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Preface

Our goal in writing each edition of this book is to present a new, up-to-date standard for
explaining the strategic management process. To reach this goal with the 12th edition of
our market-leading text, we again present you with an intellectually rich yet thoroughly
practical analysis of strategic management.

With each new edition, we work hard to achieve the goal of maintaining the standard
that we established for presenting strategic management knowledge in a readable style.
To prepare for each new edition, we carefully study the most recent academic research
to ensure that the content about strategic management that we present to you is up to
date and accurate. In addition, we continuously read articles appearing in many different
and widely read business publications (e.g., Wall Street Journal, Bloomberg Businessweek,
Fortune, Financial Times, Fast Company, and Forbes, to name a few). We also study post-
ings through social media (such as blogs) given their increasing use as channels of infor-
mation distribution. By studying a wide array of sources, we are able to identify valuable
examples of how companies are using (or not using) the strategic management process.
Though many of the hundreds of companies that we discuss in the book will be quite
familiar, some will likely be new to you. One reason for this is that we use examples
of companies from around the world to demonstrate the globalized nature of business
operations. To maximize your opportunities to learn as you read and think about how
actual companies use strategic management tools, techniques, and concepts (based on
the most current research), we emphasize a lively and user-friendly writing style. To
facilitate learning, we use an Analysis-Strategy-Performance framework that is explained
in Chapter 1 and referenced throughout the book.

Several characteristics of this 12th edition of our book are designed to enhance your
learning experience:

First, we are pleased to note that this book presents you with the most comprehensive
and thorough coverage of strategic management that is available in the market.

The research used in this book is drawn from the “classics” as well as the most recent
contributions to the strategic management literature. The historically significant
“classic” research provides the foundation for much of what is known about strate-
gic management, while the most recent contributions reveal insights about how to
effectively use strategic management in the complex, global business environment in
which firms now compete. Our book also presents you with many up-to-date exam-
ples of how firms use the strategic management tools, techniques, and concepts that
prominent researchers have developed. Indeed, although this book is grounded in the
relevant theory and current research, it also is strongly application oriented and pres-
ents you, our readers, with a large number of examples and applications of strategic
management concepts, techniques, and tools. In this edition, for example, we examine
more than 600 companies to describe the use of strategic management. Collectively,
no other strategic management book presents you with the combination of useful and
insightful research and applications in a wide variety of organizations as does this text.

xiii



xiv

Preface

Company examples you will find in this edition range from large U.S.-based firms such
as Apple, Amazon.com, McDonald’s, Starbucks, Walmart, Walt Disney, General Electric,
Intel, American Express, Coca-Cola, Google, Target, United Technologies, Kellogg,
DuPont, Marriott, and Whole Foods. In addition, we examine firms based in countries
other than the United States such as Sony, Aldi, Honda, Tata Consultancy, Alibaba, IKEA,
Lenova, Luxottica, and Samsung. As these lists suggest, the firms examined in this book
compete in a wide range of industries and produce a diverse set of goods and services.
We use the ideas of many prominent scholars (e.g., Ron Adner, Rajshree Agarwal,
Gautam Ahuja, Raffi Amit, Africa Arino, Jay Barney, Paul Beamish, Peter Buckley,
Ming-Jer Chen, Russ Coff, Rich D’Aveni, Kathy Eisenhardt, Gerry George, Javier
Gimeno, Luis Gomez-Mejia, Melissa Graebner, Ranjay Gulati, Don Hambrick, Connie
Helfat, Amy Hillman, Tomas Hult, Dave Ketchen, Dovev Lavie, Yadong Luo, Shige
Makino, Costas Markides, Anita McGahan, Danny Miller, Will Mitchell, Margie
Peteraf, Michael Porter, Nandini Rajagopalan, Jeff Reuer, Joan Ricart, Richard Rumelt,
David Sirmon, Ken Smith, Steve Tallman, David Teece, Michael Tushman, Margarethe
Wiersema, Oliver Williamson, Mike Wright, Anthea Zhang, and Ed Zajac) to shape
the discussion of what strategic management is. We describe the practices of promi-
nent executives and practitioners (e.g., Mary Barra, Jack Ma, Reed Hastings, Howard
Schultz, John Mackey, Yang Yuanqing, Angela Ahrendt, Marilyn Hewson, Jeff Immelt,
Ellen Kullman, Elon Musk, Paul Pullman, Li Ka-Shing, Karen Patz, and many others)
to help us describe how strategic management is used in many types of organizations.

The authors of this book are also active scholars. We conduct research on a number
of strategic management topics. Our interest in doing so is to contribute to the strategic
management literature and to better understand how to effectively apply strategic man-
agement tools, techniques, and concepts to increase organizational performance. Thus,
our own research is integrated in the appropriate chapters along with the research of
numerous other scholars, some of whom are noted above.

In addition to our book’s characteristics, there are some specific features and revisions
that we have made in this 12th edition that we are pleased to highlight for you:

New Opening Cases and Strategic Focus Segments We continue our tradition of
providing all-new Opening Cases and Strategic Focus segments! Many of these deal
with companies located outside North America. In addition, all of the company-spe-
cific examples included in each chapter are either new or substantially updated.
Through all of these venues, we present you with a wealth of examples of how actual
organizations, most of which compete internationally as well as in their home mar-
kets, use the strategic management process for the purpose of outperforming rivals
and increasing their performance.

Twenty Cases are included in this edition. Offering an effective mix of organizations
headquartered or based in North America and a number of other countries as well,
the cases deal with contemporary and highly important topics. Many of the cases have
full financial data (the analyses of which are in the Case Notes that are available to
instructors). These timely cases present active learners with opportunities to apply the
strategic management process and understand organizational conditions and contexts
and to make appropriate recommendations to deal with critical concerns. These cases
can also be found in MindTap.

New Mini-Cases have been added that demonstrate how companies deal with
major issues highlighted in the text. There are 13 of these cases, one for each chapter,
although some of them can overlap with other chapter content. Students will like
their conciseness, but they likewise provide rich content that can serve as a catalyst
for individual or group analysis and class discussion. Each Mini-Case is followed by a
set of questions to guide analysis and discussion.



Preface

More than 1,200 new references from 2014 and 2015 are included in the chapters’
endnotes. We used the materials associated with these references to support new
material added or current strategic management concepts that are included in this
edition. In addition to demonstrating the classic and recent research from which we
draw our material, the large number of references supporting the book’s contents
allow us to integrate cutting-edge research and thinking into a presentation of strate-
gic management tools, techniques, and concepts.

New content was added to several chapters. Examples include the strategic ecosystem
such as the one used by Apple with its “ecosystem of app producers” (Chapters 1 and
4), sustainable physical environment (Chapter 3), mentoring new CEOs (Chapter 12),
strategic leadership in family owned/controlled companies (Chapter 12), and acqui-
sitions and innovation, open innovations, and managing the innovation portfolio
(Chapters 4 and 13).

Updated information is provided in several chapters. Examples include the stake-
holder host communities (Chapter 1), all new and current demographic data (e.g.,
ethnic mix, geographic distribution) that describe the economic environment
(Chapter 2), the general partner strategies of private equity firms (Chapter 7),
information from the World Economic Forum Competitiveness Report regarding
political risks of international investments (Chapter 8), updates about corporate
governance practices being used in different countries (Chapter 10), updated data
about the number of internal and external CEO selections occurring in compa-
nies today (Chapter 12), a ranking of countries by the amount of their entrepre-
neurial activities (Chapter 13), and a ranking of companies on their total innova-
tion output (Chapter 13).

An Exceptional Balance between current research and up-to-date applications
of that research in actual organizations located throughout the world. The con-
tent has not only the best research documentation but also the largest number
of effective real-world examples to help active learners understand the different
types of strategies organizations use to achieve their vision and mission and to
outperform rivals.

Supplements to Accompany This Text

Instructor Website. Access important teaching resources on this companion website.
For your convenience, you can download electronic versions of the instructor supple-
ments from the password-protected section of the site, including Instructor’s Resource
Manual, Comprehensive Case Notes, Cognero Testing, Word Test Bank files, PowerPoint”
slides, and Video Segments and Guide. To access these additional course materials and
companion resources, please visit www.cengagebrain.com.

Instructor’s Resource Manual. The Instructor’s Resource Manual, organized around
each chapter’s knowledge objectives, includes teaching ideas for each chapter and how
to reinforce essential principles with extra examples. This support product includes
lecture outlines and detailed guides to integrating the MindTap activities into your
course with instructions for using each chapter’s experiential exercises, branching,
and directed cases. Finally, we provide outlines and guidance to help you customize
the collaborative work environment and case analysis project to incorporate your
approach to case analysis, including creative ideas for using this feature throughout
your course for the most powerful learning experience for your class.

Case Notes. These notes include directed assignments, financial analyses, and thor-
ough discussion and exposition of issues in the case. Select cases also have assessment

XV
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rubrics tied to National Standards (AACSB outcomes) that can be used for grading
each case. The Case Notes provide consistent and thorough support for instructors,
following the method espoused by the author team for preparing an effective case
analysis.

Cognero. This program is easy-to-use test-creation software that is compatible
with Microsoft Windows. Instructors can add or edit questions, instructions, and
answers, and select questions by previewing them on the screen, selecting them
randomly, or selecting them by number. Instructors can also create and admin-
ister quizzes online, whether over the Internet, a local area network (LAN), or a
wide area network (WAN).

Test Bank. Thoroughly revised and enhanced, test bank questions are linked to each
chapter’s knowledge objectives and are ranked by difficulty and question type. We
provide an ample number of application questions throughout, and we have also
retained scenario-based questions as a means of adding in-depth problem-solving
questions. The questions are also tagged to National Standards (AACSB outcomes),
Bloom’s Taxonomy, and the Dierdorff/Rubin metrics.

PowerPoints®. An all-new PowerPoint presentation, created for the 12th edition,
provides support for lectures, emphasizing key concepts, key terms, and instructive
graphics.

Video Segments. A collection of 13 BBC videos has been included in the MindTap
Learning Path. These new videos are short, compelling, and provide timely illustra-
tions of today’s management world. They are available on the DVD and Instructor
website. Detailed case write-ups, including questions and suggested answers, appear
in the Instructor’s Resource Manual and Video Guide.

Cengage Learning Write Experience 3.0. This new technology is the first in higher
education to offer students the opportunity to improve their writing and analytical skills
without adding to your workload. Offered through an exclusive agreement with Vantage
Learning, creator of the software used for GMAT essay grading, Write Experience eval-
uates students’ answers to a select set of assignments for writing for voice, style, format,
and originality. We have trained new prompts for this edition!

Micromatic Strategic Management Simulation (for bundles only). The
Micromatic Business Simulation Game allows students to decide their company’s
mission, goals, policies, and strategies. Student teams make their decisions on a
quarter-by-quarter basis, determining price, sales and promotion budgets, opera-
tions decisions, and financing requirements. Each decision round requires students
to make approximately 100 decisions. Students can play in teams or play alone, com-
pete against other players or the computer, or use Micromatic for practice, tourna-
ments, or assessment. You can control any business simulation element you wish,
leaving the rest alone if you desire. Because of the number and type of decisions the
student users must make, Micromatic is classified as a medium to complex business
simulation game. This helps students understand how the functional areas of a busi-
ness fit together without being bogged down in needless detail and provides students
with an excellent capstone experience in decision making.

Smartsims (for bundles only). MikesBikes Advanced is a premier strategy simulation
providing students with the unique opportunity to evaluate, plan, and implement strategy as
they manage their own company while competing online against other students within their
course. Students from the management team of a bicycle manufacturing company make all
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the key functional decisions involving price, marketing, distribution, finance, operations,
HR, and R&D. They formulate a comprehensive strategy, starting with their existing product,
and then adapt the strategy as they develop new products for emerging markets. Through
the Smartsims easy-to-use interface, students are taught the cross-functional disciplines of
business and how the development and implementation of strategy involves these disciplines.
The competitive nature of MikesBikes encourages involvement and learning in a way that no
other teaching methodology can, and your students will have fun in the process!

MindTap. MindTap is the digital learning solution that helps instructors engage
students and helps students become tomorrow’s strategic leaders. All activities are
designed to teach students to problem-solve and think like leaders. Through these
activities and real-time course analytics, and an accessible reader, MindTap helps you
turn cookie cutter into cutting edge, apathy into engagement, and memorizers into
higher-level thinkers.

Customized to the specific needs of this course, activities are built to facilitate mas-
tery of chapter content. We've addressed case analysis from cornerstone to capstone with
a functional area diagnostic of prior knowledge, directed cases, branching activities,
multimedia presentations of real-world companies facing strategic decisions, and a
collaborative environment in which students can complete group case analysis projects
together synchronously.
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ALIBABA: AN ONLINE COLOSSUS IN CHINA GOES GLOBAL

China now has the world’s largest number of internet users and Alibaba is China’s largest
ecommerce company (23 percent owned by Yahoo and 36 percent owned by Japan’s
SoftBank). In 2014, when Alibaba completed its initial public offering (IPO) on the New York
Stock Exchange, it immediately became worth more than Amazon and eBay combined and
has a larger market capitalization than Walmart. Transactions of goods on Alibaba’s websites
account for more than 2 percent of China’s GDP in 2012. Comparatively, Walmart’s sales
account for 0.03 percent of U.S. GDP in 2012. Alibaba’s presence has turned China into the
world’s second largest ecommerce market after the United States. Chinese consumers
purchase products on Tmall, a consumer shopping site on Alibaba analogous to a department
store and similar to Amazon. Because of China’s vast size and underdeveloped consumer
market, it has few national mainland malls or brick and mortar department store chains.

As such, the presence of
Alibaba is stimulating
consumption that would
not otherwise take place
in China. Furthermore,
Alibaba’s presence
changed consumer
buying habits, especially
in third- and fourth-tier
(e.g., smaller and more
geographically remote)
cities because it gives
consumers access to
items that they could
not previously obtain
locally.

Taobao is another
website owned by
Alibaba and is compa-
rable to eBay in the United States. On Taobao, Alibaba does not stock or sell its own goods
but rather provides platforms where manufacturers, resellers, and other middle-men open
online storefronts. Larger consumer branded products prefer Tmall because Alibaba’s policies
promote this site more heavily and fraudulent brands are less likely to be found on this site.
For instance, popular brands such as Prada handbags must provide evidence that they are a
licensed distributor before they are allowed to sell on Tmall. Taobao is more focused on small
sellers; it has 6 million registered sellers with a vast range in size.

Given these two websites, Alibaba is the easiest way for foreign retailers to enter the
Chinese market because it has such reach. Online sales account for 90 percent of marketplace
sales in China, compared with 24 percent for the United States in 2014. Accordingly, Alibaba
provides the easiest way to enter the Chinese market for foreign retailers due the large access
to consumers available through Alibaba’s websites. Alibaba’s websites also give smaller
Chinese manufacturers the opportunity to increase domestic sales because of Alibaba’s reach.
For example, Weighing Apparatus Group, originally a supplier of household and industrial
scales for Bed Bath & Beyond, set up a website on Taobao in 2009. In 2014, one-fifth of its
domestic sales now flow through its Taobao online storefront, allowing it to move beyond
being only a supplier for other firm’s branded products.

Alibaba through its Alipay system is working on a joint venture with Apple to provide
back-end services for the Apple Pay payment system allowing iPhone users in China to pay
for goods with Apple Pay using their Alipay accounts. This approach is fostering an improved
mobile online strategy for Alibaba. It also facilitates better service for online Apple iPhone
users who desire to browse and purchase on Alibaba websites.

Fraudulent goods can be an important strategic issue in China because of previous
product liability suits from banned or recalled goods sold to U.S. consumers.

BIDNESS

Alibabacom

— e

Alibaba Drone.PNG



Strategic competitiveness
is achieved when a firm
successfully formulates and
implements a value creating
strategy.

A strategy is an integrated
and coordinated set of
commitments and actions
designed to exploit core
competencies and gain a
competitive advantage.

A firm has a competitive
advantage when it
implements a strategy

that creates superior value
for customers and that
competitors are unable to
duplicate or find it too costly
to try to imitate.

s we see from the Opening Case, Alibaba is highly successful because its strategy in

China has allowed it to have a massive impact in regard to online sales in a large
emerging economy. It is now seeking to grow globally and gain widespread name/brand
recognition through its 2014 IPO in New York. These attributes have enhanced its abil-
ity to compete in global online markets. Therefore, we can conclude that Alibaba has
achieved strategic competitiveness. It clearly has been able to earn above-average returns,
at least, domestically. Yet Alibaba has received its share of criticism because of its per-
ceived contribution to the sale of fraudulent goods. However, it is addressing this issue
through its collaboration with the United States Consumer Product Safety Commis-
sion. The top management of Alibaba has used the strategic management process (see
Figure 1.1) as the foundation for the commitments, decisions, and actions they took to
pursue strategic competitiveness and above-average returns. The strategic management
process is fully explained in this book. We introduce you to this process in the next few
paragraphs.

