Capabilities
One of the most fundamental strategy-shaping internal considerations is whether a company has or can acquire the resources, competencies, and capabilities needed to execute a strategy proficiently. An organization’s resources, competencies, and competitive capabilities are important strategy-making considerations because of (1) the competitive strengths they provide in capitalizing on a particular opportunity, (2) the competitive edge they may give a firm in the marketplace, and (3) the potential they have for becoming a basis of strategy.  The best path to competitive advantage is found where a firm has competitively valuable resources and competencies where rivals do not have matching or offsetting resources and competencies, and where rivals cannot develop comparable capabilities except at high cost and/or over an extended period of time.

Strategy must be well-matched to a company’s resource strengths and weaknesses and to its competitive capabilities. Experience shows that winning strategies aim squarely at capitalizing on a company’s resource strengths and neutralizing its resource deficiencies and skills gaps. An organization’s resource strengths make some strategies and market opportunities attractive to pursue; likewise, its resource deficiencies, its gaps in important skills and know-how, and the weaknesses in its present competitive market position make the pursuit of certain strategies or opportunities risky. Consequently, what resources, competencies, and capabilities a company has and how competitively valuable they are is a very relevant strategy-making consideration.

The Personal Ambitions, Business Philosophies, and Ethical Beliefs of Managers 
Managers do not just do what they want to do. Their choices are often influenced by their own vision of how to compete and how to position the enterprise and by what image and standing they want the company to have. Both casual observation and formal studies indicate that managers’ ambitions, values, business philosophies, attitudes toward risk, and ethical beliefs have important influences on strategy. Sometimes the influence of a manager’s personal values, experiences, and emotions is conscious and deliberate; at other times it may be unconscious. 
The Influence of Share Values and Company Culture on Strategy
An organization’s policies, practices, traditions, philosophical beliefs, and ways of doing things combine to create a distinctive culture. Typically, the stronger a company’s culture the more that culture is likely to shape the strategic actions it decides to employ, sometimes even dominating the choice of strategic moves. This is because culture-related values and beliefs are so embedded in management’s strategic thinking and actions that they conditions how the enterprise responds to external events. Such firms have a culture-driven bias about how to handle strategic issues and what kind of strategic moves it will consider or reject. Strong cultural influences partly account for why companies gain reputations for such strategic traits as leadership in technological advance and product innovation, dedication to superior craftsmanship, a desire to grow rapidly by acquiring other companies, having a strong people orientation and being a good company to work for, or unusual emphasis on customer service and total customer satisfaction.
LINKING STRATEGY WITH ETHICS

Strategy ought to be ethical. It should involve rightful actions, not wrongful ones; otherwise it will not pass the test of moral inspection. This means more than conforming to what is legal. Ethical and moral standards go beyond the prohibitions of law and the language “thou shalt not” to the issues of duty and language of “should do and should not do.” Ethics concerns human duty and the principles on which this duty rests.


Every business has an ethical duty to each of five constituencies: owners/ shareholders, employees, customers, suppliers, and the community at large. Each is a stakeholder in the enterprise, with certain expectations as to what the enterprise should do and how it should do it. Owners/shareholders, for instance, rightly expect a return on their investment. Business executives have a moral duty to pursue profitable management of the owners’ investment. 


A company’s duty to employees arises out of respect for the worth and dignity of individuals who devote their energies to the business and who depend on the business for their economic well-being. Principled strategy making requires that employee-related decisions be made fairly and compassionately, with concern for due process and for the impact that strategic change has on employees’ lives. At best, the chosen strategy should promote employee interests that concerns compensation, career opportunities, job security, and overall working conditions. At worst, the chosen strategy should not disadvantage employees. Even in crisis situations where adverse employee impact cannot be avoided, businesses have an ethical duty to minimize whatever hardships have to be imposed in the firm of workforce reductions, plant closings, job transfers, relocations, retraining, and loss of income.

The duty to the customer arises out of expectations that attend the purchase of a good or service. Inadequate appreciation of this duty led to product liability laws and a host of regulatory agencies to protect consumers. All kinds of strategy-related ethical issues still abound, however. 

A company’s ethical duty to its suppliers arises out of the market relationship that exists between them. They are both partners and adversaries. They are partners in the sense that the quality of suppliers’ parts affects the quality of a firm’s own product. They are adversaries in the sense that the supplier wants the highest price and profit it can get while the buyer wants a cheaper price, better quality and speedier service. A company confronts several ethical issues in its supplier relationships. 

A company’s ethical duty to the community at large stems from its status as a citizen of the community and as an institution of society. Communities and society are reasonable in expecting businesses to be good citizens—to pay their fair share of taxes for fire and police protection, waste removal, streets and highways, and so on, and to exercise care in the impact of their activities have on the environment, on society, and on the communities in which they operate. 
Carrying Out Ethical Responsibilities 


Management, and no one else, is responsible for managing the enterprise. Thus, it is management’s perceptions of its ethical duties and of constituents’ claims that drive whether and how strategy is lined to ethical behavior. Ideally, managers weigh strategic decisions from each constituent’s point of view and, where conflicts arise, strike a rational, objective, and equitable balance among the interests of all five stakeholders. If any of the five stakeholders conclude the management is not doing its duty, they have their own avenues for recourse. Concerned investors can protest at the annual shareholders’ meeting, appeal to the board of directors, or sell their stock. Concerned employees can unionize and bargain collectively, or they can seek employment elsewhere. Customers can switch to competitors. Suppliers can find other buyers or pursue other market alternatives. The community and society can do anything from staging protest marches and urging boycotts to stimulating political governmental action. 


A management that truly cares about business ethics and corporate social responsibility is proactive rather than reactive in linking strategic action and ethics. It avoids ethically or morally questionable business opportunities. It will not do business with suppliers that engage in activities the company does not agree with. It produces products that are safe for its customers to use. It operates a workplace environment that is safe for employees. It recruits and hires employees whose values and behavior match the company’s principles and ethical standards. It acts to reduce any environmental pollution it causes. It cares about how it does business and whether its actions reflect integrity and high ethical standards.
THE STRENGTHS-WEAKNESSES-OPPORTUNITIES-THREATS (SWOT) MATRIX
The Strengths-Weaknesses-Opportunities-Threats (SWOT) Matrix is an important matching tool that helps managers develop four types of strategies: SO Strategies, WO Strategies, ST Strategies, and WT Strategies. Matching key external and internal factors is the most difficult part of developing a SWOT Matrix and requires good judgment, and there is no one best set of matches. 

SO Strategies use a firm’s internal strengths to take advantage of external opportunities. All managers would like their organizations to be in a position where internal strengths can be used to take advantage of external trends and events. Organizations generally will pursue WO, ST, or WT Strategies in order to get into a situation where they can apply SO Strategies. When a firm has major weaknesses, it will strive to overcome them and make them strengths. When an organization faces major threats, it will seek to avoid them in order to concentrate on opportunities. 

WO Strategies aim at improving internal weaknesses by taking advantage of external opportunities. Sometimes key external opportunities exist, but a firm has internal weaknesses that prevent it from exploiting those opportunities. 

ST Strategies use a firm’s strengths to avoid or reduce the impact of external threats. This does not mean that a strong organization should always meet threats in the external environment head-on. 

WT Strategies are defensive tactics directed at reducing internal weaknesses and avoiding environmental threats. An organization face with numerous external threats and internal weaknesses may indeed be in an unsteady position. In fact, such a firm may have to fight for its survival, merge, retrench, declare bankruptcy, or choose liquidation.

A graphic presentation of the SWOT Matrix is presented below. Note that it is composed of nine cells. As shown, there are four key factor cells, four strategy cells, and one cell that is always left blank (the upper left cell). The four strategy cells labeled SO, WO, ST, and WT are developed after completing four key factor cells, labeled, S, W, O and T. There are eight steps involved in constructing a SWOT Matrix:

1. List the firm’s key external opportunities.

2. List the firm’s key external threats.

3. List the firm’s key internal strengths.

4. List the firm’s key internal weaknesses.

5. Match internal strengths with external opportunities and record the resulting SO Strategies in the appropriate cell.

6. Match internal weaknesses with external opportunities and record the resulting WO strategies.

7. Match internal strengths with external threats and record the resulting ST Strategies.

8. Match internal weaknesses with external threats and record the resulting WT Strategies.

THE SWOT MATRIX
	Always leave blank
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REVIEW QUESTIONS:
1. What are the four kinds of initiatives involved in creating corporate strategy? Explain each thoroughly.

2. Identify the personnel involved in the creation of the: (a) corporate strategy; (b) business strategy; (c) functional strategy; and (d) operating strategy.

3. Why are the personal ambitions, business philosophies and ethical beliefs of managers an important consideration in the shaping of a company’s strategies?
4. Comment on this: “Every strategic action a company takes should be ethical.”

MODULE 5
THE EXTERNAL ENVIRONMENT 
AND ITS ANALYSIS

OBJECTIVES:
After studying this module, you should be able to do the following:

1. Describe the key segments of the external environment.

2. Describe how to conduct an external strategic management analysis.

KEY SEGMENTS OF THE EXTERNAL ENVIRONMENT
The External Environment is composed of dimensions in the broader society that influence an industry and the firms within it. We group these dimensions into six environmental segments: (1) demographic (2) economic (3) political/legal (4) socio-cultural (5) technological and (6) global. 


Changes in external environment translate into changes in consumer demand for both industrial and consumer products and services. The key segments affect the types of products developed, the nature of positioning and market segmentation strategies, the types of services offered, and the choice of businesses to acquire or sell. External forces directly affect both suppliers and distributors. Identifying and evaluating external opportunities and threats enables organizations to develop a clear mission, to design strategies to achieve long-term objectives, and to develop policies to achieve annual objectives.


The increasing complexity of business today is evidenced by more countries’ developing the capacity and will to compete aggressively in world markets. Foreign businesses and countries are willing to learn, adapt, innovate, and invent to compete successfully in the marketplace.

THE DEMOGRAPHIC SEGMENT


The demographic segment is concerned with a population’s size, age structure, geographic distribution, ethnic mix, and income distribution. Demographic segments are analyzed on a global basis because of their potential effects across countries’ borders and because many firms compete in global markets.

Population Size
Observing demographic changes in populations highlights the importance of this environmental segment. For instance, some advanced nations have a negative population growth. In some countries, including the biggest western ones, couples are averaging fewer than two children. Various projections have been made about the world’s population. These projections suggest major 21st century challenges and business opportunities.

Age Structure
In some countries, the population’s average age is increasing. Contributing to this growth re increasing life expectancies. This trend may suggest numerous opportunities for firms to develop goods and services to meet the needs of an increasingly older population.

Geographic Distribution
For decades, the Philippine population has been shifting from the rural areas to the urban areas. This trend of relocating may well accelerate with the increase in terrorist activities in the provinces. The geographic distribution of populations throughout the whole world is also affected by the capabilities resulting from advances in communications technology. Through computer technologies, for instance, people can remain in their homes, communicating with others in remote locations to complete their work.

Ethnic Mix
The ethnic mix of countries’ populations continues to change. Through careful study, companies can develop and market products that satisfy the unique needs of different ethnic groups. Workforce diversity is also a socio-cultural issue. Effective management of culturally diverse workforce can produce a competitive advantage.

Income Distribution
Understanding how income is distributed within and across populations informs firms of different groups’ purchasing power and discretionary income. Studies of income distribution suggest that although living standards have improved over time, variations exist within and between nations. Of interest to firms are the average incomes of households and individuals.

THE ECONOMIC SEGMENT

The health of a nation’s economy affects individual firms and industries. Because of this, companies study the economic environment to identify changes, trends, and their strategic implications.


The economic environment refers to the nature and direction of the economy in which a firm competes or may compete. Because nations are interconnected as a result of the global economy, firms must scan, monitor, forecast, and assess the health of economies outside their host nation. For instance, many nations throughout the world are affected by the US economy.


The economic segment, with its economic issues, is intertwined closely with the realities of the external environment’s political/legal segment.

THE POLITICAL/LEGAL SEGMENT

The political/legal segment is the arena in which organizations and interest groups compete for attention, resources, and a voice of overseeing the body of laws and regulations guiding the interactions among nations. Essentially, this segment represents how organizations try to influence government and how governments influence them. Constantly changing, the segment influences the nature of competition.


Firms must carefully analyze a new political administration’s business-related policies and philosophies. Often, firms develop a political strategy to influence governmental policies and actions that might affect them. The effects of global governmental policies on a firm’s competitive position increase the importance of forming an effective political strategy.

THE SOCIOCULTURAL SEGMENT

The sociocultural segment is concerned with a society’s attitudes and cultural values. Because attitudes and values form the cornerstone of a society, they often drive demographic, economic, political/legal, and technological conditions and changes. It is important to note that a nation’s culture has a primary effect on its social character and health. Therefore, companies must understand the implications of a society’s attitudes and its cultural values to offer products that meet consumers’ needs.

THE TECHNOLOGICAL SEGMENT

Pervasive and diversified in scope, technological changes affect many parts of societies. These effects occur primarily through new product’s processes, and materials. The technological segment includes the institutions and activities involved with creating new knowledge and translating that knowledge into new outputs, products, processes and materials.


Given the rapid pace of technological change, it is vital for firms to thoroughly study the technological segment. The importance of these efforts is suggested by the finding that early adopters of new technology often achieve higher market shares and earn higher returns. Thus, executives must verify that their firm is continuously scanning the external environment to identify potential substitutes for technologies that are in current use, as well as to spot newly emerging technologies from which their firm could derive competitive advantage.


The Internet, a major technological development, is an excellent source of data and information for a firm to use to understand its external environment. Access to experts on various topics is available on the Internet. 


Another use of Internet technology is conducting business transactions between companies, as well as between a company and its customers. This will eliminate paper-based functions, flatten organization hierarchies, and shrink time and distance to a degree not possible before. Thus, a competitive advantage may accrue to the company that derives full value from the Internet in terms of both e-commerce activities and transactions taken to process the firm’s workflow.


While the Internet was a significant technological advance providing substantial power to companies utilizing its potential, wireless communication technology is the next critical technological opportunity. Handheld devices and other wireless communications will be used to access a variety of network-based services. Handheld computers with wireless connectivity, web-enabled mobile phones are some examples of this.


Clearly, the Internet and wireless forms of communications are important technological developments for many reasons. One reason for the importance, however, is that they facilitate the diffusion of other technology and knowledge critical for achieving and maintaining a competitive advantage. Technological knowledge is particularly important.

THE GLOBAL SEGMENT

The global segment includes relevant new global markets, existing markets that are changing, important international political events, and critical cultural and institutional characteristics of global markets. Globalization of business markets creates both opportunities and challenges for firms. For example, firms can identify and enter valuable new global markets. Many global markets are becoming borderless and integrated. In addition to contemplating opportunities, firms should recognize potential threats in these markets as well. 

The purpose of external analysis is to develop a finite list of opportunities that could benefit a firm and threats that should be avoided. As the term finite suggests, the external audit is not aimed at developing an exhaustive list of every possible factor that could influence the business; rather, it is aimed at identifying key variables that offer actionable responses. Enterprises should be able to respond either offensively or defensively to the factors by formulating strategies that take advantage of external opportunities or that minimize the impact of potential threats.

THE PROCESS OF PERFORMING THE EXTERNAL ANALYSIS

The process of performing an external analysis must involve as many managers and employees as possible. As a matter of fact, involvement in the strategic management process can lead to understanding and commitment from organizational members. Individuals appreciate having the opportunity to contribute ideas and to gain a better understanding of their firm’s industry, competitors and markets.


To perform external analysis, a company first must gather competitive intelligence and information about social, cultural, demographic, environmental, economic, political, legal, governmental, global and technological trends. Individuals can be asked to monitor various sources of information such as periodicals (magazines, newspapers, etc.). These persons can submit periodic scanning reports to a committee of managers charged with performing the external analysis. This approach provides a continuous stream of timely strategic information and involves many individuals in the external analysis process. On-line databases provide another source for gathering strategic information, as do corporate, university, and public libraries. Suppliers, distributors, salespersons, customers, and competitors represent other sources of vital information.


Once information is gathered, it should be assimilated and evaluated. A meeting or series of meetings is needed to collectively identify the most important opportunities and threats facing the firm. Critical success factors (or key results areas) should be listed on flip charts or a whiteboard. A prioritized list of these factors could be obtained by requesting all managers to rank the factors identified, from 1 for the most important opportunity/threat to the last number which represents the least important opportunity/threat. Critical success factors can vary over time and by industry. Relationships with suppliers or distributors are often a critical success factor. Other variables commonly used include market share, span of competing products, world economies, foreign affiliates, price competitiveness, technological advancements, increase or decrease of population, and interest rates. 


Experts emphasized that critical success factors should be (1) important to achieving long-term and annual objectives, (2) measurable, (3) relatively few in number, (4) applicable to all competing firms, and (5) hierarchical in the sense that some will pertain to the overall company and others will be more narrowly focused on functional or divisional areas. A final list of the most important critical success factors should be communicated and distributed widely in the organization. Both opportunities and threats can be critical success factors.

Scanning
Scanning entails the study of all segments in the external environment. Through scanning, firms identify early signals of potential changes in the general environment and detect changes that are already under way. When scanning, the firm often deals with ambiguous, incomplete, or unconnected data and information. Environmental scanning is critically important for firms competing in highly unstable environments. In addition, scanning activities must be aligned with the organizational context; a scanning system designed for an unstable environment is inappropriate for a firm in a stable environment.

Monitoring
When monitoring, analysts observe environmental changes to see if an important trend is emerging from among those spotted by scanning. Critical to successful monitoring is the firm’s ability to detect meaning in different environmental events and trends.


Effective monitoring requires the firm to identify important stakeholders. Because the importance of different stakeholders can vary over a firm’s life cycle, careful attention must be given to the firm’s needs an its stakeholder groups over time. Scanning and monitoring are particularly important when a firm competes in an industry with high technological uncertainty. Scanning and monitoring not only can provide the firm with information, they also serve as a means of importing new knowledge about markets and how to successfully commercialize new technologies that the firm has developed.

Forecasting
Scanning and monitoring are concerned with events and trends in the general environment at a point in time. When forecasting, analysts develop feasible projections of what might happen, and how quickly, as a result of the changes and trends detected through scanning and monitoring. 

Assessing
The objective of assessing is to determine the timing and significance of the effects of environmental changes and trends on the strategic management of the firm. Through scanning, monitoring, and forecasting, analysts are able to understand the general environment. Going a step further, the intent of assessment is to specify the implications of that understanding for the organization. Without assessment, the firm is left with data that may be interesting but are of unknown competitive relevance.
Review Questions:
1. Explain how to conduct and external analysis.
2. Identify a recent economic, social, political, or technological trend that significantly affects financial institutions.

3. Comment on the following statement: “Major opportunities and threats usually result from an interaction among key environmental trends rather than from a single external event or factor.”

4. How does the external analysis affect other components of the strategic management process?

MODULE 6
INDUSTRY AND 
COMPETITION ANALYSIS

OBJECTIVES:
After studying this module, you should be able to do the following:

1. Describe an industry’s dominant economic features.

2. Discuss the Five Forces Model of Competition.

3. Explain the drivers of change in the industry and the impact they have.

Crafting strategy is an analysis-driven exercise, not a task where managers can get by with opinions, good instincts and creative thinking. Judgments about what strategy to pursue need to flow directly from solid analysis of a company’s external environment and internal situation. One of the biggest considerations is the industry and competitive conditions, which is considered to be the heart of a Small and Medium Enterprise’s external environment. 


An industry’s economic traits and competitive conditions and how they are expected to change determine whether its future profit prospects will be poor, average, or excellent. Industry and competitive conditions differ so much that leading companies in unattractive industries can find it hard to earn respectable profits, while even weak companies in attractive industries can turn in good performances.

THE INDUSTRY’S DOMINANT ECONOMIC FEATURES

Because industries differ significantly in their character and structure, industry and competitive analysis begins with an overview of the industry’s dominant economic features. As a working definition, we use the word industry to mean a group of enterprises whose products have so many of the same attributes that they compete of the same buyers. The factors to consider in profiling an industry’s economic traits are fairly standard:

· Market size.