Strategic competitiveness is achieved when a firm successfully formulates and
implements a value-creating strategy. A strategy is an integrated and coordinated set
of commitments and actions designed to exploit core competencies and gain a compet-
itive advantage. When choosing a strategy, firms make choices among competing
alternatives as the pathway for deciding how they will pursue strategic competitiveness.
In this sense, the chosen strategy indicates what the firm will do as well as what the
tirm will not do.

As explained in the Opening Case, Alibaba has been a leader in its industry as one
of the most successful facilitators of online sales in China and is now seeking to become
a successful global business. However, in doing so it must respond to its changing envi-
ronment. In fact, to adapt to local environments, it sometimes makes major changes.
For example, it is coordinating with Apple Pay to improve access for the high number
iPhones that Apple is now selling in China.

A firm has a competitive advantage “when it implements a strategy that creates
superior value for customers and that its competitors are unable to duplicate or find too
costly to imitate” An organization can be confident that its strategy has resulted in one
or more useful competitive advantages only after competitors’ efforts to duplicate its
strategy have ceased or failed. In addition, firms must understand that no competitive
advantage is permanent.* The speed with which competitors are able to acquire the skills
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needed to duplicate the benefits of a firm’s value-creating strategy determines how long
the competitive advantage will last.?
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from other investments with a similar amount of risk. Risk is an investor’s uncertainty ~ are returnsin excess of what
about the economic gains or losses that will result from a particular investment. The 2" Nvestorexpectstoeam
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most successful companies learn how to effectively manage risk.* Effectively managing  , qimilar amount of risk
risks reduces investors’ uncertainty about the results of their investment.’ Returns are
often measured in terms of accounting figures, such as return on assets, return on equity,  Riskis an investor’s
or return on sales. Alternatively, returns can be measured on the basis of stock market uncertainty about the
" h thl t (th d f th . d " k . . th b . economic gains or losses that
returns, such as monthly returns (the end-of-the-period stock price minus the begin- i et from a particular
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Average returns are returns
equal to those an investor
expects to earn from other
investments with a similar
amount of risk.

The strategic management
process is the full set of
commitments, decisions,

and actions required for a
firm to achieve strategic
competitiveness and earn
above-average returns.

Part 1: Strategic Management Inputs

In smaller, new venture firms, returns are sometimes measured in terms of the amount
and speed of growth (e.g., in annual sales) rather than more traditional profitability mea-
sures’ because new ventures require time to earn acceptable returns (in the form of return
on assets and so forth) on investors’ investments.®

Understanding how to exploit a competitive advantage is important for firms seeking
to earn above-average returns.® Firms without a competitive advantage or that are not
competing in an attractive industry earn, at best, average returns. Average returns are
returns equal to those an investor expects to earn from other investments with a similar
amount of risk. In the long run, an inability to earn at least average returns results first in
decline and, eventually, failure.* Failure occurs because investors withdraw their invest-
ments from those firms earning less-than-average returns.

As previously noted, there are no guarantees of permanent success. Companies that
are prospering must not become overconfident. Research suggests that overconfidence
can lead to excessive risk taking." Even considering Apple’s excellent current perfor-
mance, it still must be careful not to become overconfident and continue its quest to be
the leader for its markets.

The strategic management process is the full set of commitments, decisions, and
actions required for a firm to achieve strategic competitiveness and earn above-average
returns (see Figure 1.1). The process involves analysis, strategy and performance (the
A-S-P model—see Figure 1.1). The firmss first step in the process is to analyze its exter-
nal environment and internal organization to determine its resources, capabilities, and
core-competencies—on which its strategy likely will be based. Alibaba has established its
dominant position because it has excelled in using this process. The strategy portion of
the model entails strategy formulation and strategy implementation.

With the information gained from external and internal analyses, the firm develops
its vision and mission and formulates one or more strategies. To implement its strate-
gies, the firm takes actions to enact each strategy with the intent of achieving strategic
competitiveness and above-average returns (performance). Effective strategic actions that
take place in the context of carefully integrated strategy formulation and implementation
efforts result in positive performance. This dynamic strategic management process must
be maintained as ever-changing markets and competitive structures are coordinated with
a firm’s continuously evolving strategic inputs.”

In the remaining chapters of this book, we use the strategic management process
to explain what firms do to achieve strategic competitiveness and earn above-average
returns. We demonstrate why some firms consistently achieve competitive success while
others fail to do so.** As you will see, the reality of global competition is a critical part
of the strategic management process and significantly influences firms’ performances.”
Indeed, learning how to successfully compete in the globalized world is one of the most
significant challenges for firms competing in the current century.

Several topics will be discussed in this chapter. First, we describe the current compet-
itive landscape. This challenging landscape is being created primarily by the emergence
of a global economy, globalization resulting from that economy, and rapid technolog-
ical changes. Next, we examine two models that firms use to gather the information
and knowledge required to choose and then effectively implement their strategies. The
insights gained from these models also serve as the foundation for forming the firm’s
vision and mission. The first model (industrial organization or I/O) suggests that the
external environment is the primary determinant of a firmy’s strategic actions. According
to this model, identifying and then operating effectively in an attractive (i.e., profitable)
industry or segment of an industry are the keys to competitive success.” The second
model (resource-based) suggests that a firm’s unique resources and capabilities are the
critical link to strategic competitiveness.” Thus, the first model is concerned primarily
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with the firm’s external environment, while the second model is concerned primarily
with the firm’s internal organization. After discussing vision and mission, direction-
setting statements that influence the choice and use of strategies, we describe the stake-
holders that organizations serve. The degree to which stakeholders’ needs can be met
increases when firms achieve strategic competitiveness and earn above-average returns.
Closing the chapter are introductions to strategic leaders and the elements of the strategic
management process.

1-1 The Competitive Landscape

The fundamental nature of competition in many of the world’s industries is changing.
Although financial capital is no longer scarce due to the deep recession, markets are
increasingly volatile.® Because of this, the pace of change is relentless and ever-increasing.
Even determining the boundaries of an industry has become challenging. Consider, for
example, how advances in interactive computer networks and telecommunications have
blurred the boundaries of the entertainment industry. Today, not only do cable companies
and satellite networks compete for entertainment revenue from television, but telecom-
munication companies are moving into the entertainment business through significant
improvements in fiber-optic lines.>> More recently, internet only streaming services have
started to compete with cable, satellite, and telecommunication offerings. “Sling TV is
part of a growing wave of offerings expected from tech, telecom and media companies in
the coming year, posing a threat to the established television business, which takes in $170
billion a year. Meanwhile, the streaming outlets of Amazon, Hulu and Netflix continue
to pour resources into developing more robust offerings. Sony, CBS, HBO and others are
starting Internet-only subscription offerings”* Interestingly, Netflix and other streaming
content providers such as Amazon are producing their own content; Netflix is producing
repeat series such as “House of Cards,” “Orange Is the New Black,” and “Marco Polo”* As
noted in the opening case, Alibaba intends to enter the entertainment business as Netflix
and other content distributors and producers enter international markets.

Other characteristics of the current competitive landscape are noteworthy.
Conventional sources of competitive advantage such as economies of scale and huge
advertising budgets are not as effective as they once were (e.g., due to social media
advertising) in terms of helping firms earn above-average returns. Moreover, the tra-
ditional managerial mind-set is unlikely to lead a firm to strategic competitiveness.
Managers must adopt a new mind-set that values flexibility, speed, innovation, integra-
tion, and the challenges that evolve from constantly changing conditions.” The con-
ditions of the competitive landscape result in a perilous business world, one in which
the investments that are required to compete on a global scale are enormous and the
consequences of failure are severe.>* Effective use of the strategic management process
reduces the likelihood of failure for firms as they encounter the conditions of today’s
competitive landscape.

Hypercompetition describes competition that is excessive such that it creates inher-
ent instability and necessitates constant disruptive change for firms in the competitive
landscape.” Hypercompetition results from the dynamics of strategic maneuvering
among global and innovative combatants.?® It is a condition of rapidly escalating com-
petition based on price-quality positioning, competition to create new know-how and
establish first-mover advantage, and competition to protect or invade established product
or geographic markets.” In a hypercompetitive market, firms often aggressively challenge
their competitors in the hopes of improving their competitive position and ultimately
their performance.®

Hypercompetition
describes competition that
is excessive such that it
creates inherent instability
and necessitates constant
disruptive change for firms in
the competitive landscape.



A global economy is one

in which goods, services,
people, skills, and ideas move
freely across geographic
borders.

Part 1: Strategic Management Inputs

Several factors create hypercompetitive environments and influence the nature of
the current competitive landscape. The emergence of a global economy and technology,
specifically rapid technological change, are the two primary drivers of hypercompetitive
environments and the nature of today’s competitive landscape.

1-1a The Global Economy

A global economy is one in which goods, services, people, skills, and ideas move freely
across geographic borders. Relatively unfettered by artificial constraints, such as tariffs, the
global economy significantly expands and complicates a firm’s competitive environment.>

Interesting opportunities and challenges are associated with the emergence of the
global economy.*® For example, the European Union (a group of European countries that
participates in the world economy as one economic unit and operates under one official
currency, the euro) has become one of the world’s largest markets, with 700 million
potential customers. “In the past, China was generally seen as a low-competition market
and a low-cost producer. Today, China is an extremely competitive market in which
local market-seeking multinational corporations (MNCs) must fiercely compete against
other MNCs and against those local companies that are more cost effective and faster in
product development. While China has been viewed as a country from which to source
low-cost goods, lately, many MNCs such as Procter & Gamble (P&G), are actually net
exporters of local management talent; they have been dispatching more Chinese abroad
than bringing foreign expatriates to China”* China has become the second-largest
economy in the world, surpassing Japan. India, the world’s largest democracy, has an
economy that also is growing rapidly and now ranks as the fourth largest in the world.»
Simultaneously, many firms in these emerging economies are moving into international
markets and are now regarded as MNCs. This fact is demonstrated by the case of Huawei
Technologies Co. Ltd., a Chinese company that has entered the U.S. market. Barriers
to entering foreign markets still exist and Huawei has encountered several, such as the
inability to gain the U.S. government’s approval for acquisition of U.S. firms. Essentially,
Huawei must build credibility in the U.S. market, and especially build a positive
relationship with stakeholders such as the U.S. government.

The nature of the global economy reflects the realities of a hypercompetitive busi-
ness environment and challenges individual firms to seriously evaluate the markets in
which they will compete. This is reflected in General Motor’s actions and outcomes.
General Motors sold 3.54 million vehicles in China while selling less in North America,
3.4 million.® One result of China being the largest domestic sales market is the increased
competition GM now experiences in China from other competitors.

Consider the case of General Electric (GE). Although headquartered in the United
States, GE expects that as much as 60 percent of its revenue growth through 2015 will be
generated by competing in rapidly developing economies (e.g., China and India). The
decision to count on revenue growth in emerging economies instead of in developed
countries such as the United States and in Europe seems quite reasonable in the global
economy. GE achieved significant growth in 2010 partly because of signing contracts for
large infrastructure projects in China and Russia. GE’s Chief Executive Officer (CEO),
Jeffrey Immelt, argues that we have entered a new economic era in which the global econ-
omy will be more volatile and that most of the growth will come from emerging econo-
mies such as Brazil, China, and India.** Therefore, GE is investing significantly in these
emerging economies, in order to improve its competitive position in vital geographic
sources of revenue and profitability.

For example, Netflix, a subscription media streaming-video service provider, has
seen its growth slow domestically. In the fourth quarter of 2014, Netflix added 1.9 million
domestic U.S. streaming subscribers, which was down from 2.3 million in the fourth
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period a year earlier. However, Netflix was
able to add 4.3 streaming customers overall
because foreign markets grew faster than
expected. When this was announced, its
stock price increased 16 percent in after-
hours trading. Netflix plans to expand to
over 200 countries by 2017, up from its cur-
rent 50 countries, while likewise seeking
to stay profitable. Reed Hastings, Netflix’s

NETFI

CEO, was encouraged by profitable results £

in Canada, Nordic countries, and Latin i;

American countries. This group turned 3

profitable notwithstanding the significant % --HE--nnn—inn
investment necessary to bring streaming = -] BEC

services to these countries. In the first Along with its international push, Netflix has expanded its ability to
part of 2015, the company expects to add allow content to be viewed on many devices (including mobile devices)
Australia and New Zealand and is explor- beside regular TVs, as is shown in the photo.

ing entering the Chinese market as well.

Overall, Netflix added over 2.43 million

subscribers outside of the United States, which exceed its expectation of 2.15 million
subscribers. Besides international expansion, Netflix is adding a significant number of
original shows including “House of Cards,” “Orange Is the New Black,” and “Marco Polo”
It finds that this original content costs less given viewer support compared to licensed
content from major studios. This proprietary content as well as its expansion of licensing
has lured customers away from cable and satellite TV providers. Its superior technology
in providing precisely what consumers want and when they want it provides a domestic
advantage which will carry over into its international expansion push (see Chapter 8
Opening Case for an expansion on Netflix’s international strategy).”

The March of Globalization

Globalization is the increasing economic interdependence among countries and their
organizations as reflected in the flow of goods and services, financial capital, and
knowledge across country borders.** Globalization is a product of a large number of firms
competing against one another in an increasing number of global economies.

In globalized markets and industries, financial capital might be obtained in one
national market and used to buy raw materials in another. Manufacturing equipment
bought from a third national market can then be used to produce products that are sold
in yet a fourth market. Thus, globalization increases the range of opportunities for com-
panies competing in the current competitive landscape.”

Firms engaging in globalization of their operations must make culturally sensitive
decisions when using the strategic management process, as is the case in Starbucks’
operations in European countries. Additionally, highly globalized firms must anticipate
ever-increasing complexity in their operations as goods, services, people, and so forth
move freely across geographic borders and throughout different economic markets.

Overall, it is important to note that globalization has led to higher performance stan-
dards in many competitive dimensions, including those of quality, cost, productivity,
product introduction time, and operational efficiency. In addition to firms competing in
the global economy, these standards affect firms competing on a domestic-only basis. The
reason that customers will purchase from a global competitor rather than a domestic firm
is that the global company’s good or service is superior. Workers now flow rather freely
among global economies, and employees are a key source of competitive advantage.’®
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Thus, managers have to learn how to operate effectively in a “multi-polar” world with
many important countries having unique interests and environments.* Firms must learn
how to deal with the reality that in the competitive landscape of the twenty-first century,
only companies capable of meeting, if not exceeding, global standards typically have the
capability to earn above-average returns.

Although globalization offers potential benefits to firms, it is not without risks.
Collectively, the risks of participating outside of a firm’s domestic markets in the global
economy are labeled a “liability of foreignness”* One risk of entering the global market
is the amount of time typically required for firms to learn how to compete in markets that
are new to them. A firm’s performance can suffer until this knowledge is either developed
locally or transferred from the home market to the newly established global location.*
Additionally, a firm’s performance may suffer with substantial amounts of globalization.
In this instance, firms may over diversify internationally beyond their ability to manage
these extended operations.*> Over diversification can have strong negative effects on a
firm’s overall performance.

A major factor in the global economy in recent years has been the growth in
the influence of emerging economies. The important emerging economies include
not only the BRIC countries (Brazil, Russia, India, and China) but also the VISTA
countries (Vietnam, Indonesia, South Africa, Turkey, and Argentina). Mexico and
Thailand have also become increasingly important markets.* Obviously, as these econ-
omies have grown, their markets have become targets for entry by large multinational
firms. Emerging economy firms have also began to compete in global markets, some
with increasing success.* For example, there are now more than 1,000 multinational
firms home-based in emerging economies with more than $1 billion in annual sales.*
In fact, the emergence of emerging-market MNCs in international markets has forced
large MNCs based in developed markets to enrich their own capabilities to compete
effectively in global markets.*

Thus, entry into international markets, even for firms with substantial experience in
the global economy, requires effective use of the strategic management process. It is also
important to note that even though global markets are an attractive strategic option for
some companies, they are not the only source of strategic competitiveness. In fact, for
most companies, even for those capable of competing successfully in global markets, it is
critical to remain committed to and strategically competitive in both domestic and inter-
national markets by staying attuned to technological opportunities and potential compet-
itive disruptions that innovations create.”” As illustrated in the Strategic Focus, Starbucks
has increased its revenue per store through an emphasis on innovation in addition to its
international expansion.

1-1b Technology and Technological Changes

Technology-related trends and conditions can be placed into three categories: technology
diffusion and disruptive technologies, the information age, and increasing knowledge
intensity. These categories are significantly altering the nature of competition and as a
result contributing to highly dynamic competitive environments.