· Scope of competitive rivalry (local, regional, national, international, or global).

· Market growth rate and where the industry is in the growth cycle (early development, rapid growth and takeoff, early maturity, mature, saturated and stagnant, declining).

· Number of rivals and their relative sizes—is the industry fragmented with many small companies or concentrated and dominate by a few large companies?

· The number of buyers and their relative sizes.

· The prevalence of backward and forward integration.

· The types of distribution channels used to access buyers.

· The pace of technological change in both production process innovation and new product introductions.

· Whether the product(s)/service(s) of rival firms are highly differentiated, weakly differentiated, or essentially identical.

· Whether companies can realize economies of scale in purchasing, manufacturing, transportation, marketing, or advertising.

An industry’s economic features are important because of the implications they have for strategy.

COMPETITION AND THE STRENGTH OF EACH COMPETITIVE FORCE
An important part of industry and competitive analysis is to delve into the industry’s competitive process to discover the main sources of competitive pressure and how strong each competitive force is. This analytical step is essential because managers cannot devise a successful strategy without understanding the industry’s competitive character.

The Five-Forces Model of Competition 

Even though competitive pressures in various industries are never precisely the same, the competitive process works similarly enough to use a common analytical framework in gauging the nature and intensity of competitive forces. As Professor Michael Porter of the Harvard Business School has convincingly demonstrated, the state of competition in an industry is a composite of fie competitive forces:

1. The rivalry among competing sellers in the industry.

2. The market attempts of companies in other industries to win customers over to their own substitute products.

3. The potential entry of new competitors.

4. The bargaining power and leverage suppliers of inputs can exercise.

5. The bargaining power and leverage exercisable by buyers of the product.

Porter’s five-forces model, as depicted below is a powerful tool for systematically diagnosing the chief competitive pressures in a market and assessing how strong and important each one is. Not only is it the most widely used technique of competition analysis, but it is also relatively easy to understand and apply.

The Five-Forces Model of Competition

Source: Adapted from Michael E. Porter, “How Competitive Forces Shape Strategy,” Harvard Business Review 57, no. 2 (March-April 1979), pp. 137-45.
Threat of New Entrants 

Evidence suggests that companies often find it difficult to identify new competitors. Identifying new entrants is important because they can threaten the market share of existing competitors. One reason new entrants pose such a threat is that they bring additional production capacity. Unless the demand for a good or service is increasing, additional capacity holds consumers’ costs down, resulting in less revenue and lower returns for competing firms. Often, new entrants have a keen interest in gaining a large market share. As a result, new competitors may force existing firms to be more effective and efficient and to learn how to compete on new dimensions.


The likelihood that firms will enter an industry is a function of two factors: barriers to entry and the retaliation expected from current industry participants. Entry barriers make it difficult for new firms to enter an industry and often place them at a competitive disadvantage even when they are able to enter. As such, high entry barriers increase the returns for existing firms in the industry.

Barriers to Entry. Existing competitors try to develop barriers to entry. In contrast, potential entrants seek markets in which the entry barriers are relatively insignificant. The absence of entry barriers increases the probability that a new entrant can operate profitably. There are several kinds of potentially significant entry barriers.

· Economies of Scale. Economies of scale are “the marginal improvements in efficiency that a firm experiences as it incrementally increases it size.” Therefore, as the quantity of a product produced during a given period increases, the cost of manufacturing each unit declines. Economies of scale can be developed in most business functions, such as marketing, manufacturing, research and development, and purchasing. Increasing economies of scale enhances a firm’s flexibility. For instance, a firm may choose to reduce its price and capture a greater share of the market. Alternatively, it may keep its price constant to increase profits.

· Product Differentiation. Over time, customers may come to believe that a firm’s product is unique. This belief can result from the firm’s service to the customer, effective advertising campaigns, or being the first to market a good or service. Customers valuing a product’s uniqueness tend to become loyal to both the product and the company producing it. Typically, new entrants must allocate many resources over time to overcome existing customer loyalties. To combat the perception of uniqueness, new entrants frequently offer products at lower prices.

· Capital Requirements. Competing in a new industry requires the firm to have resources to invest. In addition to physical facilities, capital is needed for inventories, marketing activities, and other critical business functions. Even when competing in a new industry is attractive, the capital required for successful market entry may not be available to pursue an apparent market opportunity.

· Switching Costs. Switching costs are the one-time costs customers incur when they buy form a different supplier. 

· Access to Distribution Channels. Access to distribution channels can be a strong entry barrier for new entrants, particularly in consumer nondurable good industries and international markets. Thus, new entrants have to persuade distributors to carry their products, either in addition to or in place of those currently distributed.

· Cost Disadvantages Independent of Scale. Sometimes, established competitors have cost advantages that new entrants cannot duplicate. Proprietary product technology, favorable access to raw materials, desirable locations, and government subsidies are examples.

· Government Policy. Through licensing and permit requirements, governments can also control entry into an industry.

Expected Retaliation. Firms seeking to enter an industry also anticipate the reactions of firms in the industry. An expectation of swift and vigorous competitive responses reduces the likelihood of entry. Vigorous retaliation can be expected when the existing firm has a major stake in the industry, when it has substantial resources, and when industry growth is slow or constrained.


Locating market niches not being served by incumbents allows the new entrant to avoid entry barriers. Small entrepreneurial firm are generally best suited for identifying and serving neglected market segments.

Bargaining Power of Suppliers

Increasing prices and reducing the quality of its products are potential means used by suppliers to exert power over firms competing within an industry. If a firm is unable to recover cost increases by its suppliers through hits pricing structure, its profitability is reduced by its suppliers’ actions. A supplier group is powerful when

· It is dominated by a few large companies and is more concentrated than the industry to which it sells.

· Satisfactory substitute products are not available to industry firms.

· Industry firms are not a significant customer for the supplier group.

· Suppliers’ goods are critical to buyers’ marketplace success.

· The effectiveness of suppliers’ products has created high switching costs for industry firms.

· It poses a credible threat to integrate forward into the buyers’ industry. Credibility is enhanced when suppliers have substantial resources and provide a highly differentiated product.

Bargaining Power of Buyers


Firms seek to maximize the return on their invested capital. Alternatively, buyers (customers of an industry or firm) want to buy products at the lowest possible price—the point at which the industry earns the lowest acceptable rate of return on its invested capital. To reduce their costs, buyers bargain for higher quality, greater levels of service, and lower prices. These outcomes are achieved by encouraging competitive battles among the industry’s firms. Customers (buyer groups) are powerful when

· They purchase a large portion of an industry’s total output.

· The sale of the product being purchased account for a significant portion of the seller’s annual revenues.

· They could switch to another product at little, if any, cost.

· The industry’s products are undifferentiated or standardized, and the buyers pose a credible threat if they were to integrate backward into the sellers’ industry.

Threat of Substitute Products

Substitute products are goods or services from outside a given industry that perform similar or the same functions as a product that the industry produces. In general, product substitutes present a strong threat to a firm when customers face few, if any, switching costs and when the substitute product’s price is lower or its quality and performance capabilities are equal to or greater than those of the competing product. Differentiating a product along dimensions that customers value (such as price, quality, service after the sale, and location) reduces a substitute’s attractiveness.

Intensity of Rivalry Among Competitors

Because and industry’s firms are mutually dependent, actions taken by one company usually invite competitive responses. Thus, in many industries, firms actively compete against one another. Competitive rivalry intensifies when a firm is challenged by a competitor’s actions or when an opportunity to improve its market positions is recognized.


Firms within industries are rarely homogenous, they differ in resources and capabilities and seek to differentiate themselves from competitors. Typically, firms seek to differentiate their products from competitors’ offerings in ways that customers value and in which the firms have a competitive advantage. Visible dimensions on which rivalry is based include price, quality, and innovation.


Various factors influence the intensity of rivalry between or among competitors. The following are the most important factors that experience shows to affect the intensity of firms’ rivalries:

· Numerous or Equally Balanced Competitors. Intense rivalries are common in industries with many companies. With multiple competitors, it is common for a few firms to believe that they can act without eliciting a response, However, evidence suggests that other firms generally are aware of competitors’ actions, often choosing to respond to them. At the other extreme, industries with only a few firms of equivalent size and power also tend to have strong rivalries. The large and often similar-sized resource bases of these firms permit vigorous actions and responses.
· Slow Industry Growth. When a market is growing firms try to effectively use resources to serve an expanding customer base. Growing markets reduce the pressure to take customers from competitors. However, rivalry in nongrowth or slow-growth markets becomes more intense as firms battle to increase their market shares by attracting competitors’ customers.
· High Fixed Costs or High Storage Costs.  When fixed costs account for a large part of total costs, companies try to maximize the use of their productive capacity. Doing so allows the firm to spread costs across a larger volume of output. However, when many firms attempt to maximize their productive capacity, excess capacity is created on an industry-wide basis. To then reduce inventories, individual companies typically cut the price of their product and offer rebates and other special discounts to customers. These practices, however, often intensify competition. The pattern of excess capacity at the industry level followed by intense rivalry at the firm level is observed frequently in industries with high storage costs. Perishable products, for instance, lose their value rapidly with the passage of time. As their inventories grow, producers of perishable goods often use pricing strategies to sell products quickly.
· Lack of Differentiation or Low Switching Costs.  When buyers find a differentiated product that satisfies their needs, they frequently purchase the product loyally over time. Industries with many companies that have successfully differentiated their products have less rivalry, resulting in lower competition for individual firms. However, when buyers view products as commodities (as products with few differentiated features or capabilities), rivalry intensifies. In these instances, buyers’ purchasing decisions are based primarily on price and, to a lesser degree, service.
The effect of switching costs is identical to that described for differentiated products. The lower the buyers’ switching costs, the easier it is for competitors to attract buyers through pricing and service offerings. High switching costs, however, at least partially insulate the firm from rivals’ efforts to attract customers.

· High Strategic Stakes. Competitive rivalry is likely to be high when it is important for several of the competitors to perform well in the market. High strategic stakes can also exist in terms of geographic locations. For example, major Philippine companies are committed to a significant presence in Metro Manila. A key reason is that Metro Manila is where a big market for their products exists. It should be noted that while close proximity tends to promote greater rivalry, physically proximate competition has potentially positive benefits as well. For instance, when competitors are located near each other, it is easier for suppliers to serve them and they can develop economies of scale that lead to lower production costs. Additionally, communications with key industry stakeholders such as suppliers are facilitated and more efficient when the yare close to the firm.

· High Exit Barriers. Sometimes companies continue competing in an industry even though the returns on their invested capital re low or negative. Firms making this choice likely face high exit barriers, which include economic, strategic, and emotional factors causing companies to remain in the industry when the profitability of doing so is questionable. Common exit barriers are:
1. Specialized assets (assets with values linked to a particular business or location).

2. Fixed costs of exit (such as labor agreements).

3. Strategic interrelationships (relationships of mutual dependence, such as those between one business and other parts of a company’s operations including shared facilities and access to financial markets).

4. Emotional barriers (aversion to economically justified business decisions because of fear for one’s own career, loyalty to employees, and so forth).

5. Government and social restrictions (these restrictions are often based on government concerns for job losses and regional economic effects). 

THE DRIVERS OF CHANGE IN THE INDUSTRY AND THE IMPACT THEY HAVE
An industry’s economic features and competitive structure say a lot about the character of industry and competitive conditions but very little about how the industry environment may be changing. All industries are characterized by trends and new development that gradually or speedily produce changes important enough to require a strategic response from participating firms. The popular hypothesis about industries going through evolutionary phases or life-cycle stages helps explain industry change but is still incomplete. The life-cycle stages are strongly keyed to changes in the overall industry growth rate (which is why such terms as rapid growth, early maturity, saturation, and decline are used to describe the stages). Yet there are more causes of industry change than an industry’s position on the growth curve.
The Concept of Driving Forces

While it is important to judge what growth stage an industry is in, there’s more value in identifying the factors causing fundamental industry and competitive adjustments. Industry and competitive conditions change because forces are in motion that create incentives or pressures for change. The most dominant forces are called driving forces because they have the biggest influence on what kinds of changes will take place in the industry’s structure and environment. Driving forces analysis has two steps: identifying what the driving forces are and assessing the impact they will have on the industry.

The Most Common Driving Forces

Many events can affect an industry powerfully enough to qualify as driving forces. Some are one of a kind, but most fall into one of several basic categories.

· Changes in the long-term industry growth rate. Shifts in industry growth up or down are a force for industry change because they affect the balance between industry supply and buyer demand, entry and exit, and how hard it will be for a firm to capture additional sales. An rise in long-term demand attracts new entrants to the market and encourages established firms to invest in additional capacity. A shrinking market can cause some companies to exit the industry and induce those remaining to close their least efficient plants and retrench.

· Changes in who buys the product and how they use it. Shifts in buyer demographics and new ways of using the product can alter the state of competition by forcing adjustments in customer service offerings (credit, technical assistance, maintenance and repair), opening the way to market the industry’s product through a different mix of dealers and retail outlets, prompting producers to broaden/narrow their product lines, bringing different sales and promotion approaches into play.

· Production innovation. Product innovation can shake up the structure of competition by broadening an industry’s customer base, rejuvenating industry growth, and widening the degree of product differentiation among rival sellers. Successful new product introductions strengthen the market position of the innovating companies, usually at the expense of companies who stick with their old products or are slow to follow with their own versions of the new product.

· Technological change. Advances in technology can dramatically alter an industry’s landscape, making it possible to produce new and/or better products at lower cost and opening up whole industry frontiers. Technological developments can also produce significant changes in capital requirements, minimum efficient plant sizes, vertical integration benefits, and learning or experience curve effects.

· Marketing innovation. When firms are successful in introducing new ways to market their products they can spark a burst of buyer interest, widen industry demand, increase product differentiation, and/or lower unit costs—any or all of which can alter the competitive positions of rival firms and force strategy revisions. 

· Entry or exit of major firms. The entry of one or more foreign companies into a market once dominated by domestic firms nearly always shakes up competitive positions. Likewise, when an established domestic firm from another industry attempts entry either by acquisition or by launching it own start-up venture, it usually applies its skills and resources in some innovative fashion that pushes competition in new directions. Entry by a major firm often produces a “new ball game” with new key players and new rules for competing. Similarly, exit of a major firm changes the competitive structure by reducing the number of market leaders (perhaps increasing the dominance of the leader who remain) and causing a rush to capture the exiting firm’s customers.

· Diffusion of technical know-how. As knowledge about how to perform an activity or execute a manufacturing technology spreads, any technically based competitive advantage held by firms originally possessing this know-how erodes. The diffusion of such know-how can occur through scientific journals, trade publications, on-site plant tours, word-of-mouth among suppliers and customers, and the hiring away of knowledgeable employees. It can also occur when the possessors of technological know-how license others to use it for a royalty fee or team up with a company interested in turning the technology into a new business venture. Quite often, technological know-how can be acquired by simply buying a company that has the wanted skills, patents, or manufacturing capabilities.

· Increasing globalization of the industry. Industries move toward globalization for any of several reasons. One or more rationally prominent firms may launch aggressive long-term strategies to win a globally dominant market position. Demand for the industry’s product may rise in more and more countries. Trade barriers may drop. Technology transfer may open the door for more companies in more countries to enter the industry arena on a major scale. Significant labor cost differences among countries may create a strong reason to locate plants for labor-intensive products in low-wage countries. Firms with world-scale volumes as opposed to national-scale volumes may gain important cost economies. Multinational companies with the ability to transfer their production, marketing, and management know-how from country to country at very low cost can sometimes gain a significant competitive advantage over domestic-only competitors. As a consequence, global competition usually shifts the pattern of competition among an industry’s key players, favoring some and hurting others. Such occurrences make globalization a driving force in industries (1) where scale economies are so large that rival companies need to market their product in many country markets to gain enough volume to drive unit costs down, (2) where low-cost production is a critical consideration (making it imperative to locate plant facilities in countries where the lowest costs can be achieved), (3) where one or more growth-oriented companies are pushing hard to gain a significant competitive position in as many attractive country markets as they can, and (4) based on natural resources (supplies of crude oil, copper, and cotton, for instance, are geographically scattered all over the globe).

· Changes in cost and efficiency. Widening or shrinking differences in the costs and efficiency among key competitors tends to dramatically alter the state of competition.

· Regulatory influences and government policy changes. Regulatory and governmental actions can often force significant changes in industry practices and strategic approaches. In international markets, host governments can drive competitive changes by opening up their domestic markets to foreign participations or closing them of to protect domestic companies.

· Changing societal concerns, attitudes, and lifestyles. Emerging social issues and changing attitudes and lifestyles can instigate industry change. 

· Reduction in uncertainty and business risk. A young emerging industry is typically characterized by an unproven cost structure and uncertainty over potential market size, how much time and money will be needed to surmount technological problems, and what distribution channels to emphasize. Emerging industries tend to attract only risk-taking entrepreneurial companies.

The many different potential driving forces explain why it is too simplistic to view industry change only in terms of the growth stages model and why a full understanding of the causes underlying the emergence of new competitive conditions is a fundamental part of industry analysis.


However, while many forces of change may be at work in a give industry, no more than three or four are likely to qualify as driving forces in the sense that they will act as the major determinants of why and how the industry and competitive change carefully enough to separate major factors from minor ones.

The Link Between Driving Forces and Strategy

Sound analysis of an industry’s driving forces is a prerequisite to sound strategy making. Without keen awareness of what external factors will produce the biggest potential changes in the company’s business over the next one to three years, managers are uncertain about the implications of each driving force or if their views are incomplete or off-base, it’s difficult for them to craft a strategy that is responsive to the driving forces and their consequences for the industry. So driving forces analysis is not something to take lightly; it has practical strategy-making value and is basic to the task of thinking about where the business is headed and how to prepare for the changes.

Review Questions:

1. Why is it important for an enterprise to study and understand its internal environment?
2. What are an industry’s dominant economic features.

3. How do the Five Forces of Competition in an industry affect its profit potential? Explain.
4. Enumerate and explain the drivers of change in the industry and the impact they have.
MODULE 7
The Internal Environment 
and Its Analysis

OBJECTIVES:
After studying this module, you should be able to do the following:

1. Discuss the importance of internal analysis.

2. Describe how to perform an internal analysis.

3. Describe the key elements of a firm’s internal environment.
4. Perform a value chain analysis.

THE IMPORTANCE OF INTERNAL ANALYSIS

All organizations have strengths (competitive advantage) and weaknesses. Internal strengths and weaknesses, together with external opportunities and threats and a clear statement of mission, provide a basis for establishing objectives and strategies. Objectives and strategies are established with the intention of capitalizing upon internal strength and overcoming weaknesses. 

In the global economy, traditional factors—such as labor costs, access to financial resources and raw materials, and protected or regulated markets—continue to be sources of competitive advantage, but to a lesser degree than before. One important reason for this decline is that the advantages crated by these sources can be overcome through an international strategy and by the relatively free flow of resources throughout the global economy. 

Few firms can consistently make the most effective strategic decisions unless they can change rapidly. A key challenge to developing the ability to change rapidly is fostering an organization setting in which experimentation and learning are expected and promoted. 

In addition to the firm’s ability to change rapidly, a different managerial mindset is required for firms to be successful in the global economy. Most top-level managers recognize the need to change their mind-sets, but many hesitate to do so.

Also critical is that managers view the firm as a bundle of heterogeneous resources, capabilities, and core competencies that can be used to create an exclusive market position. This perspective suggests that individual firms posses at least some resources and capabilities that other companies do not—at least not in the same combination. Resources are the source of capabilities, some of which lead to the development of the firm’s core competencies. Essentially, the mind-set needed in the global economy requires decision makers to define their firm’s strategy in terms of a unique competitive position, rather than strictly in terms of operational effectiveness. For instance, Michael Porter argues that quests for productivity, quality, and speed from using a number of management techniques—total quality management, benchmarking, time-based competition, and re-engineering—have resulted in operational efficiency, but have not resulted in strong sustainable strategies.