Technology Diffusion and Disruptive Technologies

The rate of technology diffusion, which is the speed at which new technologies become
available and are used, has increased substantially over the past 15 to 20 years. Consider
the following rates of technology diffusion:

It took the telephone 35 years to get into 25 percent of all homes in the United States. It took
TV 26 years. It took radio 22 years. It took PCs 16 years. It took the Internet 7 years.**
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Strategic Focus
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Starbucks Is “Juicing” Its Earnings per Store through Technological Innovations

An important signal for a company is who is chosen as the
new CEO. Howard Schultz of Starbucks has led the company
through successful strategic execution over much of its history.
In 2015, Kevin Johnson, a former CEO of Juniper Networks and
16 year veteran of Microsoft took over as CEO of Starbucks,
succeeding Schultz. Johnson has engaged with the company’s
digital operations and will supervise information technology
and supply chain operations.

Many brick and mortar stores have experienced decreas-
ing sales in the United States as online traffic has increased.
Interestingly, 2014 Starbuck sales store operations have risen
5 percent in the fourth quarter; this 5 percent came from
increased traffic (2 percent from growth in sales and 3 percent
in increased ticket size). The driver of this increase in sales is
mainly an increase in technology applications.

To facilitate this increase in sales per store, Starbucks is
ramping up its digital tools such as mobile-payment platforms.
Furthermore, it has ramped up online sales of gift cards as a
way to drive revenue. In December 2014, it allowed custom-
ers to place online orders and pick them up in about 150
Starbucks outlets in the Portland, Oregon area. Besides lead-
ership and a focus on technology, Starbucks receives sugges-
tions, ideas, and experimentation from its employees. Starbucks
employees, called baristas, are seen as partners who blend,
steam, and brew the brand’s specialty coffee in over 21,000
stores worldwide. Schultz credits the employees as a dominant
force in helping it to build its revenue gains.

To further incentivize employees, Starbucks was one of
the first to provide comprehensive health benefits and stock
option ownership to part-time employees. Currently, employ-
ees have received more than $1 billion worth of financial gain
through the stock option program. As an additional perk for
U.S. employees, Schultz created a program to pay 100 percent
of workers'tuition to finish their degrees through Arizona State
University. To date, 1,000 workers have enrolled in this program.

Starbucks is also known for its innovations in new types of
stores. For instance, it is testing smaller express stores in New York
City that reduce client wait times. As noted earlier, Starbucks has
emphasized online payment in its approaches which facilitates the
speed of transaction. It now gives Starbucks rewards for mobile
payment applications to its 12 million active users. Interestingly,
this puts it ahead of iTunes and American Express Serve with
its Starbucks mobile payment app in regard to number of users.

To put its innovation on display, Starbucks opened its first
“Reserve Roastery and Tasting Room! This is a 15,000 square foot

Kevin Schafer/Getty Images

coffee roasting facility and also a consumer retail outlet. According
to Schultz, it's a retail theater where “you can watch beans being
roasted, talk to master grinders, have your drink brewed in front of
you in multiple ways, lounge in a coffee library, order a selection
of gourmet brews and locally prepared foods.” Schultz calls this
store in New York the “Willie Wonka Factory of coffee” Based on
this concept, Starbucks will open small “reserve” stores inspired by
this flagship roastery concept across New York in 2015.

These technology advances and different store offerings
are also taking place internationally. For example, Starbucks is
expanding a new store concept in India and it's debuting this
new concept store in smaller towns and suburbs. These new
outlets are about half the size of existing Starbuck cafes in India.

The photo illustrates the Starbuck’s app that allows cus-
tomers to pre-order and speed service and payment.

Sources: |. Brat & T. Stynes, 2015, Earnings: Starbucks picks a president from
technology industry, Wall Street Journal, www.wsj.com, January 23; A. Adamczyk,
2014, The next big caffeine craze? Starbucks testing cold-brewed coffee, Forbes,
www.forbes.com, August 18; R. Foroohr, 2014, Go inside Starbucks' wild new “Willie
Wonka Factory of coffee’, Time, www.time.com, December 8; FRPT-Retail Snapshot,
2014, Starbucks'strategy of expansion with profitability: to debut in towns and
suburbs with half the size of the new stores, FRPT-Retail Snapshot, September 28,
9-10; L. Lorenzetti, 2014, Fortune’s world most admired companies: Starbucks where
innovation is always brewing, Fortune, www.fortune.com, October 30; P. Wahba,
2014, Starbucks to offer delivery in 2015 in some key markets, Fortune, www.fortune.
com, November 4; V. Wong, 2014, Your boss will love the new Starbucks delivery
service, Bloomberg Businessweek, www.businessweek.com, November 3.
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The impact of technological changes on individual firms and industries has been
broad and significant. For example, in the not-too-distant past, people rented movies on
videotapes at retail stores. Now, movie rentals are almost entirely electronic. The publish-
ing industry (books, journals, magazines, newspapers) is moving rapidly from hard copy
to electronic format. Many firms in these industries, operating with a more traditional
business model, are suffering. These changes are also affecting other industries, from
trucking to mail services (public and private).

Perpetual innovation is a term used to describe how rapidly and consistently new,
information-intensive technologies replace older ones. The shorter product life cycles
resulting from these rapid diffusions of new technologies place a competitive pre-
mium on being able to quickly introduce new, innovative goods and services into the
marketplace.®

In fact, when products become somewhat indistinguishable because of the wide-
spread and rapid diffusion of technologies, speed to market with innovative products may
be the primary source of competitive advantage (see Chapter 5).>° Indeed, some argue
that the global economy is increasingly driven by constant innovations. Not surprisingly,
such innovations must be derived from an understanding of global standards and expec-
tations of product functionality. Although some argue that large established firms may
have trouble innovating, evidence suggests that today these firms are developing radically
new technologies that transform old industries or create new ones.>* Apple is an excellent
example of a large established firm capable of radical innovation. Also, in order to diffuse
the technology and enhance the value of an innovation, firms need to be innovative in
their use of the new technology, building it into their products.>

Another indicator of rapid technology diffusion is that it now may take only 12 to
18 months for firms to gather information about their competitors’ research and devel-
opment (R&D) and product decisions.® In the global economy, competitors can some-
times imitate a firm’s successful competitive actions within a few days. In this sense, the
rate of technological diffusion has reduced the competitive benefits of patents.>* Today,
patents may be an effective way of protecting proprietary technology in a small number
of industries such as pharmaceuticals. Indeed, many firms competing in the electronics
industry often do not apply for patents to prevent competitors from gaining access to
the technological knowledge included in the patent application.

Disruptive technologies—technologies that destroy the value of an existing technol-
ogy and create new markets®*—surface frequently in today’s competitive markets. Think
of the new markets created by the technologies underlying the development of products
such as iPods, iPads, Wi-Fi, and the web browser. These types of products are thought by
some to represent radical or breakthrough innovations (we discuss more about radical
innovations in Chapter 13.).5* A disruptive or radical technology can create what is essen-
tially a new industry or can harm industry incumbents. However, some incumbents are
able to adapt based on their superior resources, experience, and ability to gain access to
the new technology through multiple sources (e.g., alliances, acquisitions, and ongoing
internal research).”

Clearly, Apple has developed and introduced “disruptive technologies” such as the
iPhone and iPod, and in so doing changed several industries. For example, the iPhone
dramatically changed the cell phone industry, and the iPod and its complementary iTunes
revolutionized how music is sold to and used by consumers. In conjunction with other
complementary and competitive products (e.g., Amazon’s Kindle), Apple’s iPad is con-
tributing to and speeding major changes in the publishing industry, moving from hard
copies to electronic books. Apple’s new technologies and products are also contributing
to the new “information age” Thus, Apple provides an example of entrepreneurship
through technology emergence across multiple industries.*
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The Information Age
Dramatic changes in information technology (IT) have occurred in recent years. Personal
computers, cellular phones, artificial intelligence, virtual reality, massive databases (“big
data”), and multiple social networking sites are only a few examples of how information
is used differently as a result of technological developments. An important outcome of
these changes is that the ability to effectively and efficiently access and use information.
IT has become an important source of competitive advantage in virtually all industries.
The Internet and IT advances have given small firms more flexibility in competing with
large firms, if the technology is used efficiently.»

Both the pace of change in IT and its diffusion will continue to increase. For instance,
the number of personal computers in use globally is expected to surpass 2.3 billion by 2015.
More than 372 million were sold globally in 2011. This number is expected to increase to
about 518 million in 2015.°° The declining costs of IT and the increased accessibility to
them are also evident in the current competitive landscape. The global proliferation of
relatively inexpensive computing power and its linkage on a global scale via computer
networks combine to increase the speed and diffusion of IT. Thus, the competitive poten-
tial of I'T is now available to companies of all sizes throughout the world, including those
in emerging economies.*

Increasing Knowledge Intensity

Knowledge (information, intelligence, and expertise) is the basis of technology and its
application. In the competitive landscape of the twenty-first century, knowledge is a criti-
cal organizational resource and an increasingly valuable source of competitive advantage.

Indeed, starting in the 1980s, the basis of competition shifted from hard assets to
intangible resources. For example, “Walmart transformed retailing through its propri-
etary approach to supply chain management and its information-rich relationships with
customers and suppliers”® Relationships with customers and suppliers are an example of
an intangible resource which needs to be managed.®*

Knowledge is gained through experience, observation, and inference and is an intan-
gible resource (tangible and intangible resources are fully described in Chapter 3). The
value of intangible resources, including knowledge, is growing as a proportion of total
shareholder value in today’s competitive landscape.® In fact, the Brookings Institution
estimates that intangible resources contribute approximately 85 percent of total share-
holder value.®® The probability of achieving strategic competitiveness is enhanced for
the firm that develops the ability to capture intelligence, transform it into usable knowl-
edge, and diffuse it rapidly throughout the company.” Therefore, firms must develop
(e.g., through training programs) and acquire (e.g., by hiring educated and experienced
employees) knowledge, integrate it into the organization to create capabilities, and then
apply it to gain a competitive advantage.*®

A strong knowledge-base is necessary to create innovations. In fact, firms lacking the
appropriate internal knowledge resources are less likely to invest money in R&D.* Firms
must continue to learn (building their knowledge-base) because knowledge spillovers to
competitors are common. There are several ways in which knowledge spillovers occur,
including the hiring of professional staff and managers by competitors.” Because of the
potential for spillovers, firms must move quickly to use their knowledge in productive
ways. In addition, firms must build routines that facilitate the diffusion of local knowl-
edge throughout the organization for use everywhere that it has value.” Firms are better
able to do these things when they have strategic flexibility.

Strategic flexibility is a set of capabilities used to respond to various demands and
opportunities existing in a dynamic and uncertain competitive environment. Thus,
strategic flexibility involves coping with uncertainty and its accompanying risks.”
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Firms should try to develop strategic flexibility in all areas of their operations. However,
those working within firms to develop strategic flexibility should understand that the task
is not easy, largely because of inertia that can build up over time. A firm’s focus and past
core competencies may actually slow change and strategic flexibility.”

To be strategically flexible on a continuing basis and to gain the competitive bene-
fits of such flexibility, a firm has to develop the capacity to learn. Continuous learning
provides the firm with new and up-to-date skill sets, which allow it to adapt to its envi-
ronment as it encounters changes.”* Firms capable of rapidly and broadly applying what
they have learned exhibit the strategic flexibility and the capacity to change in ways that
will increase the probability of successfully dealing with uncertain, hypercompetitive
environments.

1-2 The I/O Model of Above-Average
Returns

From the 1960s through the 1980s, the external environment was thought to be the
primary determinant of strategies that firms selected to be successful.”” The industrial
organization (I/O) model of above-average returns explains the external environment’s
dominant influence on a firm’s strategic actions. The model specifies that the industry or
segment of an industry in which a company chooses to compete has a stronger influence
on performance than do the choices managers make inside their organizations.” The
firm’s performance is believed to be determined primarily by a range of industry proper-
ties, including economies of scale, barriers to market entry, diversification, product dif-
ferentiation, the degree of concentration of firms in the industry, and market frictions.””
We examine these industry characteristics in Chapter 2.

Grounded in economics, the I/O model has four underlying assumptions. First, the
external environment is assumed to impose pressures and constraints that determine
the strategies that would result in above-average returns. Second, most firms competing
within an industry or within a segment of that industry are assumed to control similar
strategically relevant resources and to pursue similar strategies in light of those resources.
Third, resources used to implement strategies are assumed to be highly mobile across
firms, so any resource differences that might develop between firms will be short-lived.
Fourth, organizational decision makers are assumed to be rational and committed to
acting in the firm’s best interests, as shown by their profit-maximizing behaviors.”® The
I/O model challenges firms to find the most attractive industry in which to compete.
Because most firms are assumed to have similar valuable resources that are mobile across
companies, their performance generally can be increased only when they operate in the
industry with the highest profit potential and learn how to use their resources to imple-
ment the strategy required by the industry’s structural characteristics. To do so, they must
imitate each other.”

The five forces model of competition is an analytical tool used to help firms find the
industry that is the most attractive for them. The model (explained in Chapter 2) encom-
passes several variables and tries to capture the complexity of competition. The five forces
model suggests that an industry’s profitability (i.e., its rate of return on invested capital
relative to its cost of capital) is a function of interactions among five forces: suppliers,
buyers, competitive rivalry among firms currently in the industry, product substitutes,
and potential entrants to the industry.*

Firms use the five forces model to identify the attractiveness of an industry (as
measured by its profitability potential) as well as the most advantageous position
for the firm to take in that industry, given the industry’s structural characteristics.®
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Figure 1.2 The I/0 Model of Above-Average Returns
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Typically, the model suggests that firms can earn above-average returns by producing
either standardized goods or services at costs below those of competitors (a cost leader-
ship strategy) or by producing differentiated goods or services for which customers are
willing to pay a price premium (a differentiation strategy). The cost leadership and prod-
uct differentiation strategies are discussed more fully in Chapter 4. The fact that the fast
food industry faces “higher commodity costs, fiercer competition, a restaurant industry
showing little to no growth, and a strapped lower-income consumer;’* suggests that fast
food giant McDonald’s is competing in a relatively unattractive industry.

As shown in Figure 1.2, the I/O model suggests that above-average returns are earned
when firms are able to effectively study the external environment as the foundation for
identifying an attractive industry and implementing the appropriate strategy. For exam-
ple, in some industries, firms can reduce competitive rivalry and erect barriers to entry
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by forming joint ventures. Because of these outcomes, the joint ventures increase profit-
ability in the industry.** Companies that develop or acquire the internal skills needed to
implement strategies required by the external environment are likely to succeed, while
those that do not are likely to fail.* Hence, this model suggests that returns are deter-
mined primarily by external characteristics rather than by the firm’s unique internal
resources and capabilities.

Research findings support the I/O model because approximately 20 percent of a firm’s
profitability is explained by the industry in which it chooses to compete. However, this
research also shows that 36 percent of the variance in firm profitability can be attributed
to the firm’s characteristics and actions.® Thus, managers’ strategic actions affect the firm’s
performance in addition to or in conjunction with external environmental influences.*
These findings suggest that the external environment and a firm’s resources, capabilities,
core competencies, and competitive advantages (see Chapter 3) influence the company’s
ability to achieve strategic competitiveness and earn above-average returns.

Most of the firms in the airline industry are similar in services offered and in perfor-
mance. They largely imitate each other and have performed poorly over the years. The
few airlines which have not followed in the mode of trying to imitate others, such as
Southwest Airlines, have developed unique and valuable resources and capabilities on
which they have relied to provide a superior product (better service at a lower price) than
major rivals.

As shown in Figure 1.2, the I/O model assumes that a firm’s strategy is a set of com-
mitments and actions flowing from the characteristics of the industry in which the firm
has decided to compete. The resource-based model, discussed next, takes a different view
of the major influences on a firm’s choice of strategy.

1-3 The Resource-Based Model of
Above-Average Returns

The resource-based model of above-average returns assumes that each organization
is a collection of unique resources and capabilities. The uniqueness of its resources
and capabilities is the basis of a firm’s strategy and its ability to earn above-average
returns.”

Resources are inputs into a firm’s production process, such as capital equipment,
the skills of individual employees, patents, finances, and talented managers. In general,
a firm’s resources are classified into three categories: physical, human, and organiza-
tional capital. Described fully in Chapter 3, resources are either tangible or intangible
in nature.

Individual resources alone may not yield a competitive advantage.® In fact, resources
have a greater likelihood of being a source of competitive advantage when they are formed
into a capability. A capability is the capacity for a set of resources to perform a task or
an activity in an integrative manner.* Core competencies are capabilities that serve as a
source of competitive advantage for a firm over its rivals.” Core competencies are often
visible in the form of organizational functions. For example, Apple’s R&D function is one
of its core competencies, as its ability to produce innovative new products that are per-
ceived as valuable in the marketplace, is a critical reason for Apple’s success.