CREATING VALUE
By exploiting core competencies and meeting the demanding standards of global competition, firms create value for customers. Value is measured by a product’s performance characteristics and by its attributes for which customers are willing to pay.


Ultimately, creating customer value is the source of a firm’s potential to earn above-average returns. What the firm intends regarding value creation affects its choice of business-level strategy and its organizational structure. Value is created by a product’s low cost and high differentiation, compared to competitors’ offerings. A business-level strategy is effective only when its use is grounded in exploiting the firm’s current core competencies wile actions are being taken to develop the core competencies that will be needed to effectively use “tomorrow’s” business-level strategy. Thus, successful firms continuously examine the effectiveness of current and future core competencies.

THE PROCESS OF PERFORMING INTERNAL ANALYSIS
The process of performing an internal analysis closely parallels the process of performing an external analysis. Representative managers and employees from throughout the firm need to be involved in determining a firm’s competitive advantage (strengths) and weaknesses. The internal analysis requires gathering and assimilating information about the firm’s operation.


Compared to the external analysis, the process of performing an internal analysis provides more opportunity for participants to understand how their jobs, departments, and divisions fit the whole organization. This is a great benefit because managers and employees perform better when they understand how their work affects other areas and activities of the firm.


Performing an internal analysis requires gathering, assimilating, and evaluating information about the firm’s operations. Critical success factors, consisting of strengths and weaknesses can be identified and prioritized. 
KEY ELEMENTS OF THE INTERNAL ENVIRONMENT

Resources, capabilities, and core competencies are the elements that make up the foundation of competitive advantage. Resources are the source of a firm’s capabilities. Capabilities in turn are the source of a firm’s core competencies, which are the basis of competitive advantages.

Resources

Broad in scope, resources cover a spectrum of individual, social, and organizational phenomena. Typically, resources alone do not yield a competitive advantage. In fact, a competitive advantage is created through the unique bundling of several resources. 


Some of the firms resources are tangible while others are intangible. Tangible resources are assets that can be seen and quantified. Production equipment, manufacturing plants, and formal reporting structures are examples of tangible resources. Intangible resources include assets that typically are rooted deeply in the firm’s history and have accumulated over time. Because they are embedded in unique patterns of routines, intangible resources are relatively difficulty for competitors to analyze and imitate. Knowledge, trust between managers and employees, ideas, the capacity for innovation, managerial capabilities, organizational routines (the unique ways people work together), scientific capabilities, and the firm’s reputation for its goods or services and how it interacts with people (such as employees, customers, and suppliers) are all examples of intangible resources. The three types of intangible resources are human, innovation and reputational.

Tangible Resources. As tangible resources, a firm’s borrowing capacity and the status of its plant and equipment are visible. The value of many tangible resources can be established through financial statements, but these statements do not account for the value of all of a firm’s assets, because they disregard some intangible resources. As such, each of the firm’s sources of competitive advantage typically are not reflected fully on corporate financial statements. The value of tangible resources is also constrained because they are difficult to control—it is hard to derive additional business or value from a tangible resource. 


Although manufacturing assets are tangible, many of the processes to use these assets are intangible. Thus, the learning and potential proprietary processes associated with a tangible resource, such as manufacturing equipment, can have unique intangible attributes such as quality, just-in-time management practices, and unique manufacturing processes that develop over time and create competitive advantage.

Intangible Resources. Compared to tangible resources, intangible resources are a superior and more potent source of core competencies. In the global economy, the success of a corporation lies more in its intellectual and systems capabilities than in its physical assets. Moreover, the capacity to manage human intellect—and to convert it into useful products and services—is fast becoming the critical executive skill of the age.


Because intangible resources are less visible and more difficult to competitors to understand, purchase, imitate, or substitute for, firms prefer to rely on them rather than tangible resources as the foundation for their capabilities and core competencies. In fact, the more unobservable (that ism intangible) a resource is, the more sustainable will be the competitive advantage that is based on it. Another benefit of intangible resources is that, unlike most tangible resources, their use can be controlled. With intangible resources, the larger the network of users, the greater is the benefit to each party. For instance, sharing knowledge among employees does not diminish its value for any one person. To the contrary, two people sharing their individualized knowledge sets often can e leveraged to create additional knowledge that although new to each of them, contributes to performance improvements for the firm. 
Capabilities

As a source of capabilities, tangible and intangible resources are a critical part of the pathway to the development of competitive advantage.


Capabilities are the firm’s capacity to deploy resources that have been purposely integrated to achieve a desired end state. The glue binding an organization together, capabilities emerge over time through complex interaction among tangible and intangible resources. Critical to the forming of competitive advantages, capabilities are often based on developing, carrying, and exchanging information and knowledge through the firm’s human capital. Because a knowledge base is grounded in organizational actions that may not be explicitly understood by all employees, repetition and practice increase the value of a firm’s capabilities. 


The foundation of many capabilities lies in the skills and knowledge of a firm’s employees and, often, their functional expertise. Hence, the value of human capital in developing and using capabilities and, ultimately, core competencies cannot be overstated. Firms committed to continuously developing their people’s capabilities seem to accept the saying that “the person who knows how will always have a job. The person who knows why will always be his boss.”


Capabilities are often developed in specific functional areas (such as manufacturing, R&D, and marketing) or in a part of a functional area (for example, advertising). Research suggests a relationship between capabilities developed in particular functional areas and the firm’s financial performance at both the corporate and business-unit levels, suggesting the need to develop capabilities at both levels.

Examples of Firms’ Capabilities

	Functional Areas
	Capabilities

	Distribution
	· Effective use of logistics management techniques

	Human Resources
	· Motivating, empowering, and retaining employees

	Management Information System
	· Effective and efficient control of inventories through point-of-purchase data collection methods

	Marketing
	· Effective promotion of brand-name products

· Effective customer service

	Management
	· Ability to envision the future of clothing

· Effective organizational structure 

	Manufacturing
	· Design and production skills yielding reliable products

· Product and design quality

· Production of technologically sophisticated automobile engines

· Miniaturization of components and products

	Research & Development
	· Exceptional technological capability

· Development of sophisticated elevator control systems

· Rapid transformation of technology into new products and processes

· Deep knowledge of silver-halide materials

· Digital technology


Core Competencies

Core competencies are resources and capabilities that serve as a source of a firm’s competitive advantage over rivals. Core competencies distinguish a company competitively and reflect its personality. Core competencies emerge over time through an organizational process of accumulating and learning how to deploy different resources and capabilities. As the capacity to take action, core competencies are the activities the company performs especially well compared to competitors and through which the firm adds unique value to its goods or services over a long period of time.


Not all of a firm’s resources and capabilities are strategic ones—that is, assets that have competitive value and the potential to serve as a source of competitive advantage. Some resources and capabilities may result in incompetence, because they represent competitive areas in which the firm is weak compared to competitors. Thus, some resources or capabilities may stifle or prevent the development of a core competence. To be successful, firms must locate external environmental opportunities that can be exploited through their capabilities, while avoiding competition in areas of weaknesses.


An important question is “How many core competencies are required for the firm to have a sustained competitive advantage?” Responses to this question vary. Experts recommend three or four competencies around which companies frame their strategic actions. Supporting and nurturing more than four core competencies may prevent a firm from developing the focus it needs to fully exploit its competencies in the marketplace.

Building Core Competencies. Two tools help the firm identify and build its core competencies. The first consists of four specific criteria of sustainable advantage that firms can use to determine those resources and capabilities that are core competencies. The second tool is the value chain analysis. Firms use this tool to select the value-creating competencies that should be maintained, upgraded, or developed and those that should be outsourced.

Four Criteria of Sustainable Competitive Advantage
Capabilities that are valuable, rare, costly to imitate, and non-substitutable are strategic capabilities. Also called core competencies, strategic capabilities are a source of competitive advantage for the firm over its rivals. Capabilities failing to satisfy the four criteria of sustainable competitive advantage are not core competencies. Thus, every core competence is a capability, but not every capability is a core competence. Operationally, for a capability to be a core competence, it must be valuable and non-substitutable, from a customer’s point of view, and unique and one and only, from a competitor’s point of view.


A sustained competitive advantage is achieved only when competitors have failed in efforts to duplicate the benefits of a firm’s strategy or when they lace the confidence to attempt imitation. For some period of time, the firm may earn a competitive advantage by using capabilities that are, for example, valuable and rare, but that cannot be imitated. In this instance, the length of time a firm can expect to retain its competitive advantage is a function of how quickly competitors can successfully imitate a good, service, or process. Sustainable competitive advantage results only when all four criteria are satisfied.

Valuable. Valuable capabilities allow the firm to exploit opportunities or neutralize threats in its external environment. By effectively using capabilities to exploit opportunities, a firm is able to create value for customers.


Sometimes, firms’ capabilities become valuable only through modifications that improve their ability to satisfy customers’ needs.

Rare. Rare capabilities are possessed by few, if any, current or potential competitors. A key question managers answer when evaluating this criterion is, “How many rival firms possess these valuable capabilities?” Capabilities possessed by many rivals are unlikely to be a source of advantage for any of one of them. Instead, valuable but common (i.e. not rare) resources and capabilities are sources of competitive similarity. Competitive advantage results only when firms develop and exploit capabilities that differ from those shared with competitors.

Costly To Imitate. Costly-to-imitate capabilities are capabilities that other firms cannot easily develop. Capabilities that are costly to imitate are created because of one or a combination of three reasons. First, a firm sometimes is able to develop capabilities because of unique historical conditions. As firms evolve, they pick up skills, abilities and resources that are unique to them, reflecting their particular path through history. Another way of saying this is that firms sometimes are able to develop capabilities because they were in the right place at the right time.


A second condition of being costly to imitate occurs when the link between the firm’s capabilities and its competitive advantage is casually ambiguous. In these instances, competitors can’t clearly understand how a firm uses its capabilities as the foundation for competitive advantage. As a result, firms are uncertain about the capabilities they should develop to duplicate the benefits of a competitor’s value-creating strategy.


Social complexity is the third reason that capabilities can be costly to imitate. Social complexity means that at least some, and frequently many, of the firm’s capabilities are the product of complex social phenomena. Interpersonal relationships, trust, and friendships among managers and between managers and employees and a firm’s reputation with suppliers and customers are examples of socially complex capabilities.

Nonsubstitutable. Nonsubstitutable capabilities are capabilities that do not have strategic equivalents. This final criterion for a capability to be a source of competitive advantage “is that there must be no strategically equivalent valuable resources that are themselves either not rare or imitable (hard to copy). Two valuable firm resources (or two bundles of firm resources) are strategically equivalent when they each can be separately exploited to implement the same strategies.” In general, the strategic value of capabilities increase as they become more difficult to substitute. The more invisible capabilities are, the more difficult it is for firms to find substitutes and the greater the challenge is to competitors trying to imitate a firm’s value-creating strategy. Firm-specific knowledge and trust-based working relationships between managers and nonmanagerial personnel are examples of capabilities that are difficult to identify and for which finding a substitute is challenging. However, contributory uncertainty may make it difficult for the firm to learn as well and thus may prevent progress because the firm may not know how to improve processes that are not easily codified and thus confusing.
VALUE CHAIN ANALYSIS


Value chain analysis allows the firm to understand the parts of its operations that create value and those that do not. Understanding these issues is important because the firm earns above-average returns only when the value it creates is greater than the costs incurred to create the value.


The value chain is a template that firms use to understand their cost position and to identify the multiple means that might be used to facilitate implementation of a chosen business-level strategy. A firm’s value chain is segmented into primary and support activities. Primary activities are involved with a product’s physical creation, its sale and distribution to buyers, and its service after the sale. Support activities provide the support necessary for the primary activities to take place.


The value chain shows how a product moves from the raw-material stage to the final customer. For individual firms, the essential idea of the value chain “is to add as much value as possible as cheaply as possible, and, most important, to capture that value.” In a globally competitive economy, the most valuable links on the chain tend to belong to people who have knowledge about customers. This core of value-creating possibilities applies just as strongly to retail and service firms as to manufacturers. 


The first table below lists the items to be studied to assess the value-creating potential of primary activities. In the second table, the items to consider when studying support activities are shown. As with the analysis of primary activities, the intent to examining these items to determine areas where the firm has the potential to create and capture value. All items in both tables should be evaluated relative to competitors’ capabilities. To be a source of competitive advantage, a resource or capability must allow the firm (1) to perform an activity in a manner that is superior to the way competitors perform it, or (2) to perform a value-creating activity that competitors cannot complete. Only under these conditions does a firm create value for customers and have opportunities to capture the value.


Rating a firm’s capability to execute its primary and support activities is challenging. Earlier, we noted that identifying and assessing the value of the firm’s resources and capabilities requires judgment. Judgment is equally necessary when using value chain analysis. The reason is that there is no obviously correct model or rule available to help in the process.
Examining the Value-Creating Potential of Primary Activities
	Inbound Logistics
Activities, such as materials handling, warehousing, and inventory control, used to receive, store, and disseminate inputs to a product.

	Operations
Activities necessary to convert the inputs provided by inbound logistics into final product form. Machining, packaging, assembly, and equipment maintenance are examples of operations activities.

	Outbound Logistics
Activities involved with collecting, storing, and physically distributing the final product to customers. Examples of these activities include finished-goods warehousing, materials handling, and order processing.

	Marketing and Sales
Activities completed to provide means through which customers can purchase products and to induce them to do so. To effectively market and sell products, firms develop advertising and promotional campaigns, select appropriate distribution channels, and select develop, and support their sales force.

	Service
Activities designed to enhance or maintain a product’s value. Firms engage in a range of service-related activities, including installation, repair, training, and adjustment.

Each activity should be examined relative to competitors’ abilities. Accordingly, firms rate each activity as superior, equivalent or inferior.


Examining the Value-Creating Potential of Support Activities
	Procurement

Activities completed to purchase the inputs needed to produce a firm’s products. Purchased inputs include items fully consumed during the manufacture of products (e.g. raw materials and supplies, as well as fixed assets—machinery, laboratory equipment, office equipment, and building).

	Technological Development
Activities completed to improve a firm’s product and the processes used to manufacture it. Technological development takes many forms, such as process equipment, basic research and product design, and servicing procedures.

	Human Resources Management
Activities involved with recruiting, hiring, training, developing, and compensating all personnel. 

	Firm Infrastructure
Firm infrastructure includes activities such as general management, planning, finance, accounting, legal support, and governmental relations that are required to support the work of the entire value chain. Through its infrastructure, the firm strives to effectively and consistently identify external opportunities and threats, identify resources and capabilities, and support core competencies.

Each activity should be examined relative to competitors’ abilities. Accordingly, firms rate each activity as superior, equivalent or inferior.


Review Questions:
1. Why is it important for a firm to study and understand its internal environment?

2. What is value? Why is it critical for a firm to create value? How does it do so?

3. What are the differences between tangible and intangible resources? 

4. What are capabilities? What must firms do to create capabilities?

5. What is the value chain analysis? What does the firm gain when it successfully uses this tool?

MODULE 8
CORPORATE GOVERNANCE

OBJECTIVES:
After studying this module, you should be able to do the following:

1. Define corporate governance and explain why it is used to monitor and control managers’ strategic decisions.

2. Explain how the three internal governance mechanisms are used to monitor and control managerial decisions.
3. Describe how the external corporate governance mechanism acts as a restraint on top-level manager’s strategic decisions.

Corporate governance represents the relationship among stakeholders that is used to determine and control the strategic direction and performance of organizations. At its core, corporate governance is concerned with identifying ways to ensure that strategic decisions are made effectively. Governance can also be thought of as a means corporations use to establish order between parties (the firm’s owners and its top-level managers) whose interests may be in conflict. Thus, corporate governance reflects and enforces the company’s values. In modern corporations—especially those in the United States and United Kingdom—a primary objective of corporate governance is to ensure that the interests of top-level managers are aligned with the interests of the shareholders. Corporate governance involves oversight in areas where owners, managers, and members of boards of directors may have conflicts of interest. These areas include the election of directors, the general supervision of CEO pay and more focused supervision of director pay, and the corporation’s overall structure and strategic direction. 

Corporate governance has been emphasized in recent years because corporate governance mechanisms occasionally fail to adequately monitor and control top-level managers’ decisions. This situation has resulted in changes in governance mechanisms in corporations throughout the world, especially with respect to efforts intended to improve the performance of boards of directors. A second and more positive reason for this interest is that evidence suggests that a well-functioning corporate governance and control system can create a competitive advantage for an individual firm. 

Effective corporate governance is also of interest to nations. As stated by one scholar, “Every country wants the firms that operate within its borders to flourish and improve standards of living materially but also to enhance social cohesion. These aspirations cannot be met unless those firms are competitive internationally in a sustained way, and it is this medium- and long-term perspective that makes good corporate governance so vital.

Corporate governance, then, reflects company standards, which in turn collectively reflect societal standards. In many individual corporations, shareholders hold top-level managers accountable for their decisions and the results they generate. As with these individual firms and their boards, nations that effectively govern their corporations may gain a competitive advantage over rival countries. 

In most western countries, the fundamental goal of business organizations is to maximize shareholder value. Traditionally, shareholders are treated as the firm’s key stakeholders, because they are the company’s legal owners. The firm’s owners expect top-level managers and others influencing the corporation’s actions, to make decisions that will result in the maximization of the company’s value and, hence, of the owners’ wealth.

Three internal governance mechanisms and a single external one are used in the modern corporation. The three internal governance mechanisms are (1) ownership concentration, as represented by types of shareholders and their different incentives to monitor managers (2) the board of directors and (3) executive compensation. 

OWNERSHIP CONCENTRATION
Both the number of large-block shareholders and the total percentage of shares they own define ownership concentration. Large-block shareholders typically own at least 5 percent of a corporation’s issued shares. Ownership concentration as a governance mechanism has received considerable interest because large-block shareholders are increasingly active in their demands that corporations adopt effective governance mechanisms to control managerial decisions.

In general, diffuse ownership (a large number of shareholders with small holdings and few, if any, large-block shareholders) produces weak monitoring of managers’ decisions. Among other problems, diffuse ownership makes it difficult for owners to effectively coordinate their actions. Diversification of the firm’s product lines beyond the shareholders’ most advantageous level might result from weak monitoring of managers’ decisions. Higher levels of monitoring could encourage managers to avoid strategic decisions that do not create greater shareholder value. With high degrees of ownership concentration, the probability is greater that managers’ strategic decisions will be intended to maximize shareholder value.

BOARD OF DIRECTORS

Typically, shareholders monitor the managerial decision and actions of a firm through the board of directors. Shareholders elect members to their firm’s board. Those who are elected are expected to oversee managers and to ensure that the corporation is operated in ways that will maximize its shareholders’ wealth. 

The board of directors is a group of elected individuals whose primary responsibility is to act in the owners’ interests by formally monitoring and controlling the corporation’s top-level executives. Boards have the power to direct the affairs of the organization, punish and reward managers, and protect shareholders rights and interests. Thus, an appropriately structured and effective board of directors protects owners from managerial opportunism. Board members are seen as stewards of their company’s resources, and the way they carry out these responsibilities affects the society in which their firm operates.

Generally, board members (often called directors) are classified into one of three groups. Insiders are active top-level managers in the corporation who are elected to the board because they are a source of information about the firm’s day-to-day operations. Related outsiders have some relationship with the firm, contractual or otherwise, that may create questions about their independence, but these individuals are not involved with the corporation’s day-to-day activities. Outsiders provide independent counsel to the firm and may hold top-level managerial positions in other companies or may have been elected to the board prior to the beginning of the current CEO’s term.

EXECUTIVE COMPENSATION
Executive compensation is a governance mechanism that seeks to align the interests of managers and owners through salaries, bonuses, and long-term incentive compensation, such as stock options. Stock options are a mechanism used to link executives’ performance to the performance of their company’s stock. Increasingly, long-term incentive plans are becoming a critical part of compensation packages in western firms. The use of longer-term pay helps firms cope with or avoid potential agency problems. Because of this, the stock market generally reacts positively to the introduction of a long-range incentive plan for top executives.