According to the resource-based model, differences in firms’ performances across
time are due primarily to their unique resources and capabilities rather than the industry’s
structural characteristics. This model also assumes that firms acquire different resources
and develop unique capabilities based on how they combine and use the resources; that
resources and certainly capabilities are not highly mobile across firms; and that the
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differences in resources and capabilities are the basis of competitive advantage.” Through
continued use, capabilities become stronger and more difficult for competitors to under-
stand and imitate. As a source of competitive advantage, a capability must not be easily
imitated but also not too complex to understand and manage.*

The resource-based model of superior returns is shown in Figure 1.3. This model sug-
gests that the strategy the firm chooses should allow it to use its competitive advantages
in an attractive industry (the I/O model is used to identify an attractive industry).

Not all of a firm’s resources and capabilities have the potential to be the foundation
for a competitive advantage. This potential is realized when resources and capabilities
are valuable, rare, costly to imitate, and non-substitutable.”* Resources are valuable when
they allow a firm to take advantage of opportunities or neutralize threats in its external
environment. They are rare when possessed by few, if any, current and potential competi-
tors. Resources are costly to imitate when other firms either cannot obtain them or are ata

Figure 1.3 The Resource-Based Model of Above-Average Returns
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cost disadvantage in obtaining them compared with the firm that already possesses them.
And they are non-substitutable when they have no structural equivalents. Many resources
can either be imitated or substituted over time. Therefore, it is difficult to achieve and
sustain a competitive advantage based on resources alone. Individual resources are often
integrated to produce configurations in order to build capabilities. These capabilities are
more likely to have these four attributes.®* When these four criteria are met, however,
resources and capabilities become core competencies.

As noted previously, research shows that both the industry environment and a firm’s
internal assets affect that firm’s performance over time.” Thus, to form a vision and
mission, and subsequently to select one or more strategies and determine how to imple-
ment them, firms use both the I/O and resource-based models.*® In fact, these mod-
els complement each other in that one (I/O) focuses outside the firm while the other
(resource-based) focuses inside the firm. Next, we discuss the formation of a firm’s
vision and mission—actions taken after the firm understands the realities of its external
environment (Chapter 2) and internal organization (Chapter 3).

1-4 Vision and Mission

After studying the external environment and the internal organization, the firm has the
information it needs to form its vision and a mission (see Figure 1.1). Stakeholders (those
who affect or are affected by a firm’s performance, as explained later in the chapter) learn
a great deal about a firm by studying its vision and mission. Indeed, a key purpose of
vision and mission statements is to inform stakeholders of what the firm is, what it seeks
to accomplish, and who it seeks to serve.

1-4a Vision
Vision is a picture of what the firm wants to be and, in broad terms, what it wants to
ultimately achieve.” Thus, a vision statement articulates the ideal description of an orga-
nization and gives shape to its intended future. In other words, a vision statement points
the firm in the direction of where it would like to be in the years to come. An effective
vision stretches and challenges people as well. In her book about Steve Jobs, Apple’s phe-
nomenally successful CEO, Carmine Gallo argues that one of the reasons that Apple
is so innovative was Jobs™ vision for the company. She suggests that he thought bigger
and differently than most people. To be innovative, she explains that one has to think
differently about the firm’s products and customers—“sell dreams not products”—and
differently about the story to “create great expectations.”*® With Steve Jobs™ death, Apple
will be challenged to remain highly innovative. Interestingly, similar to Jobs, many new
entrepreneurs are highly optimistic when they develop their ventures.® However, very
few are able to develop and successfully implement a vision in the manner that Jobs did.
It is also important to recognize that vision statements reflect a firm’s values and aspi-
rations and are intended to capture the heart and mind of each employee and, hopefully,
many of its other stakeholders. A firm’s vision tends to be enduring while its mission
can change with new environmental conditions. A vision statement tends to be relatively
short and concise, making it easily remembered. Examples of vision statements include
the following:

Our vision is to be the world’s best quick service restaurant. (McDonald’s)

To make the automobile accessible to every American. (Ford Motor Company’s vision when
established by Henry Ford)
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As a firm’s most important and prominent strategic leader, the CEO is responsible for
working with others to form the firm’s vision. Experience shows that the most effective
vision statement results when the CEO involves a host of stakeholders (e.g., other top-level
managers, employees working in different parts of the organization, suppliers, and custom-
ers) to develop it. In short, they need to develop a clear and shared vision for it to be success-
ful.**° In addition, to help the firm reach its desired future state, a vision statement should be
clearly tied to the conditions in the firm’s external environment and internal organization.
Moreover, the decisions and actions of those involved with developing the vision, especially
the CEO and the other top-level managers, must be consistent with that vision.

1-4b Mission

The vision is the foundation for the firm’s mission. A mission specifies the busi-
nesses in which the film intends to compete and the customers it intends to serve.”*
The firm’s mission is more concrete than its vision. However, similar to the vision, a
mission should establish a firm’s individuality and should be inspiring and relevant
to all stakeholders.** Together, the vision and mission provide the foundation that
the firm needs to choose and implement one or more strategies. The probability of
forming an effective mission increases when employees have a strong sense of the
ethical standards that guide their behaviors as they work to help the firm reach its
vision.” Thus, business ethics are a vital part of the firm’s discussions to decide what
it wants to become (its vision) as well as who it intends to serve and how it desires to
serve those individuals and groups (its mission).***

Even though the final responsibility for forming the firm’s mission rests with the
CEO, the CEO and other top-level managers often involve more people in developing the
mission. The main reason for this is that the mission deals more directly with product
markets and customers, and middle- and first-level managers and other employees have
more direct contact with customers and the markets in which they serve. Examples of
mission statements include the following:

Be the best employer for our people in each community around the world and deliver opera-
tional excellence to our customers in each of our restaurants. (McDonald’s)

Our mission is to be recognized by our customers as the leader in applications engineering.
We always focus on the activities customers’ desire; we are highly motivated and strive to
advance our technical knowledge in the areas of material, part design and fabrication tech-
nology. (LNP, a GE Plastics Company)

McDonald’s mission statement flows from its vision of being the world’s best
quick-service restaurant. LNP’s mission statement describes the business areas (material,
part design, and fabrication technology) in which the firm intends to compete.

Clearly, vision and mission statements that are poorly developed do not provide the
direction a firm needs to take appropriate strategic actions. Still, as shown in Figure
1.1, a firm’s vision and mission are critical aspects of the analysis and the base required
to engage in strategic actions that help to achieve strategic competitiveness and earn
above-average returns. Therefore, firms must accept the challenge of forming effective
vision and mission statements.

1-5 Stakeholders

Every organization involves a system of primary stakeholder groups with whom it
establishes and manages relationships.’*> Stakeholders are the individuals, groups,
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A mission specifies the
businesses in which the firm
intends to compete and the
customers it intends to serve.

Stakeholders are the
individuals, groups, and
organizations that can affect
the firm'’s vision and mission,
are affected by the strategic
outcomes achieved, and have
enforceable claims on the
firm's performance.
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Strategic Focus

The Failure of BlackBerry to Develop an Ecosystem of Stakeholders

In 2007 the Apple iPhone was introduced as a consumer
product which became known as the smartphone. At the
time, the dominant player in this category was Research in
Motion (RIM) and later known as BlackBerry. As late as 2010,
BlackBerry held 43 percent of the commercial and govern-
ment communication sectors. As consumers, including the
business and government segments, found the smartphone
to be superior as far as utility, BlackBerry's market share began
to decrease precipitously. Although BlackBerry's technology
allowed it to be a superior communication device for email
and phone, the iPhone was superior as a handheld computer
device, including communication and messaging, with much
more versatility.

BlackBerry's demise provides an informed example of
how the competitive landscape has changed in regard to
successful business model implementation. Previously,
having a good product or service and well run cost-effective
company with sound capital structure was sufficient. With
newer business models, having an effective strategy to man-
age the ecosystem or network of suppliers and customers
has become more salient. Because BlackBerry had remark-
ably loyal customers and a strong product it failed to recog-
nize the importance of Apple's ecosystem innovation, which
allowed it to expand and diversify its range of applications
for its handheld computer (smartphone). In particular, com-
plementors to the industry (a concept explored in Chapter 2)
were key; the innovation for Apple was its ecosystem of app
developers. Apple not only focused on the value chain of
making the iPhone and iPad, but it also focused on manag-
ing the ecosystem of creating valuable apps. As a result, an
army of software developers were committed to produc-
ing iPhone applications, was behind the development of
Apple’s device for the general consumer and for business
professionals. They created a network of stakeholders and

facilitated a way to make it easy to install apps on the phone.

App developers responded in huge numbers. When the app
store launched in 2008, there were 500 apps. Within a year
there were 55,000 apps and over a billion downloads. This
was the significant difference between the small develop-
ment community focused on BlackBerry and the massive
development community that arose around applications for
the iPhone. The “open” system strategy approach used by
Google in fostering the Android system allowed a compet-
itive ecosystem to develop that rivaled that of the iPhone.

© Bloomua/Shutterstock.com

Even now BlackBerry has not been able to create the type
of stakeholder ecosystem comparable to those of Apple and
Google.

Since 2010 BlackBerry has had two new CEOs and,
although there are improvements, the firm has never recov-
ered. Although BlackBerry has tried to focus on the business
and government sectors using its classic look with phys-
ical keyboard, it still had a 34 percent drop in revenue in
fourth quarter of 2014. The reviews of its latest product, the
BlackBerry Classic, note that although consumers are likely
to appreciate the retro feel of the device because of the per-
fected physical keyboard and mouse-like track pad, preloaded
apps are slow and poorly designed. The app situation is prob-
lematic because BlackBerry doesn't have the number of app
developers of the Apple or Google ecosystems. Many of the
apps that you do find are difficult to download and often do
not resize to fit the Classics’ square screen well. As such you
get a real physical keyboard to help with emails, manage your
calendar, and browse the web, but few other good software

Both the iPhone and Android systems have more fully
developed app ecosystems than Blackberry, which
has limited Blackberry’s success.

applications. Although this is the Classic is the best model ever
released, it is expected that BlackBerry will continue to decline
due to the lack of quality apps such as the ones found in its
competitors' ecosystems.

Apple was able to outsource innovation to more
developers than it could afford to employ thereby ensuring
a steady stream of desirable new applications and content.
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Transparent revenue sharing for these developers and a few
early app millionaires created incentive at negligible expense.
On the other hand, BlackBerry restricted its development
community and could not hope to innovate fast enough to
compete with the iPhone’s positive feedback loop accruing
value to customers, innovators, and content providers,
resulting in profitable market share which drew capital
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and likewise draws financial capital and an associated increasing
stock price.

Sources: S. Cojocaru & C. Cojocaru, 2014, New trends in mobile technology
leadership, Manager, 19(1): 79-89; M. Cording, J. S. Harrison, R. E. Hoskisson, &

K. Jonsen, 2014, “Walking the talk”: A multi-stakeholder exploration of organiza-
tional authenticity, employee productivity and post-merger performance, Academy
of Management Perspectives, 28(1): 38-56; B. Dummit, 2014, BlackBerry’s revenue
falls 34%; decline underscores challenges smartphone maker faces, even as it

cuts costs, Wall Street Journal, www.wsj.com, Dec 20; M. Freer, 2014, Four success
strategies from failed business models, Forbes, www.forbes.com, Jul 21; D. Gallagher,
2014, BlackBerry’s new plan could bear fruit; attempt at revival is showing signs of
life, Wall Street Journal, www.wsj.com, Nov 16; D. Reisinger, 2014, Why BlackBerry is
showing signs of stability under CEO John Chin, eWeek, www.eweek.com,

Dec 22; M. G. Jacobides, 2013, BlackBerry forgot to manage the ecosystem,

Business Strategy Review, 24(4), 8; B. Matichuk, 2013, BlackBerry’s business

model led to its failure, Troy Media, www.troymedia.com, Oct 1.

market players as well.

In summary, BlackBerry's big failure was that it did not pay
attention to the complementary software that became available
on other ecosystems. A big lesson here is that managing sup-
plier and stakeholder value creation also creates strong support
from customers because it creates value for the all stakeholders

and organizations that can affect the firm’s vision and mission, are affected by the
strategic outcomes achieved, and have enforceable claims on the firm’s perfor-
mance.*® Claims on a firm’s performance are enforced through the stakeholders’
ability to withhold participation essential to the organization’s survival, competi-
tiveness, and profitability.*”” Stakeholders continue to support an organization when
its performance meets or exceeds their expectations.”® Also, research suggests that
firms that effectively manage stakeholder relationships outperform those that do not.
Stakeholder relationships and the firm’s overall reputation among stakeholders can
therefore be a source of competitive advantage.* This can be illustrated through the
application of a strong stakeholder strategy in the comparison between BlackBerry’s
and Apple’s ecosystem of stakeholders in the strategic focus. BlackBerry was unable
to develop a strong set of application suppliers compared to the Apple ecosystem of
app supplier stakeholders.”

Although organizations have dependency relationships with their stakeholders,
they are not equally dependent on all stakeholders at all times. As a consequence,
not every stakeholder has the same level of influence.” The more critical and valued
a stakeholder’s participation, the greater a firm’s dependency on it. Greater depen-
dence, in turn, gives the stakeholder more potential influence over a firm’s com-
mitments, decisions, and actions. Managers must find ways to either accommodate
or insulate the organization from the demands of stakeholders controlling critical
resources."*

1-5a Classifications of Stakeholders

The parties involved with a firm’s operations can be separated into at least three groups.™
As shown in Figure 1.4, these groups are the capital market stakeholders (shareholders
and the major suppliers of a firm’s capital), the product market stakeholders (the firm’s
primary customers, suppliers, host communities, and unions representing the work-
force), and the organizational stakeholders (all of a firm’s employees, including both non-
managerial and managerial personnel).

Each stakeholder group expects those making strategic decisions in a firm to pro-
vide the leadership through which its valued objectives will be reached.”* The objec-
tives of the various stakeholder groups often differ from one another, sometimes placing
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Figure 1.4 The Three Stakeholder Groups

People who are affected by a firm’s
Stakeholders ————  performance and who have claims on
its performance

Capital Market Stakeholders

e Shareholders

* Major suppliers of capital
(e.g., banks)

Product Market Stakeholders
® Primary customers
e Suppliers

e Host communities
e Unions

Organizational Stakeholders
* Employees

* Managers

* Nonmanagers

those involved with a firm’s strategic management process in situations where trade-offs
have to be made. The most obvious stakeholders, at least in U.S. organizations, are
shareholders—individuals and groups who have invested capital in a firm in the expec-
tation of earning a positive return on their investments. These stakeholders’ rights are
grounded in laws governing private property and private enterprise.

In contrast to shareholders, another group of stakeholders—the firm’s customers—
prefers that investors receive a minimum return on their investments. Customers could
have their interests maximized when the quality and reliability of a firm’s products are
improved, but without high prices. High returns to customers, therefore, might come at
the expense of lower returns for capital market stakeholders.

Because of potential conflicts, each firm must carefully manage its stakeholders. First,
a firm must thoroughly identify and understand all important stakeholders. Second, it
must prioritize them in case it cannot satisfy all of them. Power is the most critical cri-
terion in prioritizing stakeholders. Other criteria might include the urgency of satisfying
each particular stakeholder group and the degree of importance of each to the firm.s

When the firm earns above-average returns, the challenge of effectively managing
stakeholder relationships is lessened substantially. With the capability and flexibility
provided by above-average returns, a firm can more easily satisfy multiple stakehold-
ers. When the firm earns only average returns, it is unable to maximize the interests of

all stakeholders. The objective then becomes one of at least minimally satisfying each
stakeholder.
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Trade-off decisions are made in light of
how important the support of each stake-
holder group is to the firm. For example,
environmental groups may be very import-
ant to firms in the energy industry but less
important to professional service firms.
A firm earning below-average returns does
not have the capacity to minimally satisfy
all stakeholders. The managerial challenge
in this case is to make trade-offs that min-
imize the amount of support lost from
stakeholders. Societal values also influence
the general weightings allocated among
the three stakeholder groups shown in
Figure 1.4. Although all three groups are
served by and, in turn, influence firms deci-
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differences. Next, we present additional
details about each of the three major stake-
holder groups.