Sometimes the use of a long-term incentive plan prevents major stockholders from pressing for changes in the composition of the board of directors, because they assume that the long-term incentives will ensure that top executives will act in shareholders’ best interests. Alternatively, stockholders largely assume that top-executive pay and the performance of a firm are more closely aligned when firms have boards that are dominated by outside members.

Effectively using executive compensation as a governance mechanism is particularly challenging to firms implementing international strategies. 

MARKET FOR CORPORATE CONTROL

The market for corporate control is an external governance mechanism that becomes active when the firm’s internal controls fail. The market for corporate control is composed of individuals and firms that buy ownership positions in or take over potentially undervalued corporations so they can form new divisions in established diversified companies or merge tow previously separate firms. Because the undervalued firm’s executives are assumed to be the party responsible for formulating and implementing the strategy that led to poor performance, that team is usually replaced. 

The market for corporate control governance mechanism should be triggered by a firm’s poor performance relative to industry competitors. A firm’s poor performance, often demonstrated by the firm’s earning below-average returns, is an indicator that internal governance mechanisms have failed; that is, their use did not result in managerial decisions that maximized shareholder value.
Review Questions:

1. What is corporate governance?

2. How is each of the three internal governance mechanisms—ownership concentration, boards of directors, and executive compensation—used to align the interests of managerial agents with those of the firm’s owners?

3. What is the market for corporate control?
MODULE 9
ORGANIZATIONAL STRUCTURE 
AND CONTROLS

OBJECTIVES:

After studying the module, you should be able to do the following:

1. Define organizational structure and controls. 

2. Describe the relationship between strategy and structure.

3. Discuss the functional structures used to implement business-level strategies.

Research shows that organizational structure and controls that are a part of it affect firm performance. In particular, when the firm’s strategy is not matched with the most appropriate structure and controls, performance declines. Even though mismatches between strategy and structure do occur, the evidence suggests that managers try to act rationally when forming or changing their firm’s structure.

ORGANIZATIONAL STRUCTURE

Organizational structure specifies the firm’s formal reporting relationships, procedures, controls, and authority and decision-making processes. Developing an organizational structure that will effectively support the firm’s strategy is difficult, especially because of the uncertainty about cause-effect relationships in the global economy’s rapidly changing and dynamic competitive environments. When a structure’s elements (e.g. reporting relationships, procedures, and so forth) are properly aligned with one another, that structure facilitates effective implementation of the firm’s strategies.

Organizational structure influences how managers work and the decisions resulting from that work. A firm’s structure specifies the work to be done and how to do it, given the firm’s strategy or strategies. Supporting the implementation of strategies, structure is concerned with processes used to complete organizational tasks. Effective structures provide the stability a firm needs to successfully implement its strategies and maintain its current competitive advantages, while simultaneously providing the flexibility to develop competitive advantages that will be needed for its future strategies. Thus, structural stability provides the capacity the firm requires to consistently and predictably manage its daily work routines, while structural flexibility provides the opportunity to explore competitive possibilities and then allocate resources to activities what will shape the competitive advantages the firm will need to be successful in the future. An effective organizational structure allows the firm to exploit current competitive advantages while developing new ones.

ORGANIZATIONAL CONTROLS

Organizational controls are an important aspect of structure. Organizational controls guide the use of strategy, indicate how to compare actual results with expected results, and suggest corrective actions to take when the difference between actual and expected results is unacceptable. The fewer are the differences between actual and expected outcomes, the more effective are the organization’s controls. It is hard for the company to successfully exploit its competitive advantages without effective organizational controls. Properly designed organizational controls provide clear insights regarding behaviors that enhance firm performance. Firms rely on strategic controls and financial controls as part of their structures to support use of their strategies.

Strategic controls are largely subjective criteria intended to verify that the firm is using appropriate strategies for the conditions in the external environment and the company’s competitive advantages. Thus, strategic controls are concerned with examining the fit between what the firm might do (as suggested by opportunities in its external environment) and what it can do (as indicated by its competitive advantages). Effective strategic controls help the firm understand what it takes to be successful. Strategic controls demand rich communications between managers responsible for using them to judge the firm’s performance and those with primary responsibility for implementing the firm’s strategies (such as middle- and first-level managers). These frequent exchanges are both formal and informal in nature.

Strategic controls are also used to evaluate the degree to which the firm focuses on the requirements to implement its strategies. For a business-level strategy, for instance, the strategic controls are used to study primary and support activities to verify that those critical to successful execution of the business-level strategy are being properly emphasized and executed. With related corporate-level strategies, strategic controls are used to verify the sharing of appropriate strategic factors such as knowledge, markets, and technologies across businesses. To effectively use strategic controls when evaluating related diversification strategies, executives must have a deep understanding of each unit’s business-level strategy.

RELATIONSHIP BETWEEN STRATEGY AND STRUCTURE
Strategy and structure have a reciprocal relationship. This relationship highlights the interconnectedness between strategy formulation and strategy implementation. In general, this reciprocal relationship finds structure flowing from or following the selection of the firm’s strategy. Once in place, structure can influence current strategic actions as well as choices about future strategies. The general nature of the strategy/structure relationship means that changes to the firm’s strategy create the need to change how the organization completes its work. In the “structure influence strategy” direction, firms must be vigilant in their efforts to verify that how their structure calls for work to be completed remains consistent with the implementation requirements of chosen strategies. Research shows, however that strategy has  much more important influence on structure than the reverse.

Regardless of the strength of the reciprocal relationships between strategy and structure, those choosing the firm’s strategy and structure should be committed to matching each strategy with a structure that provides the stability needed to use current competitive advantages as well as the flexibility required to develop future advantages. This means, for instance, that when changing strategies, the firm should simultaneously consider the structure that will be needed to support use of the new strategy. Moreover, a proper strategy/structure match can be a competitive advantage. The firm’s strategy/structure match is a competitive advantage when that match is valuable, rare, imperfectly imitable, and non-substitutable. When the firm’s strategy/structure combination is a competitive advantage, it contributes to the earning of above-average returns.

EVOLUTIONARY PATTERNS OF STRATEGY AND ORGANIZATIONAL STRUCTURE
Three major types of organizational structures are used to implement strategies: simple structure, functional structure, and multidivisional structure.

Simple Structure
The simple structure is a structure in which the owner-manager makes all major decisions and monitors all activities while the staff serves as an extension of the manager’s supervisory authority. Typically, the owner-manager actively works in the business on a daily basis. Informal relationships, few rules, limited task specialization, and unsophisticated information systems describe the simple structure. Frequent and informal communications between the owner-manager and employees make it relatively easy to coordinate the work that is to be done. The simple structure is matched with focus strategies and business-level strategies as firms commonly compete by offering a single product line in a single geographic market.

Functional Structure
The functional structure is a structure consisting of a chief executive officer and a limited corporate staff, with functional line managers in dominant organizational areas such as production, accounting, marketing, R&D, engineering, and human resources. This structure allows for functional specialization, thereby facilitating active sharing of knowledge within each functional area. Knowledge sharing facilitates career paths as well as the professional development of functional specialists. However, a functional orientation can have a negative effect on communication and coordination among those representing different organizational functions. Because of this, the CEO must work hard to verify that the decision and actions of individual business functions promote the entire firm rather than a single function. The functional structure supports implementation of business-level strategies and some corporate-level strategies with low levels of diversification.
Multidivisional Structure
The multidivisional (M-form) structure consists of operating divisions, each representing a separate business or profit center in which the top corporate officer delegates responsibilities for day-to-day operations and business-unit strategy to division managers. Each division represents a distinct, self-contained business with its own functional hierarchy. As initially designed, the M-form was thought to have three major benefits: (1) it enabled corporate officers to more accurately monitor the performance of each business, which simplified the problem of control; (2) it facilitated comparisons between divisions, which improved the resource allocation process; and (3) it stimulated managers of poorly performing divisions to look for ways of improving performance. Active monitoring of performance through the M-form increases the likelihood that decisions made by managers heading individual units will be in shareholders’ best interests. Diversification is a dominant corporate-level strategy in the global economy, resulting in extensive use of the M-form.

No organizational structure (simple, functional, or multidivisional) is inherently superior to the other structures. Because of this, managers concentrate on developing proper matches between strategies and organizational structures rather than searching for an “optimal” structure.
Review Questions:

1. What is organizational structure and what are organizational controls? 

2. What does it mean to say that strategy and structure have a reciprocal relationship?

3. Enumerate and explain the three major types of organizational structures that are used to implement strategies?
MODULE 10
STRATEGY EVALUATION

OBJECTIVES:

After studying this module, you should be able to do the following:

1. Describe a practical framework for evaluating strategies.

2. Explain why strategy evaluation is complex, sensitive, and yet essential for organizational success.

3. Discuss the process of evaluating strategies.

The best formulated and implemented strategies become obsolete as a firm’s external and internal environments change. It is essential, therefore, that strategist systematically review, evaluate, and control the execution of strategies. 

THE NATURE OF STRATEGY EVALUATION
The strategic-management process results in decisions that can have significant, long-lasting consequences. Erroneous strategic decisions can inflict severe penalties and can be exceedingly difficult, if not impossible to reverse. Most strategists agree, therefore, that strategy evaluation is vital to an organization’s well-being; timely evaluations can alert management to problems or potential problems before a situation becomes critical. Strategy evaluation includes three basic activities: (1) examining the underlying bases of a firm’s strategy, (2) comparing expected results with actual results, and (3) taking corrective actions to ensure that performance conforms to plans. 

Adequate and timely feedback is the cornerstone of effective strategy evaluation. Strategy evaluation can be no better than the information on which it operates. Too much pressure from top managers may result in lower managers coming up with numbers they think will be satisfactory.

Strategy evaluation can be a complex and sensitive undertaking. Too much emphasis on evaluating strategies may be expensive and counterproductive. No one likes to be evaluated too closely! The more managers attempt to evaluate the behavior of others, the less control they have. Yet, too little or no evaluation can create even worse problems. Strategy evaluation is essential to ensure that stated objectives are being achieved.

In many organizations, strategy evaluation is simply an appraisal of how well an organization has performed. Have the firm’s assets increased? Has there been and increase in profitability? Have sales increased? Have productivity levels increased? Some enterprises argue that their strategy must have been correct if the answers to these types of questions are affirmative. Well, the strategy or strategies may have been correct, but this type of reasoning can be misleading, because strategy evaluation must have both a long-run and short-run focus. Strategies often do not affect short-term operating results until it is too late to make needed changes.

It is impossible to demonstrate conclusively that a particular strategy is most favorable or even to guarantee that it will work. One can, however, evaluate it for serious faults.  There are four criteria that could be used to evaluate a strategy: consistency, consonance, feasibility, and advantage. Consonance and advantage are mostly based on a firm’s external analysis, whereas consistency and feasibility are largely based on an internal analysis.

Strategy evaluation is important because organizations face dynamic environments in which key external and internal factors often change quickly and dramatically. Success today is no guarantee for success tomorrow! An organization should never be reassured complacency with success. Countless firms have prospered one year only to struggle for survival the following year.

Strategy evaluation is becoming increasingly difficult with the passage of time, for many reasons. Domestic and world economies were more stable in years past, product life cycles were longer, product development cycles were longer, technological advancement was slower, change occurred less often, there were fewer competitors, foreign companies were weak, and there were more regulated industries. Other reasons why strategy evaluation is more difficult today include the following trends:
1. A dramatic increase in the environment’s complexity

2. The increasing difficulty of predicting the future with accuracy

3. The increasing number of variables

4. The rapid rate of obsolescence of even the best plans

5. The increase in the number of both domestic and world events affecting organizations

6. The decreasing time span for which planning can be done with any degree of certainty

THE PROCESS OF EVALUATING STRATEGIES

Strategy evaluation is necessary for all sizes and kinds of organizations. Strategy evaluation should initiate managerial questioning of expectations and assumptions, should trigger a review of objectives and values, and should stimulate creativity in generating alternatives and formulating criteria of evaluation. Regardless of the size of the organization, a certain amount of management by wandering around (MBWA) at all levels is essential to effective strategy evaluation. Strategy-evaluation activities should be performed on a continuing basis, rather than at the end of specified periods of time of just after problems occur. 

Evaluating strategies on a continuous rather than a periodic basis allows benchmarks of progress to be established and more effectively monitored. Some strategies take years to implement; consequently, associated results may not become apparent for years. Successful strategists combine patience with a willingness to take corrective actions promptly when necessary. There always comes a time when corrective actions are needed in an organization.

Managers and employees of an enterprise should be continually aware of progress being made toward achieving the firm’s objectives. As critical success factors change, organizational members should be involved in determining appropriate corrective actions. If assumptions and expectations deviate significantly from forecasts, then the firm should renew strategy-formulation activities, perhaps sooner than planned. In strategy evaluation, like strategy formulation and strategy implementation, people make the difference. Through involvement in the process of evaluating strategies, managers and employees become committed to keeping the firm moving steadily toward achieving objectives.

REVIEWING BASES OF STRATEGY


Strategy evaluation should address such questions as the following:

1. How have competitors reacted to our strategies?

2. How have competitors’ strategies changed?

3. Have major competitors’ strengths and weaknesses changed?

4. Why are competitors making certain strategic changes?

5. Why are some competitors’ strategies more successful than others?

6. How satisfied are our competitors with their present market positions and profitability?

7. How far can our major competitors be pushed before retaliating?

8. How could we more effectively cooperate with our competitors?

Numerous external and internal factors can prohibit firms from achieving long-term and annual objectives. Externally, actions by competitors, changes in demand, changes in technology, economic changes, demographic shifts, and governmental actions may prohibit objectives from being accomplished. Internally, ineffective strategies may have been chosen or implementation activities may have been poor. Objectives may have been too optimistic. Thus, failure to achieve objectives may not be the result of unsatisfactory work by managers and employees. All organizational members need to know this to encourage their support for strategy-evaluation activities. Organizations desperately need to know as soon as possible when their strategies are not effective. Sometimes managers and employees on the front line discover this well before strategists.
External opportunities and threats and internal strengths and weaknesses that represent the bases of current strategies should continually be monitored for change. It is not really a question of whether these factors will change, but rather when they will change and in what ways. Some key questions to address in evaluating strategies are given here:
1. Are our internal strengths still strengths?

2. Have we added other internal strengths? If so, what are they?

3. Are our internal weaknesses still weaknesses?

4. Do we now have other internal weaknesses? If so, what are they?

5. Are our external opportunities still opportunities?

6. Are there now other external opportunities? If so, what are they?

7. Are our external threats still threats?

8. Are there now other external threats? If so, what are they?

9. Are we vulnerable to a hostile takeover?

MEASURING ORGANIZATIONAL PERFORMANCE
Another important strategy-evaluation activity is measuring organizational performance. This activity includes comparing expected results to actual results, investigating deviations from plans, evaluating individual performance, and examining progress being made toward meeting stated objectives. Both long-term and annual objectives are commonly used in this process. Criteria for evaluating strategies should be measurable and easily verifiable. Criteria that predict results may be more important than those that reveal what already has happened. Truly effective control requires accurate forecasting.

Failure to make satisfactory progress toward accomplishing long-term or annual objectives signals a need for corrective actions. Many factors, such as unreasonable policies, unexpected turns in the economy, unreliable suppliers or distributors, or ineffective strategies, can result in unsatisfactory progress toward meeting objectives. Problems can result from ineffectiveness (not doing the right things) or inefficiency (doing the right things poorly).

Determining which objectives are most important in the evaluation of strategies can be difficult. Strategy evaluation is based both on quantitative and qualitative criteria. Selecting the exact set of criteria for evaluating strategies depends on a particular organization’s size, industry, strategies, and management philosophy. Quantitative criteria commonly used to evaluate strategies are financial rations, which strategists use to make three critical comparisons: (1) comparing the firm’s performance over different time periods, (2) comparing the firm’s performance to competitors’, and (3) comparing the firm’s performance to industry averages. Some key financial ratios that are particularly useful as criteria for strategy evaluation include the following: return on investment, return on equity, profit margin, market share, debt to equity, earnings per share, sales growth, and asset growth.

But there are some potential problems associated with using quantitative criteria for evaluating strategies. First, most quantitative criteria are geared to annual objectives rather than long-term objectives. Also, different accounting methods can provide different results on many quantitative criteria. Third, intuitive judgments are almost always involved in deriving quantitative criteria. For these and other reasons, qualitative criteria are also important in evaluating strategies. Human factors such as high absenteeism and turnover rates, poor production quality and quantity rates, or low employee satisfaction can be underlying causes of declining performance. Marketing, finance/accounting, R&D, or computer information systems factors can also cause financial problems. There are six qualitative questions that can be useful in evaluating strategies:
1. Is the strategy internally consistent?

2. Is the strategy consistent with the environment?

3. Is the strategy appropriate in view of available resources?

4. Does the strategy involve an acceptable degree of risk?

5. Does the strategy have an appropriate time framework?

6. Is the strategy workable?

Some additional key questions that reveal the need for qualitative or intuitive judgments in strategy evaluation are as follows:
1. How good is the firm’s balance of investment between high-risk or low-risk projects?

2. How good is the firm’s balance of investments between long-term and short-term projects?

3. How good is the firm’s balance of investments between slow-growing markets and fast-growing markets?

4. How good is the firm’s balance of investments among different divisions?

5. To what extent are the firm’s alternative strategies socially responsible?

6. What are the relationships among the firm’s key internal and external strategic factors?

7. How are major competitors likely to respond to particular strategies?

TAKING CORRECTIVE ACTIONS

The final strategy-evaluation activity, taking corrective actions, requires making changes to reposition a firm competitively for the future. Examples of changes that may be needed are altering an organization’s structure, replacing one or more key individuals, selling a division, or revising a business mission. Other changes could include establishing or revising objectives, devising new policies, issuing stock to raise capital, adding additional salespersons, allocating resources differently, or developing new performance incentives. Taking corrective actions does not necessarily mean that existing strategies will be abandoned or even that new strategies must be formulated.

No organization can survive alone; no organization can escape change. Taking corrective actions is necessary to keep an organization on track toward achieving stated objectives. Strategy evaluation enhances an organization’s ability to adapt successfully to changing circumstances. This is referred to by experts as corporate agility.

Taking corrective actions raises employees’ and managers’ anxieties. Research suggests that participation in strategy-evaluation activities is one of the best ways to overcome individuals’ resistance to change. Experts say that individuals accept change best when they have a cognitive understanding of he changes, a sense of control over the situation, and an awareness that necessary actions are going to be taken to implement the changes.

Strategy evaluation can lead to strategy-formulation changes, strategy-implementation changes, both formulation and implementation changes, or no changes at all. Strategists cannot escape having to revise strategies and implementation approaches sooner or later.

Corrective actions should place an organization in a better position to capitalize upon internal strengths; to take advantage of key external opportunities; to avoid, reduce, or tone down external threats; and to improve internal weaknesses. Corrective actions should have a proper time horizon and an appropriate amount of risk. They should be internally consistent and socially responsible. Perhaps most importantly, corrective actions strengthen an organization’s competitive position in its basic industry. Continuous strategy evaluation keeps strategists close to the pulse of an organization and provides information needed for an effective strategic-management system.
Review Questions:

1. Why has strategy evaluation become so important in business today?

2. As an owner of a local, independent restaurant, explain how you would evaluate the firm’s strategy?

3. Strategy evaluation allows an organization to take a proactive stance toward shaping its own future. Discuss the meaning of this statement.
4. Identify types of organizations that may need to evaluate strategy more frequently than others. Justify your answers.



CORPORATE STRATEGIES


Responsibility of corporate-level managers








BUSINESS STRATEGIES


Responsibility of business-level general managers





FUNCTIONAL STRATEGIES


Responsibility of heads of major functional activities within a business unit or division





OPERATING STRATEGIES


Responsibility of plant managers, geographic units managers, and lower- level supervisors








BUSINESS STRATEGIES


Responsibility of executive-level managers








FUNCTIONAL STRATEGIES


Responsibility of heads of major functional activities within a business 








OPERATING STRATEGIES


Responsibility of plant managers, geographic units managers, and lower- level supervisors











Threat of Substitute Products








Bargaining power of consumers








Bargaining power of suppliers








Rivalry among competing firms








Threat of New Entrants
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