Capital Market Stakeholders
Shareholders and lenders both expect a firm to preserve and enhance the wealth they
have entrusted to it. The returns they expect are commensurate with the degree of
risk they accept with those investments (i.e., lower returns are expected with low-
risk investments, while higher returns are expected with high-risk investments).
Dissatisfied lenders may impose stricter covenants on subsequent borrowing of
capital. Dissatisfied shareholders may reflect their concerns through several means,
including selling their stock. Institutional investors (e.g., pension funds, mutual
funds) often are willing to sell their stock if the returns are not what they desire,
or they may take actions to improve the firm’s performance such as pressuring top
managers and members of boards of directors to improve the strategic decisions and
governance oversight."® Some institutions owning major shares of a firm’s stock may
have conflicting views of the actions needed, which can be challenging for managers.
This is because some may want an increase in returns in the short-term while
the others desire a focus on building long-term competitiveness.”” Managers may have
to balance their desires with those of other shareholders or prioritize the importance
of the institutional owners with different goals. Clearly shareholders who hold a large
share of stock (sometimes referred to as blockholders, see Chapter 10) are influen-
tial, especially in the determination of the firm’s capital structure (i.e., the amount
of equity versus the amount of debt used). Large shareholders often prefer that
the firm minimize its use of debt because of the risk of debt, its cost, and the possi-
bility that debt holders have first call on the firm’s assets over the shareholders in case
of default.”®

When a firm is aware of potential or actual dissatisfactions among capital market
stakeholders, it may respond to their concerns. The firm’s response to stakeholders
who are dissatisfied is affected by the nature of its dependence on them (which, as
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sions in the major industrialized nations, As a firm formulates its strategy, it must consider all of its primary
the priorities in their service and influence stakeholders in the product and capital markets as well as
vary because of cultural and institutional organizational shareholders.




24

Part 1: Strategic Management Inputs

noted earlier, is also influenced by a society’s values). The greater and more signifi-
cant the dependency is, the more likely the firm is to provide a significant response.
Sometimes firms are unable to satisfy key stakeholders such as creditors and have to
file for bankruptcy.

Product Market Stakeholders

Some might think that product market stakeholders (customers, suppliers, host com-
munities, and unions) share few common interests. However, all four groups can benefit
as firms engage in competitive battles. For example, depending on product and indus-
try characteristics, marketplace competition may result in lower product prices being
charged to a firm’s customers and higher prices being paid to its suppliers (the firm
might be willing to pay higher supplier prices to ensure delivery of the types of goods and
services that are linked with its competitive success).™

Customers, as stakeholders, demand reliable products at the lowest possible
prices. Suppliers seek loyal customers who are willing to pay the highest sustain-
able prices for the goods and services they receive. Although all product market
stakeholders are important, without customers, the other product market stake-
holders are of little value. Therefore, the firm must try to learn about and understand
current and potential customers.'

Host communities are represented by national (home and abroad), state/province,
and local government entities with which the firm must deal. Governments want com-
panies willing to be long-term employers and providers of tax revenue without placing
excessive demands on public support services. These stakeholders also influence the
firm through laws and regulations. In fact, firms must deal with laws and regula-
tions developed and enforced at the national, state, and local levels (the influence is
polycentric—multiple levels of power and influence).”

Union officials are interested in secure jobs, under highly desirable working con-
ditions, for employees they represent. Thus, product market stakeholders are generally
satisfied when a firm’s profit margin reflects at least a balance between the returns to
capital market stakeholders (i.e., the returns lenders and shareholders will accept and still
retain their interests in the firm) and the returns in which they share.

Organizational Stakeholders

Employees—the firm’s organizational stakeholders—expect the firm to provide a
dynamic, stimulating, and rewarding work environment. Employees generally prefer to
work for a company that is growing and in which the employee can develop their skills,
especially those skills required to be effective team members and to meet or exceed
global work standards. Workers who learn how to use new knowledge productively
are critical to organizational success. In a collective sense, the education and skills
of a firm’s workforce are competitive weapons affecting strategy implementation and
firm performance.” Strategic leaders are ultimately responsible for serving the needs
of organizational stakeholders on a day-to-day basis. In fact, to be successful, strategic
leaders must effectively use the firm’s human capital.”* The importance of human cap-
ital to their success is probably why outside directors are more likely to propose layoffs
compared to inside strategic leaders, while such insiders are likely to use preventative
cost-cutting measures and seek to protect incumbent employees.”* A highly import-
ant means of building employee skills for the global competitive landscape is through
international assignments. The process of managing expatriate employees and helping
them build knowledge can have significant effects over time on the firm’s ability to
compete in global markets."
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1-6 Strategic Leaders

Strategic leaders are people located in dif-
ferent areas and levels of the firm using the
strategic management process to select stra-
tegic actions that help the firm achieve its
vision and fulfill its mission. Regardless of
their location in the firm, successful strategic
leaders are decisive, committed to nurturing
those around them, and committed to help-
ing the firm create value for all stakeholder
groups.” In this vein, research evidence
suggests that employees who perceive that
their CEO is a visionary leader also believe
that the CEO leads the firm to operate in
ways that are consistent with the values of
all stakeholder groups rather than emphasiz-
ing only maximizing profits for shareholders.
In turn, visionary leadership motivates
employees to expend extra effort, thereby
helping to increase firm performance.

When identifying strategic leaders, most of us tend to think of CEOs and other top-
level managers. Clearly, these people are strategic leaders. In the final analysis, CEOs
are responsible for making certain their firm effectively uses the strategic management
process. Indeed, the pressure on CEOs to manage strategically is stronger than ever.>
However, many other people help choose a firm’s strategy and then determine the actions
for successfully implementing it.** The main reason is that the realities of twenty-first
century competition that we discussed earlier in this chapter (e.g., the global economy,
globalization, rapid technological change, and the increasing importance of knowledge
and people as sources of competitive advantage) are creating a need for those “closest to
the action” to be making decisions and determining the actions to be taken. In fact, all
managers (as strategic leaders) must think globally and act locally.® Thus, the most effec-
tive CEOs and top-level managers understand how to delegate strategic responsibilities to
people throughout the firm who influence the use of organizational resources. Delegation
also helps to avoid too much managerial hubris at the top and the problems it causes,
especially in situations allowing significant managerial discretion.»°

Organizational culture also affects strategic leaders and their work. In turn, strate-
gic leaders’ decisions and actions shape a firm’s culture. Organizational culture refers
to the complex set of ideologies, symbols, and core values that are shared throughout
the firm and that influence how the firm conducts business. It is the social energy that
drives—or fails to drive—the organization.” For example, Southwest Airlines is known
for having a unique and valuable culture. Its culture encourages employees to work hard
but also to have fun while doing so. Moreover, its culture entails respect for others—
employees and customers alike. The firm also places a premium on service, as suggested by its
commitment to provide POS (Positively Outrageous Service) to each customer.

1-6a The Work of Effective Strategic Leaders

Perhaps not surprisingly, hard work, thorough analyses, a willingness to be brutally
honest, a penchant for wanting the firm and its people to accomplish more, and tenac-
ity are prerequisites to an individual’s success as a strategic leader. The top strategic
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Tony Hsieh, CEO of Zappos.com, an online shoe and clothing retailer,
has been helpful in shaping Zappos’s entrepreneurial culture.

Strategic leaders are
people located in different
areas and levels of the

firm using the strategic
management process to
select strategic actions that
help the firm achieve its
vision and fulfill its mission.

Organizational culture
refers to the complex set
of ideologies, symbols, and
core values that are shared
throughout the firm and
that influence how the firm
conducts business.
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leaders are chosen on the basis of their capabilities (their accumulation of human cap-
ital and skills over time). Effective top management teams (those with better human
capital, management skills, and cognitive abilities) make better strategic decisions.»*
In addition, strategic leaders must have a strong strategic orientation while simultane-
ously embracing change in the dynamic competitive landscape we have discussed.” In
order to deal with this change effectively, strategic leaders must be innovative think-
ers and promote innovation in their organization.** Promoting innovation is facil-
itated by a diverse top management team representing different types of expertise
and leveraging relationships with external parties.’ Strategic leaders can best lever-
age partnerships with external parties and organizations when their organizations are
ambidextrous, both innovative and good at execution.”® In addition, strategic leaders
need to have a global mind-set, or sometimes referred to as an ambicultural approach
to management.””

Strategic leaders, regardless of their location in the organization, often work
long hours, and their work is filled with ambiguous decision situations. However,
the opportunities afforded by this work are appealing and offer exciting chances to
dream and to act. The following words, given as advice to the late Time Warner chair
and co-CEO Steven J. Ross by his father, describe the opportunities in a strategic
leader’s work:

There are three categories of people—the person who goes into the office, puts his feet up on
his desk, and dreams for 12 hours; the person who arrives at 5 A.M. and works for 16 hours,
never once stopping to dream; and the person who puts his feet up, dreams for one hour, then
does something about those dreams.*

The operational term used for a dream that challenges and energizes a company is
vision. The most effective strategic leaders provide a vision as the foundation for the
firm’s mission and subsequent choice and use of one or more strategies.”

1-7 The Strategic Management Process

As suggested by Figure 1.1, the strategic management process is a rational approach
firms use to achieve strategic competitiveness and earn above-average returns.
Figure 1.1 also features the topics we examine in this book to present the strategic
management process.

This book is divided into three parts aligned with the A-S-P process explained in the
beginning of the chapter. In Part 1, we describe the analyses (A) necessary for developing
strategies. Specifically, we explain what firms do to analyze their external environment
(Chapter 2) and internal organization (Chapter 3). These analyses are completed to iden-
tify marketplace opportunities and threats in the external environment (Chapter 2) and to
decide how to use the resources, capabilities, core competencies, and competitive advan-
tages in the firm’s internal organization to pursue opportunities and overcome threats
(Chapter 3). The analyses explained in Chapters 2 and 3 are the well-known SWOT anal-
yses (strengths, weaknesses, opportunities, threats).** Firms use knowledge about its
external environment and internal organization, then formulates its strategy taking into
account its vision and mission.

The firm’s analyses (see Figure 1.1) provide the foundation for choosing one or
more strategies (S) and deciding which one(s) to implement. As suggested in Figure 1.1
by the horizontal arrow linking the two types of strategic actions, formulation and
implementation must be simultaneously integrated for a successful strategic manage-
ment process. Integration occurs as decision makers review implementation issues
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when choosing strategies and consider possible changes to the firm’s strategies while
implementing a current strategy.

In Part 2 of this book, we discuss the different strategies firms may choose to
use. First, we examine business-level strategies (Chapter 4). A business-level strat-
egy describes the actions a firm takes to exploit its competitive advantage over rivals.
A company competing in a single product market (e.g., a locally owned grocery store
operating in only one location) has but one business-level strategy, while a diversi-
fied firm competing in multiple product markets (e.g., General Electric) forms a busi-
ness-level strategy for each of its businesses. In Chapter 5, we describe the actions and
reactions that occur among firms in marketplace competition. Competitors typically
respond to and try to anticipate each other’s actions. The dynamics of competition
affect the strategies firms choose as well as how they try to implement the chosen
strategies.'"

For the diversified firm, corporate-level strategy (Chapter 6) is concerned with deter-
mining the businesses in which the company intends to compete as well as how to man-
age its different businesses. Other topics vital to strategy formulation, particularly in the
diversified company, include acquiring other businesses and, as appropriate, restructur-
ing the firm’s portfolio of businesses (Chapter 7) and selecting an international strategy
(Chapter 8). With cooperative strategies (Chapter 9), firms form a partnership to share
their resources and capabilities in order to develop a competitive advantage. Cooperative
strategies are becoming increasingly important as firms seek ways to compete in the
global economy’s array of different markets.*

To examine actions taken to implement strategies, we consider several topics in
Part 3 of the book. First, we examine the different mechanisms used to govern firms
(Chapter 10). With demands for improved corporate governance being voiced by many
stakeholders in the current business environment, organizations are challenged to learn
how to simultaneously satisfy their stakeholders’ different interests.*s Finally, the orga-
nizational structure and actions needed to control a firm’s operations (Chapter 11), the
patterns of strategic leadership appropriate for today’s firms and competitive environ-
ments (Chapter 12), and strategic entrepreneurship (Chapter 13) as a path to continuous
innovation are addressed.

It is important to emphasize that primarily because they are related to how a firm
interacts with its stakeholders, almost all strategic management process decisions have
ethical dimensions.*** Organizational ethics are revealed by an organization’s culture;
that is to say, a firm’s decisions are a product of the core values that are shared by most
or all of a company’s managers and employees. Especially in the turbulent and often
ambiguous competitive landscape in the global economy, those making decisions
as a part of the strategic management process must understand how their decisions
affect capital market, product market, and organizational stakeholders differently and
regularly evaluate the ethical implications of their decisions.” Decision makers fail-
ing to recognize these realities accept the risk of placing their firm at a competitive
disadvantage.

As you will discover, the strategic management process examined in this book calls
for disciplined approaches to serve as the foundation for developing a competitive advan-
tage. Therefore, it has a major effect on the performance (P) of the firm.* Performance is
reflected in the firm’s ability to achieve strategic competitiveness and earn above-average
returns. Mastery of this strategic management process will effectively serve you, our
readers, and the organizations for which you will choose to work.
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SUMMARY

Firms use the strategic management process to achieve stra-
tegic competitiveness and earn above-average returns. Firms
analyze the external environment and their internal organi-
zation, then formulate and implement a strategy to achieve a
desired level of performance (A-S-P). Performance is reflected
by the firm’s level of strategic competitiveness and the extent
to which it earns above-average returns. Strategic competitive-
ness is achieved when a firm develops and implements a
value-creating strategy. Above-average returns (in excess

of what investors expect to earn from other investments with
similar levels of risk) provide the foundation needed to
simultaneously satisfy all of a firm’s stakeholders.

The fundamental nature of competition is different in the
current competitive landscape. As a result, those making
strategic decisions must adopt a different mind-set, one that
allows them to learn how to compete in highly turbulent and
chaotic environments that produce a great deal of uncertainty.
The globalization of industries and their markets along with
rapid and significant technological changes are the two
primary factors contributing to the turbulence of the
competitive landscape.

Firms use two major models to help develop their vision and
mission when choosing one or more strategies in pursuit of
strategic competitiveness and above-average returns. The core
assumption of the I/O model is that the firm’s external envi-
ronment has a large influence on the choice of strategies more
than do the firm’s internal resources, capabilities, and core com-
petencies. Thus, the I/O model is used to understand the effects
an industry’s characteristics can have on a firm when deciding
what strategy or strategies to use in competing against rivals.
The logic supporting the I/0 model suggests that above-
average returns are earned when the firm locates an attractive
industry or part of an industry and successfully implements

the strategy dictated by that industry’s characteristics. The

core assumption of the resource-based model is that the firm's
unique resources, capabilities, and core competencies have
more of an influence on selecting and using strategies than
does the firm's external environment. Above-average returns
are earned when the firm uses its valuable, rare, costly-to-
imitate, and non-substitutable resources and capabilities to

KEY TERMS

above-average returns 5
average returns 6
capability 16
competitive advantage 4
core competencies 16
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compete against its rivals in one or more industries. Evidence
indicates that both models yield insights that are linked to suc-
cessfully selecting and using strategies. Thus, firms want to use
their unique resources, capabilities, and core competencies as
the foundation to engage in one or more strategies that allow
them to effectively compete against rivals in their industry.

Vision and mission are formed to guide the selection of
strategies based on the information from the analyses of the
firm's internal organization and external environment. Vision

is a picture of what the firm wants to be and, in broad terms,
what it wants to ultimately achieve. Flowing from the vision,
the mission specifies the business or businesses in which the
firm intends to compete and the customers it intends to serve.
Vision and mission provide direction to the firm and signal
important descriptive information to stakeholders.

Stakeholders are those who can affect, and are affected by,

a firm's performance. Because a firm is dependent on the
continuing support of stakeholders (shareholders, custom-
ers, suppliers, employees, host communities, etc.), they have
enforceable claims on the company’s performance. When earn-
ing above-average returns, a firm generally has the resources
it needs to satisfy the interests of all stakeholders. However,
when earning only average returns, the firm must carefully
manage its stakeholders in order to retain their support. A firm
earning below-average returns must minimize the amount of
support it loses from unsatisfied stakeholders.

Strategic leaders are people located in different areas and
levels of the firm using the strategic management process to
help the firm achieve its vision and fulfill its mission. In general,
CEOs are responsible for making certain that their firms prop-
erly use the strategic management process. The effectiveness
of the strategic management process is increased when it is
grounded in ethical intentions and behaviors. The strategic
leader’s work demands decision trade-offs, often among
attractive alternatives. It is important for all strategic leaders,
especially the CEO and other members of the top-management
team, to conduct thorough analyses of conditions facing the
firm, be brutally and consistently honest, and work jointly to
select and implement the correct strategies.

global economy 8
hypercompetition 7
mission 19
organizational culture 25
resources 16
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risk 5

stakeholders 19

strategic competitiveness 4
strategic flexibility 13

REVIEW QUESTIONS

1. What are strategic competitiveness, strategy, competitive
advantage, above-average returns, and the strategic manage-
ment process?

2. What are the characteristics of the current competitive land-
scape? What two factors are the primary drivers of this landscape?

3. According to the I/O model, what should a firm do to earn
above-average returns?

4. What does the resource-based model suggest a firm should do
to earn above-average returns?

Mini-Case

Competition in the Airlines Industry

For many years, the airline industry was highly regulated
which resulted in most airlines acting like each other by
definition. However, the similarities among the large air-
line companies remained after the industry was partially
deregulated more than 30 years ago. These similarities—
in services, routes, and performance-have persisted even
to the present time. For example, airlines often offer a
new service (e.g., Wi-Fi availability on flights), but these
services are easily imitated, therefore, any differentiation
in offerings is only temporary.

In recent times, consolidation has occurred in both
European and U.S. airline industries. In particular, poor
performance led U.S. Air and America West to merge.
Additionally, much for the same reasons, Northwest
Airlines and Delta Airlines merged. Likewise United
Airlines and Continental merged to create the largest
airline in the industry. More recently, American Airlines
and U.S. Air have been approved to merge. Much of
the consolidation was approved because several of the
airlines went through bankruptcy proceedings (e.g.,
Continental and United both went through bankruptcy

29

strategic leaders 25

strategic management process 6
strategy 4

vision 18

5. What are vision and mission? What is their value for the strate-
gic management process?

6. What are stakeholders? How do the three primary stakeholder
groups influence organizations?

How would you describe the work of strategic leaders?

8. What are the elements of the strategic management process?
How are they interrelated?

before their merger). All of these mergers, however, have
not created highly differentiated services (or prices). All
of airlines largely provide the same type of services, and
prices do not differ greatly among the large “full-service”
carriers.

In fact, it seems that the primary competition is in
trying to make fewer mistakes. In fact, industry statis-
tics that report positive accounts, announce such out-
comes as a reduction in lost bags, fewer cancellations of
flights, and fewer delays. What this suggests is that all
of these areas still likely represent major problem areas.
It seems pretty bad when the most positive statement
one can make is that fewer bags have been lost in recent
times. Although profits have been up more recently, this
is primarily due to lower fuel costs and stronger demand
because the economy is growing, something that is not
controlled by those in charge of the strategy.

Obviously, there are differences between air-
lines across time. United, the largest airline, merged
with Continental to create more financial efficien-
cies and to offer greater travel options to customers.
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However, it has had significant problems making the
merger of the two systems work effectively. In fact, it
announced a major net loss for 2012 because of its prob-
lems. For example, in November 2012, a computer mal-
function (software problem) caused the delay of 250 of
United’s flights globally for almost two hours. Its res-
ervation system failed twice during 2012, which shut
down its website, stranding passengers as flights were
then delayed or cancelled. United’s on time performance
suffered and was once of the worst in the industry for
2012. The number of customer complaints for United
was much higher than in the past. In short, it is relatively
easy to determine why the airline suffered a serious net
loss in 2012. Yet, Delta, which performed very poorly a
few years earlier, performed better in 2014. It made a
net profit for the third year in a row. Its on-time per-
formance was about 10 percentage points higher than
United’s. And, while United is eliminating flights and
furloughing employees to cuts costs (trying to make a
profit), in 2012 Delta purchased a 49 percent share of
Virgin Atlantic to gain access to the highly valuable New
York-London routes and gates in both locations. Delta
was also one of the first airlines to introduce Wi-Fi to
passengers during flights, although most other airlines
have duplicated this service. Interestingly, the one pro-
gram most airlines have used to establish some differ-
entiation is their loyalty programs. However, benefits
of these loyalty programs have been decreasing over
time with less availability and more miles deducted.
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Furthermore, research shows that airlines attrack brand
switching customers who tend to move to the brand
with the most perks for them at the time.

Certainly, some reduced-service airlines have fared
much better in most of the categories noted above (e.g.,
profits, on-time flights, customer complaints). Among
these is Southwest Airlines. Interestingly, while it started
as a low-price airline (and has maintained this feature),
it also has generally offered superior service compared
to the full-service airlines. The large airlines tried, but
were unable, to imitate Southwest. In effect, Southwest
developed its resources and capabilities which over time
allowed it to provide service much more effectively and at
a lower price than its full-service rivals. However, JetBlue
has duplicated much of Southwest’s strategy, although it
is focused on business travelers.

Sources: E. Glusac, 2015, What price loyalty?, Entrepreneur, May, 16;

S. Sharf, 2015, American Airlines reports lower revenue, higher profit,
Forbes, www.forbes.com, April 24; S. Schaefer, 2015, Cleared for takeoff.
Forbes Asia, May, 18; C. M. Voorhees, R. C. White, M. McCall, &

P. Randhawa, 2015, Fool’s gold? Assessing the impact of the value of
airline loyalty programs on brand equity perceptions and share of wallet,
Cornell Hospitality Quarterly, 56(2): 202-212; 2013, Anatomy of 99.5%,
Delta Airlines Website, blog.delta.com, February 15; S. McCartney, 2013,
Believe it or not, flying is improving, Wall Street Journal, www.wsj.com,
January 9; J. Freed, 2012, Delta grabs bigger share of key NY-London
route, Bloomberg Businessweek, www.businessweek.com, December 11;

D. Benoit, 2012, Delta lands London space with Virgin joint venture,
Wall Street Journal, blogs.wsj.com/deals, December 11; J. Mouawad, 2012,
For United, big problems at biggest airline, New York Times, www.nytimes.
com, November 28; C. Negroni, 2012, Good airlines news: Losing fewer
bags, New York Times, www.nytimes.com, August 6.

Case Discussion Questions

1. How important is the environment to the performance of air-
lines in the airline industry? What does this suggest regarding
the industrial organization (I/0) model to explain how firms
can earn above-average returns?

2. Why is there a lot of imitation in the airlines industry, and how
does this affect firm performance?

NOTES

3. How important is the resource-based model to explain how
well firms perform in the airlines industry?

4. How can strategic leaders be successful in an industry like the
airlines industry?

D. J. Teece, 2014, The foundations of
enterprise performance: Dynamic and
ordinary capabilities in an (economic)
theory of firms. Academy of Management
Perspectives, 28: 328-352; D. G. Sirmon,

M. A. Hitt, R. D. Ireland, & B. A. Gilbert,

2011, Resource orchestration to create
competitive advantage: Breadth, depth and
life cycle effects, Journal of Management,

37:1390-1412; D. G. Sirmon, M. A. Hitt, &

R. D. Ireland, 2007, Managing firm resources
in dynamic environments to create value:
Looking inside the black box, Academy of
Management Review, 32: 273-292.

J. Denrell, C. Fang, & Z. Zhao, 2013,
Inferring superior capabilities from
sustained superior performance: A
Bayesian analysis, Strategic Management

Journal, 34: 182-196; R. D’Aveni, G. B.
Dagnino, & K. G. Smith, 2010, The age

of temporary advantage, Strategic
Management Journal, 31: 1371-1385;

R. D. Ireland & J. W. Webb, 2009,
Crossing the great divide of strategic
entrepreneurship: Transitioning between
exploration and exploitation, Business
Horizons, 52: 469-479.



Chapter 1: Strategic Management and Strategic Competitiveness

3.

G. Pacheco-de-Almeida, A. Hawk, &

B. Yeung, 2015, The right speed and its value,
Strategic Management Journal, 36: 159-176;
G. Pacheco-de-Almeida & P. Zemsky, 2007,
The timing of resource development

and sustainable competitive advantage,
Management Science, 53: 651-666.

D. Gaddis Ross, 2014, Taking a chance:

A formal model of how firms use risk

in strategic interaction with other firms,
Academy of Management Review, 39:
202-226.

A. Nair, E. Rustambekov, M. McShane,

& S. Fainshmidt, 2014, Enterprise risk
management as a dynamic capability:

A test of its effectiveness during a crisis,
Managerial & Decision Economics,

35: 555-566; K. D. Miller, 2007, Risk and
rationality in entrepreneurial processes,
Strategic Entrepreneurship Journal, 1: 57-74.
C. C. Miller, N. T. Washburn, & W. H. Glick,
2013, The myth of firm performance,
Organization Science, 24: 948-964.

P. Steffens, P. Davidsson, & J. Fitzsimmons,
2009, Performance configurations over
time: Implications for growth- and profit-
oriented strategies, Entrepreneurship
Theory and Practice, 33: 125-148.

E. Karniouchina, S. J. Carson, J. C. Short,

& D. J. Ketchen, 2013, Extending the firm
vs. industry debate: Does industry life
cycle stage matter? Strategic Management
Journal, 34:1010-1018; J. C. Short,

A. McKelvie, D. J. Ketchen, Jr,, &

G. N. Chandler, 2009, Firm and industry
effects on firm performance: A generalization
and extension for new ventures, Strategic
Entrepreneurship Journal, 3: 47-65.

R. Mudambi & T. Swift, 2014, Knowing
when to leap: Transitioning between
exploitative and explorative R&D, Strategic
Management Journal, 35: 126-145;

D. G. Sirmon, M. A. Hitt, J.-L. Arregle, &

J.T. Campbell, 2010, The dynamic interplay
of capability strengths and weaknesses:
Investigating the bases of temporary
competitive advantage, Strategic
Management Journal, 31: 1386-1409.

D. Ucbasaran, D. A. Shepherd, A. Lockett,
&S. J. Lyon, 2013, Life after business
failure: The process and consequences of
business failure for entrepreneurs, Journal
of Management, 39: 163-202.

P. M. Picone, G. B. Dagnino, G., &

A. Mina, 2014, The origin of failure:

A multidisciplinary appraisal of the

hubris hypothesis and proposed research
agenda, Academy of Management
Perspectives, 28: 447-468.

J. Hansen, R. McDonald, & R. Mitchell,
2013, Competence resource specialization,
causal ambiguity, and the creation and
decay of competitiveness: The role of
marketing strategy in new product
performance and shareholder value,
Journal of the Academy of Marketing
Science, 41: 300-319; Y. Zhang &

J. Gimeno, 2010, Earnings pressure and

20.

competitive behavior: Evidence from

the U.S. electronics industry, Academy of
Management Journal, 53: 743-768.

J. Garcia-Sanchez, L. F. Mesquita, &

R. S.Vassolo, 2014, What doesn't kill you
makes you stronger: The evolution of
competition and entry-order advantages
in economically turbulent contexts,
Strategic Management Journal, 35: 1972—
1992; J. Bock, T. Opsahl, G. George, &

D. M. Gann, 2012, The effects of culture
and structure on strategic flexibility during
business model innovation, Journal of
Management Studies, 49: 275-305.
Garcia-Sanchez, Mesquita, & Vassolo,
What doesn’t kill you makes you stronger;
J. T. Li, 2008, Asymmetric interactions
between foreign and domestic banks:
Effects on market entry, Strategic
Management Journal, 29: 873-893.

N. Hashai & P. J. Buckley, 2014, Is
competitive advantage a necessary
condition for the emergence of the
multinational enterprise?. Global Strategy
Journal, 4: 35-48; R. G. Bell, . Filatotchev,
& A. A. Rasheed, 2012, The liability of
foreignness in capital markets: Sources
and remedies, Journal of International
Business Studies, 43: 107-122.

A. Kuznetsova & O. Kuznetsova, 2014,
Building professional discourse in
emerging markets: Language, context and
the challenge of sensemaking, Journal of
International Business Studies, 45: 583-599;
J. H. Fisch, 2012, Information costs and
internationalization performance, Global
Strategy Journal, 2: 296-312.

R. Makadok & D. G. Ross, 2013, Taking
industry structuring seriously: A strategic
perspective on product differentiation,
Strategic Management Journal, 34:
509-532; Karniouchina, Carson, Short, &
Ketchen, Extending the firm vs. industry
debate; M. A. Delmas, & M. W. Toffel,
2008, Organizational responses to
environmental demands: Opening the
black box, Strategic Management Journal,
29:1027-1055.

A.V. Sakhartov &T. B. Folta, 2014,
Resource relatedness, redeployability, and
firm value, Strategic Management Journal,
35: 1781-1797; J. Barney, D. J. Ketchen, &
M. Wright, 2011, The future of resource-
based theory: Revitalization or decline?
Journal of Management, 37: 37: 1299-1315.
R. Scaggs, 2014, Markets take wild ride

on ruble, oil, Wall Street Journal,
www.wsj.com, December 17; M. Statman,
2011, Calm investment behavior in
turbulent investment times, in What's
Next 2011, New York: McGraw-Hill
Professional, E-Book; E. Thornton, 2009,
The new rules, Businessweek, January 19,
30-34; T. Friedman, 2005, The World Is Flat:
A Brief History of the 21st Century, New
York: Farrar, Strauss and Giroux.

D. Searcey, 2006, Beyond cable. Beyond
DSL. Wall Street Journal, July 24, Ro.

21.

22.

23.

24.

25.

26.

27.

28.

20.

30.

31

E. Steel, 2015, Dish Network unveils Sling
TV, a streaming service to rival cable
(and it has ESPN), New York Times,
www.nytimes.com, January 5.

V. Luckerson, 2014, Netflix wants new
original content every three weeks, Time,
www.time.com, December 9.

B. Agypt & B. A. Rubin, 2012, Time in

the new economy: The impact of the
interaction of individual and structural
temporalities and job satisfaction,
Journal of Management, 49: 403-428;

J. A. Lamberg, H. Tikkanen, T. Nokelainen, &
H. Suur-Inkeroinen, 2009, Competitive
dynamics, strategic consistency, and
organizational survival, Strategic
Management Journal, 30: 45-60.

A. Hawk, G. Pacheco-De-Almeida, &

B. Yeung, 2013, Fast-mover advantages:
Speed capabilities and entry into the
emerging submarket of Atlantic basin
LNG, Strategic Management Journal, 34:
1531-1550; J. Hagel, IlI, J. S. Brown, &

L. Davison, 2008, Shaping strategy in a
world of constant disruption, Harvard
Business Review, 86(10): 81-89.

B. L. King, 2013, Succeeding in a
hypercompetitive world: VC advice for
smaller companies Journal of Business
Strategy, 34(4): 22-30; D’Aveni, Dagnino, &
Smith, The age of temporary advantage;
A. V. Izosimoyv, 2008, Managing
hypergrowth, Harvard Business Review,
86(4): 121-127; J. W. Selsky, J. Goes, & O. N.
Babiiroglu, 2007, Contrasting perspectives
of strategy making: Applications in “Hyper”
environments, Organization Studies, 28:
71-94.

S. Greengard, 2015, Disruption Is the New
Normal. CIO Insight, January 5, 2; D'Aveni,
Dagnino, & Smith, The age of temporary
advantage.

D’Aveni, Dagnino, & Smith, The age of
temporary advantage.

A. Kriz, R. Voola, & U. Yuksel, 2014, The
dynamic capability of ambidexterity in
hypercompetition: Qualitative insights,
Journal of Strategic Marketing, 22: 287-299;
D. J. Bryce & J. H. Dyer, 2007, Strategies
to crack well-guarded markets, Harvard
Business Review 85(5): 84-92.

P. Regnér & U. Zander, 2014, International
strategy and knowledge creation: The
advantage of foreignness and liability

of concentration, British Journal of
Management, 25: 551-569; S. H. Lee

& M. Makhija, 2009, Flexibility in
internationalization: Is it valuable during
an economic crisis? Strategic Management
Journal, 30: 537-555.

K. E. Meyer &Y. Su, 2015, Integration

and responsiveness in subsidiaries in
emerging economies. Journal of World
Business, 50: 149-158; Y. Luo & S. L. Wang,
2012, foreign direct investment strategies
by developing country multinationals:

A diagnostic model for home country
effects, Global Strategy Journal, 2: 244-261.



32

32.

33.

34.

35.

36.

37.

38.

39.

40.

Y. Luo, 2007, From foreign investors to
strategic insiders: Shifting parameters,
prescriptions and paradigms for MNCs in
China, Journal of World Business, 42: 14-34.
S. Awate, M. M. Larsen, & R. Mudambi,
2015, Accessing vs sourcing knowledge:

A comparative study of R&D

internationalization between emerging 41.

and advanced economy firms, Journal of
International Business Studies, 46: 63-86;
M. A. Hitt & X. He, 2008, Firm strategies in
a changing global competitive landscape,
Business Horizons, 51: 363-369.

M. Rhodan, 2015, GM sold a record
number of vehicles in 2014. Time,

www.time.com, January 16. 42.

A. Ritesh, 2014, Jeffrey Immelt on General
Electric’s exposure in Russia, growth

in emerging markets, Benzinga, www.
benzinga.com, December 17; J.-F. Hennart,
2012, Emerging market multinationals and
the theory of the multinational enterprise,
Global Strategy Journal, 2: 168—187;

S. Malone, 2011, GE's Immelt sees new
economic era for globe, Financial Post,

www.financialpost.com, March 13. 43.

S. Ramachandran & T. Stynes, 2015, Netflix
steps up foreign expansion: Subscriber
editions top streaming service's forecast,
helped by growth in markets abroad, Wall
Street Journal, www.wsj.com, January 21.
R. M. Holmes, T. Miller, M. A. Hitt, & M. P.

Salmador, 2013, The interrelationships 44.

among informal institutions, formal
institutions, and inward foreign direct
investment, Journal of Management,

39: 531-566; K. D. Brouthers, 2013, A
retrospective on: Institutions, cultural

and transaction cost influences on entry
mode choice and performance, Journal of
International Business Studies, 44: 14—22.

U. Andersson, P. J. Buckley, & 45.

H. Dellestrand, 201s. In the right place

at the right time!: The influence of 46.

knowledge governance tools on
knowledge transfer and utilization in
MNEs, Global Strategy Journal, 5: 27-47;
H. Kirca, G.T. Hult, S. Deligonul,

M. Z. Perry, & S. T. Cavusgil, 2012,

A multilevel examination of the drivers
of firm multinationality: A meta-analysis,
Journal of Management, 38: 502-530.

D. G. Collings, 2014. Integrating global 47.

mobility and global talent management:
Exploring the challenges and strategic
opportunities, Journal of World Business,
49: 253-261; Y.-Y. Chang, Y. Gong, &

M. W. Peng, 2012, Expatriate knowledge
transfer, subsidiary absorptive capacity,

and subsidiary performance, Academy of 48.

Management Journal, 55: 927-948.
J. P.Quinlan, 2011, Speeding towards a

messy, multi-polar world, in What's Next 49.

2011, New York: McGraw-Hill Professional,
E-Book.

H. Kim & M. Jensen, 2014, Audience
heterogeneity and the effectiveness

of market signals: How to overcome

liabilities of foreignness in film exports?
Academy of Management Journal, 57:
1360-1384; B. Elango, 2009, Minimizing
effects of “liability of foreignness”:
Response strategies of foreign firms

in the United States, Journal of World
Business, 44: 51-62.

F.Jiang, L. Liu, & B W. Stening, 2014, Do
foreign firms in China incur a liability

of foreignness? The local Chinese firms’ 50.

perspective, Thunderbird International
Business Review, 56: 501-518; J. Mata &

E. Freitas, 2012, Foreignness and exit
over the life cycle of firms, Journal of
International Business Studies, 43: 615-630.
T. Chi & Z. J. Zhao, 2014, Equity Structure
of MNE affiliates and scope of their
activities: distinguishing the incentive
and control effects of ownership, Global 51.
Strategy Journal, 4: 257-279; M. A. Hitt,

R. E. Hoskisson, & H. Kim, 1997,
International diversification: Effects on
innovation and firm performance in
product-diversified firms, Academy of
Management Journal, 40: 767-798.

S. Keukeleire & B. Hooijmaaijers, 2014,
The BRICS and other emerging power
alliances and multilateral organizations
in the Asia- Pacific and the Global South:
Challenges for the European Union and
its view on multilateralism, Journal of
Common Market Studies, 52: 582-599.

K. Kalasin, P. Dussauge, & M. Rivera-
Santos, 2014, The expansion of emerging

economy firms into advanced markets: 52.

The influence of intentional path-
breaking change, Global Strategy Journal,
4:75-103; R. Ramamurti, 2012, What is
really different about emerging market
multinationals? Global Strategy Journal,
2: 41-47.

M. Naim, 2013, Power outage, Bloomberg
Businessweek, March 3: 4-5.

H. Kim, R. E. Hoskisson, & S.-H. Lee, 2015. 53.

Why strategic factor markets matter:‘New’
multinationals’ geographic diversification

and firm profitability, Strategic 54.

Management Journal, Forthcoming;
G. McDermott, R. Mudambi, & R. Parente,

2013, Strategic modularity and the 55.

architecture of the multinational firm,
Global Strategy Journal, 3: 1-7.

R. D. Ireland & J. W. Webb, 2007, Strategic
entrepreneurship: Creating competitive
advantage through streams of innovation,
Business Horizons, 50(1): 49-59; G. Hamel,
2001, Revolution vs. evolution: You need

both, Harvard Business Review, 79(5): 56.

150-156.

K. H. Hammonds, 2001, What is the state
of the new economy? Fast Company,
September, 101-104.

M. E. Schramm & M. Y. Hu, 2013,
Perspective: The evolution of R&D
conduct in the pharmaceutical industry,

Journal of Product Innovation Management, 57.

30:203-213; S. W. Bradley, J. S. McMullen,
K. W. Artz, & E. M. Simiyu, 2012, Capital is

Part 1: Strategic Management Inputs

not enough: Innovation in developing
economies, Journal of Management
Studies, 49: 684-717; D. Dunlap-Hinkler,
M. Kotabe, & R. Mudambi, 2010, A story
of breakthrough versus incremental
innovation: Corporate entrepreneurship
in the global pharmaceutical industry,
Strategic Entrepreneurship Journal, 4:
106-127.

G. Pacheco-de-Almeida, A. Hawk, &

B. Yeung, B. 2015, The right speed and

its value, Strategic Management Journal,
36:159-176; A. Hawk, G. Pacheco-De-
Almeida, & B. Yeung, B. 2013, Fast-mover
advantages: Speed capabilities and entry
into the emerging submarket of Atlantic
basin LNG, Strategic Management Journal,
34:1531-1550.

P. C. Patel, S. A. Fernhaber, P. P. McDougall-
Covin, &R. P. van der Have, 2014, Beating
competitors to international markets:
The value of geographically balanced
networks for innovation, Strategic
Management Journal, 35: 691-711;

N. Furr, F. Cavarretta, & S. Garg, 2012,

Who changes course? The role of

domain knowledge and novel framing

in making technological changes,
Strategic Entrepreneurship Journal, 6:
236-256; L. Jiang, J. Tan, & M. Thursby, 2011,
Incumbent firm invention in emerging
fields: Evidence from the semiconductor
industry, Strategic Management Journal,
32: 55-75.

M. G. Jacobides, 2013, BlackBerry forgot
to manage the ecosystem, Business
Strategy Review, 24(4): 8; R. Adner &

R. Kapoor, 2010, Value creation in
innovation ecosystems: How the structure
of technological interdependence affects
firm performance in new technology
generations, Strategic Management
Journal, 31: 306-333.

C. M. Christensen, 1997, The Innovator’s
Dilemma, Boston: Harvard Business
School Press.

K Bilir, 2014, Patent laws, product life-cycle
lengths, and multinational activity, 2014,
American Economic Review, 104: 1979-2013.
C. Christensen, 2015, Disruptive
innovation is a strategy, not just the
technology, Business Today, 23(26):
150-158; A. Kaul, 2012, Technology

and corporate scope: Firm and rival
innovation as antecedents of corporate
transactions, Strategic Management
Journal, 33: 347-367.

J. Henkel, T. Rende, & M. Wagner,

2015, And the winner is—acquired.
Entrepreneurship as a contest yielding
radical innovations. Research Policy, 44:
295-310; C M. Christensen, 2006, The
ongoing process of building a theory of
disruption, Journal of Product Innovation
Management, 23: 39-55.

U. Stettner & D. Lavie, 2014, Ambidexterity
under scrutiny: Exploration and
exploitation via internal organization,



Chapter 1: Strategic Management and Strategic Competitiveness

58.

59.

60.

61.

62.

63.

64.

65.

alliances, and acquisitions, Strategic
Management Journal, 35: 1903-1929;

L. Capron & O. Bertrand, 2014, Going
abroad in search of higher productivity
at home, Harvard Business Review, 92(6):
26; L Capron, 2013, Cisco’s corporate
development portfolio: A blend of
building, borrowing and buying, Strategy
& Leadership, 41: 27-30.

R. Kapoor & J. M. Lee, 2013, Coordinating
and competing in ecosystems: How
organizational forms shape new
technology investments, Strategic
Management Journal, 34: 274-296;

J. Woolley, 2010, Technology emergence
through entrepreneurship across multiple
industries, Strategic Entrepreneurship
Journal, 4:1-21.

P.Chen & S. Wu, 2013, The impact and
implications of on-demand services on
market structure, Information Systems
Research, 24: 750-767; K. Celuch, G. B.
Murphy, & S. K. Callaway, 2007, More
bang for your buck: Small firms and

the importance of aligned information
technology capabilities and strategic
flexibility, Journal of High Technology
Management Research, 17: 187-197.

2013, Worldwide PC Market, eTForecasts,
www.etforecasts.com, accessed on March
10, 2013.

F. De Beule, S. Elia, & L. Piscitello, 2014,

Entry and access to competencies abroad:

Emerging market firms versus advanced
market firms. Journal of International
Management, 20: 137-152; M. S. Giarratana
& S. Torrisi, 2010, Foreign entry and
survival in a knowledge-intensive
market: Emerging economy countries’
international linkages, technology
competences and firm experience,
Strategic Entrepreneurship Journal, 4:
85-104.

C. Phelps, R. Heidl, & A., Wadhwa, 2012,
Knowledge, networks, and knowledge
networks: A review and research
agenda, Journal of Management, 38:
1115-1166; R. Agarwal, D. Audretsch, &

M. B. Sarkar, 2010, Knowledge spillovers
and strategic entrepreneurship, Strategic
Entrepreneurship Journal, 4: 271-283.

M. Gottfredson, R. Puryear, & S. Phillips,
2005, Strategic sourcing: From periphery
to the core, Harvard Business Review, 83(2):
132-139.

R.-J. Jean, R. R. Sinkovics, &T. P.
Hiebaum, 2014, The effects of supplier
involvement and knowledge protection
on product innovation in customer-
supplier relationships: A study of global
automotive suppliers in China. Journal
of Product Innovation Management, 31:
98-113.

M. J. Donate & J. D. Sdnchez de Pablo,
2015, The role of knowledge-oriented
leadership in knowledge management
practices and innovation, Journal of
Business Research, 68: 360-370;

66.

67.

68.

69.

70.

71.

72.

73.

J. T. Macher & C. Boerner, 2012, 74.

Technological development at the
boundary of the firm: A knowledge-
based examination in drug development,
Strategic Management Journal, 33: 1016-1036.
E. Sherman, 2010, Climbing the corporate
ladder, Continental Magazine, November,
54-56.

K. Srikanth & P. Puranam, 2014, The Firm

as a coordination system: Evidence

from software services offshoring,
Organization Science, 25: 1253—1271; K. Z.
Zhou & C. B. Li, 2012, How knowledge 75.
affects radical innovation: Knowledge
base, market knowledge acquisition, and
internal knowledge sharing, Strategic

Management Journal, 33: 1090-1102. 76.

D. Laureiro-Martinez, S. Brusoni,

N. Canessa, & M. Zollo, 2015, Understanding
the exploration-exploitation dilemma:

An fMRI study of attention control and
decision-making performance, Strategic
Management Journal, 36, 319-338; 77.
C. A. Siren, M. Kohtamaki, & A. Kuckertz,
2012, Exploration and exploitation
strategies, profit performance and the
mediating role of strategic learning:
Escaping the exploitation trap, Strategic
Entrepreneurship Journal, 6: 18-41.

A. Cuervo-Cazurra & C. A. Un, 2010, Why
some firms never invest in formal R&D,
Strategic Management Journal, 31: 759-779.

S. Carnahan & D. Somaya, 2013, Alumni 78.

effects and relational advantage: The
impact on outsourcing when a buyer
hires employees from a supplier’s
competitors, Academy of Management
Journal, 56: 1578-1600; H. Yang, C. Phelps,
& H. K. Steensma, 2010, Learning from

what others have learned from you: 79.

The effects of knowledge spillovers

on originating firms, Academy of
Management Journal, 53: 371-389.

R. Aalbers, W. Dolfsma, & O. Koppius,
2014, Rich ties and innovative knowledge
transfer within a firm, British Journal of
Management, 25: 833—-848; A. Jain, 2013,
Learning by doing and the locus of
innovative capability in biotechnology
research, Organization Science, 24:

1683-1700. 80.

D. Herhausen, R. E. Morgan, & H. W.
Volberda, 2014, A meta analysis of

the antecedents and consequences 81.

of strategic flexibility, Academy of
Management Annual Meeting Proceedings,
1051-1057; S. Kortmann, C. Gelhard,

C. Zimmermann, & F. T. Piller, 2014, Linking
strategic flexibility and operational
efficiency: The mediating role of
ambidextrous operational capabilities,
Journal of Operations Management,

32(7/8): 475-490. 82.

Garcia-Sanchez, Mesquita, & Vassolo,

What doesn't kill you makes you; R. G. 83.

McGrath, 2013, The end of competitive
advantage, Boston: Harvard Business
School Press.

33

E. G. Anderson Jr. & K. Lewis, 2014,

A dynamic model of individual and
collective learning amid disruption,
Organization Science, 25: 356—376;

M. L. Santos-Vijande, J. A. Lopez-
Sanchez, & J. A. Trespalacios, 2011, How
organizational learning affects a firm’s
flexibility, competitive strategy and
performance, Journal of Business Research,
65: 1079-1089; A. C. Edmondson, 2008,
The competitive imperative of learning,
Harvard Business Review, 86(7/8): 60—67.
R. E. Hoskisson, M. A. Hitt, W. P. Wan, &
D.Yiu, 1999, Swings of a pendulum: Theory
and research in strategic management,
Journal of Management, 25: 417-456.
Karniouchina, Carson, Short, & Ketchen,
Extending the firm vs. industry debate:
Does industry life cycle stage matter;

E. H. Bowman & C. E. Helfat, 2001, Does
corporate strategy matter? Strategic
Management Journal, 22: 1-23.

S. F. Karabag & C. Berggren, 2014,
Antecedents of firm performance in
emerging economies: Business groups,
strategy, industry structure, and state
support, Journal of Business Research, 67:
2212-2223; J. T. Mahoney & L. Qian, 2013,
Market frictions as building blocks of

an organizational economics approach
to strategic management, Strategic
Management Journal, 34: 1019-1041.
Schramm & Hu, Perspective: The
evolution of R&D conduct in the
pharmaceutical; J. Galbreath & P. Galvin,
2008, Firm factors, industry structure and
performance variation: New empirical
evidence to a classic debate, Journal of
Business Research, 61: 109-117.

R. Casadesus-Masanell & F. Zhu, 2013,
Business model innovation and
competitive imitation: The case of
sponsor-based business models, Strategic
Management Journal, 34: 464-482;

H. E. Posen, J. Lee, & S.Yi, 2013, The
power of imperfect imitation, Strategic
Management Journal, 34: 149-164;

M. B. Lieberman & S. Asaba, 2006, Why
do firms imitate each other? Academy of
Management Journal, 31: 366-385.

M. E. Porter, 1985, Competitive Advantage,
New York: Free Press; M. E. Porter, 1980,
Competitive Strategy, New York: Free Press.
F. J. Mas-Ruiz, F. J., Ruiz-Moreno, &

A. Ladron de Guevara Martinez, 2014,
Asymmetric rivalry within and between
strategic groups, Strategic Management
Journal, 35: 419-439; J. C. Short, D. J.
Ketchen, Jr., T. B. Palmer, & G. T. M. Hult,
2007, Firm, strategic group, and industry
influences on performance, Strategic
Management Journal, 28: 147-167.

B. Kowitt, 2014, Fallen arches, Fortune,
December 1, 106-116.

S. D. Pathak, Z. Wu, & D. Johnston, D. 2014,
Toward a structural view of co-opetition
in supply networks, Journal of Operations
Management, 32: 254—267; T. W. Tong &



34

84.

85.

86.

87.

88.

89.

90.

J. J. Reuer, 2010, Competitive
consequences of interfirm collaboration:
How joint ventures shape industry
profitability, Journal of International
Business Studies, 41: 1056-1073.

P. Brody & V. Pureswaran, 2015, The next
digital gold rush: How the internet of
things will create liquid, transparent
markets, Strategy & Leadership,

43(1): 36—41; C. Moschieri, 2011, The
implementation and structuring of
divestitures: The unit’s perspective,

Strategic Management Journal, 32: 368-401.

A. M. McGahan & M. E. Porter, 2003,

The emergence and sustainability of
abnormal profits, Strategic Organization, 1:
79-108; M. McGahan, 1999, Competition,
strategy and business performance,
California Management Review, 41(3):
74-101.

N. J. Foss & P. G. Klein, 2014, Why
managers still matter, MIT Sloan
Management Review, 56(1): 73—-80;

J. W. Upson, D. J. Ketchen, B. L. Connelly, &
A. L. Ranft, 2012, Competitor analysis and
foothold moves, Academy of Management
Journal, 55: 93—110; A. Zavyalova, M. D.
Pfarrer, R. K. Reger, & D. K. Shapiro, 2012,
Managing the message: The effects of
firm actions and industry spillovers on
media coverage following wrongdoing,
Academy of Management Journal, 55:
1079-1101.

L. A, Costa, K. Cool, & I. Dierickx, 2013,
The competitive implications of the
deployment of unique resources, Strategic
Management Journal, 34: 445-463; M. G.
Jacobides, S. G. Winter, & S. M. Kassberger,
2012, The dynamics of wealth, profit

and sustainable advantage, Strategic
Management Journal, 33: 1384-1410;

J. Kraaijenbrink, J.-C. Spender, &

A. J. Groen, 2010, The resource-based view:
A review and assessment of its critiques,
Journal of Management, 38: 349-372.

M. Naor, J. S. Jones, E. S. Bernardes,

S. M. Goldstein, & R. Schroeder, 2014,

The culture-effectiveness link in a
manufacturing context: A resource-based
perspective, Journal of World Business,

49, 321-331; A. Arora & A. Nandkumar,
2012, Insecure advantage? Markets for
technology and the value of resources
for entrepreneurial ventures, Strategic
Management Journal, 33: 231-251.

O. Schilke, 2014, On the contingent value
of dynamic capabilities for competitive
advantage: The nonlinear moderating
effect of environmental dynamism,
Strategic Management Journal, 35: 179-203;
Teece, The foundations of enterprise
performance: Dynamic and ordinary
capabilities in an (economic) theory of
firms.

P.J.Holahan, Z. Z. Sullivan, & S. K.
Markham, 2014, Product development as
core competence: How formal product
development practices differ for radical,

91.

92.

93.

94.

95.

96.

97.

more innovative, and incremental
product innovations, Journal of Product
Innovation Management, 31: 329-345.

J. R. Lecuona & M. Reitzig, 2014,
Knowledge worth having in ‘excess”: The
value of tacit and firm-specific human
resource slack, Strategic Management
Journal, 35: 954-973; H. Wang & K. F. E.
Wong, 2012, The effect of managerial bias
on employees’ specific human capital
investments, Journal of Management
Studies, 49: 1435-1458.

Y. Lin & L. Wu, 2014, Exploring the

role of dynamic capabilities in firm
performance under the resource-based
view framework, Journal of Business
Research, 67: 407-413; C. Weigelt, 2013,
Leveraging supplier capabilities: The

role of locus of capability development,
Strategic Management Journal, 34: 1-21;

S. L. Newbert, 2007, Empirical research on
the resource-based view of the firm:

An assessment and suggestions for future
research, Strategic Management Journal,
28:121-146.

R.Nag & D. A. Gioia, 2012, From common
to uncommon knowledge: Foundations
of firm-specific use of knowledge as

a resource, Academy of Management
Journal, 55: 421-455; D. M. DeCarolis, 2003,
Competencies and imitability in the
pharmaceutical industry: An analysis of
their relationship with firm performance,
Journal of Management, 29: 27-50.

Y.Y. Kor & A. Mesko, 2013, Dynamic
managerial capabilities: Configuration
and orchestration of top executives’
capabilities and the firm’s dominant
logic, Strategic Management Journal,

34: 233-244; M. Gruber, F. Heinemann,

& M. Brettel, 2010, Configurations of
resources and capabilities and their
performance implications: An exploratory
study on technology ventures, Strategic
Management Journal, 31: 1337-1356.

R. Kapoor & N. R. Furr, 2015,
Complementarities and competition:
Unpacking the drivers of entrants’
technology choices in the solar
photovoltaic industry, Strategic
Management Journal, 36: 416-436;

E. Levitas & H. A. Ndofor, 2006, What to
do with the resource-based view: A few
suggestions for what ails the RBV that
supporters and opponents might accept,

Journal of Management Inquiry, 15: 135-144.

B. Larrafieta, S. A. Zahra, & J. L. Galan
Gonzalez, 2014, Strategic repertoire
variety and new venture growth: The
moderating effects of origin and industry
dynamism, Strategic Management Journal,
35: 761-772; M. Makhija, 2003, Comparing
the source-based and market-based
views of the firm: Empirical evidence
from Czech privatization, Strategic
Management Journal, 24: 433-451.

S. E. Reid & U. Brentani, 2015, Building

a measurement model for market

98.

99.

100.

101.

102.

103.

104.

105.

106.

Part 1: Strategic Management Inputs

visioning competence and its

proposed antecedents: organizational
encouragement of divergent thinking,
divergent thinking attitudes, and
ideational behavior, Journal of Product
Innovation Management, 32: 243-262.

C. Gallo, 2010, The Innovation Secrets of
Steve Jobs, NY: McGraw-Hill.

G. Christ, 2014, Leadership & strategy: Life
after Steve Jobs: CEO succession. Industry
Week, April, 28.

A. M. Carton, C. Murphy, & J. R. Clark, 2014,
A (blurry) vision of the future: How leader
rhetoric about ultimate goals influences
performance, Academy of Management
Journal, 57: 1544-1570; Foss & Klein, Why
managers still matter.

P. Bolton, M. K. Brunnermeier, &

L Veldkamp, L. 2013, Leadership,
coordination, and corporate culture,
Review of Economic Studies, 80: 512-537;

R. D. Ireland & M. A. Hitt, 1992, Mission
statements: Importance, challenge, and
recommendations for development,
Business Horizons, 35: 34-42.

B. E. Perrott, 2015, Building the sustainable
organization: An integrated approach,
Journal of Business Strategy, 36(1): 41-51;

S. Khalifa, 2012, Mission, purpose, and
ambition: Redefining the mission
statement, Journal of Business and
Strategy, 5: 236-251.

R. Srinivasan, 2014, Visioning: The method
and process, OD Practitioner, 46(1): 34-41;
J. H. Davis, J. A. Ruhe, M. Lee, &

U. Rajadhyaksha, 2007, Mission possible:
Do school mission statements work?
Journal of Business Ethics, 70: 99-110.

A. Ebrahim & V. K. Rangan, V. K. 2014,
What Impact?, California Management
Review, 56(3): 118-141; L. W. Fry &

J. W. Slocum, Jr., 2008, Maximizing the
triple bottom line through spiritual
leadership, Organizational Dynamics, 37:
86-96; A. J. Ward, M. J. Lankau,

A. C. Amason, J. A. Sonnenfeld, &

B. A. Agle, 2007, Improving the
performance of top management teams,
MIT Sloan Management Review, 48(3): 85-90.
M. Cording, J. S. Harrison, R. E. Hoskisson,
& K. Jonsen, 2014, “Walking the talk”:

A multi-stakeholder exploration of
organizational authenticity, employee
productivity and post-merger
performance, Academy of Management
Perspectives, 28: 38-56; K. Basu &

G. Palazzo, 2008, Corporate social
responsibility: A process model of
sensemaking, Academy of Management
Review, 33: 122-136.

R. Garcia-Castro & R. Aguilera, 2015,
Incremental value creation and
appropriation in a world with multiple
stakeholders, Strategic Management
Journal, forthcoming; G. Kenny, 2012,
From a stakeholder viewpoint: Designing
measurable objectives, Journal of Business
Strategy, 33(6): 40-46;



Chapter 1: Strategic Management and Strategic Competitiveness

107.

108.

109.

110.

11,

112,

113.

114.

D. A. Bosse, R. A. Phillips, & J. S. Harrison,
2009, Stakeholders, reciprocity, and firm
performance, Strategic Management
Journal, 30: 447-456.

N. Darnell, I. Henrique, & P. Sadorsky,
2010, Adopting proactive environmental
strategy: The influence of stakeholders
and firm size, Journal of Management
Studies, 47: 1072-1122; G. Donaldson & J. W.
Lorsch, 1983, Decision Making at the Top:
The Shaping of Strategic Direction,

New York: Basic Books, 37-40.

S. Sharma & I. Henriques, 2005,
Stakeholder influences on sustainability
practices in the Canadian forest products
industry, Strategic Management Journal,
26:159-180.

Y. Mishina, E. S. Block, & M. J. Mannor, 2015,
The path dependence of organizational
reputation: How social judgment
influences assessments of capability and
character, Strategic Management Journal,
forthcoming; D. Crilly & P. Sloan, 2012,
Enterprise logic: Explaining corporate
attention to stakeholders from the ‘inside-
out; Strategic Management Journal, 33:
1174-1193.

Jacobides, BlackBerry forgot to manage
the ecosystem.

K. Chang, I. Kim, &Y. Li, 2014, The
heterogeneous impact of corporate
social responsibility activities that target
different stakeholders, Journal of Business
Ethics, 125: 211-234.

J. Wolf, J. 2014, The relationship between
sustainable supply chain management,
stakeholder pressure and corporate
sustainability performance, Journal of
Business Ethics, 119: 317-328; A. Soleimani,
W. D. Schneper, & W. Newburry, 2014,

The impact of stakeholder power on
corporate reputation: A cross-country
corporate governance perspective,
Organization Science, 25: 991-1008;

G. Pandher & R. Currie, 2013, CEO
compensation: A resource advantage
and stakeholder-bargaining perspective,
Strategic Management Journal,

34:22-41.

A. H. Reilly & K. A. Hynan, 2014, Corporate
communication, sustainability, and social
media: It's not easy (really) being green,
Business Horizons, 57: 747-758; D. Bush &
B. D. Gelb, 2012, Antitrust enforcement:
An inflection point? Journal of Business
Strategy, 33(6): 15-21; J. L. Murrillo-Luna,
C. Garces-Ayerbe, & P. Rivera-Torres,
2008, Why do patterns of environmental
response differ? A stakeholders’ pressure
approach, Strategic Management Journal,
29:1225-1240.

J. P.Doh & N. R. Quigley, 2014, Responsible
leadership and stakeholder management:
Influence pathways and organizational
outcomes, Academy of Management
Perspectives, 28: 255-274; R. Boutilier,
2009, Stakeholder Politics: Social Capital,
Sustainable Development, and the

115.

116.

117.

118.

119.

120.

121.

122.

123.

Corporation, Sheffield, U.K.: Greenleaf 124.

Publishing.

W. J. Henisz, S. Dorobantu, & L. J. Nartey,
2014, Spinning gold: The financial returns
to stakeholder engagement, Strategic
Management Journal, 35: 1727-1748;

F. G. A. de Bakker & F. den Hond, 2008,
Introducing the politics of stakeholder
influence, Business & Society, 47: 8-20.

M. Goranova & L. V. Ryan, 2014,
Shareholder activism: A multidisciplinary

review, Journal of Management, 40: 125.

1230-1268.

I. Filatotchev & O. Dotsenko, 2015,
Shareholder activism in the UK: Types

of activists, forms of activism, and their
impact on a target’s performance, Journal
of Management & Governance, 19: 5-24;

B. L. Connelly, L. Tihanyi, S. T. Certo, &

M. A. Hitt, 2010, Marching to the beat 126.

of different drummers: The influence

of institutional owners on competitive
actions, Academy of Management Journal,
53:723-742.

L. Jiang &Y. Zhu, 2014, Effects of foreign
institutional ownership on foreign bank
lending: Some evidence for emerging
markets, International Review of Finance,
14: 263-293.

S. Wilkins & J. Huisman, 2014, Corporate

images’impact on consumers’ product 127.

choices: The case of multinational foreign
subsidiaries, Journal of Business Research,
67: 2224-2230; L. Pierce, 2009, Big losses
in ecosystems niches: How core firm
decisions drive complementary product
shakeouts, Strategic Management Journal,
30:323-347.

M. Bertini & O. Koenigsberg, 2014, When
customers help set prices, MIT Sloan

Management Review, 55(4): 57-64; O. D. 128.

Fjeldstad & A. Sasson, 2010, Membership
matters: On the value of being embedded
in customer networks, Journal of
Management Studies, 47: 944-966.

B. Batjargal, M. A. Hitt, A. S. Tsui, J.-L.
Arregle, J. Webb, & T. Miller, 2013,
Institutional polycentrism, entrepreneurs’

social networks and new venture 129.

growth, Academy of Management Journal,
in press.

H. Su, 2014, Business ethics and the
development of intellectual capital,
Journal of Business Ethics, 119: 87-98;

D. A. Ready, L. A. Hill, & J. A. Conger, 2008,
Winning the race for talent in emerging
markets, Harvard Business Review, 86(11):

62-70. 130.

S.E. Jackson, R. S. Schuler, & K. Jiang,

2014, An aspirational framework for

strategic human resource management,

Academy of Management Annals, 8: 1-56;

T.R. Crook, S.Y.Todd, J. G. Combs, D. J.

Woehr, & D. J. Ketchen, 2011, Does human

capital matter? A meta-analysis of the

relationship between human capital

and firm performance, Journal of Applied 131.
Psychology, 96: 443-456.

35

R. Eckardt, B. C. Skaggs, & M. Youndt,
2014, Turnover and knowledge loss: An
examination of the differential impact of
production manager and worker turnover
in service and manufacturing firm,
Journal of Management Studies, 51: 1025—
1057; J. 1. Hancock, D. G. Allen, F. A. Bosco,
K. R. McDaniel, & C. A. Pierce, 2013, Meta-
analytic review of employee turnover as a
predictor of firm performance, Journal of
Management, 39: 573-603.

W. A. Schiemann, 2014, From talent
management to talent optimization,
Journal of World Business, 49: 281-288;

R. Takeuchi, 2010, A critical review of
expatriate adjustment research through
a multiple stakeholder view: Progress,
emerging trends and prospects, Journal of
Management, 36:1040-1064.

S. E. Reid & U. Brentani, 2015, Building

a measurement model for market
visioning competence and its

proposed antecedents: organizational
encouragement of divergent thinking,
divergent thinking attitudes, and
ideational behavior, Journal of Product
Innovation Management, 32: 243-262;

M. A. Hitt, K. T. Haynes, & R. Serpa, 2010,
Strategic leadership for the 21st century,
Business Horizons, 53: 437-444.

S. Gunz & L. Thorne, 2015, Introduction

to the special issue on tone at the

top, Journal of Business Ethics, 126: 1-2;

C. Crossland, J. Zyung, N. Hiller, & D.
Hambrick, 2014. CEO career variety:
Effects on firm-level strategic and social
novelty. Academy of Management Journal,
57: 652-674; D. C. Hambrick, 2007, Upper
echelons theory: An update, Academy of
Management Review, 32: 334—339.

G. Bhalla, 2014, How to plan and manage
a project to co-create value with
stakeholders, Strategy & Leadership, 42:
19-25; J. C. Camillus, 2008, Strategy as a
wicked problem, Harvard Business Review
86(5): 99-106; A. Priestland & T. R. Hanig,
2005, Developing first-level managers,
Harvard Business Review, 83(6): 113—120.
M. Voronoy, D. De Clercq, & C. R. Hinings,
2013, Conformity and distinctiveness in

a global institutional framework: The
legitimation of Ontario fine wine, Journal
of Management Studies, 50: 607-645; B.
Gutierrez, S. M. Spencer, & G. Zhu, 2012,
Thinking globally, leading locally: Chinese,
Indian, and Western leadership, Cross
Cultural Management, 19: 67-89.

D. B. Wangrow, D. J. Schepker, & V. L.
Barker, 2014, Managerial discretion:

An empirical review and focus on

future research directions, Journal of
Management, 41: 99-135; J. Li &Y. Tang,
2010, CEO hubris and firm risk taking in
China: The moderating role of managerial
discretion, Academy of Management
Journal, 53: 45-68.

C. A. O'Reilly, D. F. Caldwell, J A. Chatman,
& B. Doerr, B. 2014, The promise and



36

132.

133.

134.

135.

136.

problems of organizational culture: CEO
personality, culture, and firm performance,
Group & Organization Management, 39:
595-625.

D. C. Hambrick, S. E. Humphrey, &

A. Gupta, 2015, Structural interdependence
within top management teams: A key
moderator of upper echelons predictions,
Strategic Management Journal, 36:
449-461; K. D. Clark & P. G. Maggitti, 2012,
TMT potency and strategic decision
making in high technology firms, Journal
of Management Studies, 49: 1168-1193.

M. M. Heyden, S. van Doorn, M. Reimer,
F.J.Van Den Bosch, & H. W. Volberda,
2013, Perceived environmental dynamism,
relative competitive performance, and
top management team heterogeneity:
Examining correlates of upper echelons’
advice-seeking, Organization Studies: 34:
1327-1356; R. Shambaugh, 2011, Leading

in today’s economy: The transformational
leadership model, in What's Next 2011, NY:
McGraw-Hill.

S. Khavul & G. D. Bruton, 2013, Harnessing
innovation for change: Sustainability

and poverty in developing countries,
Journal of Management Studies, 50:
285-306; A. Leiponen & C. E. Helfat, 2010,
Innovation objectives, knowledge sources
and the benefits of breadth, Strategic
Management Journal, 31: 224-236.

L Wei & L. Wu, 2013, What a diverse top
management team means: Testing an
integrated model, Journal of Management
Studies, 50: 389-412; T. Buyl, C. Boone,

W. Hendriks, & P. Matthyssens, 2011, Top
management team functional diversity
and firm performance: The moderating
role of CEO characteristics, Journal of
Management Studies, 48: 151-177.

Stettner & Lavie, Ambidexterity under
scrutiny: Exploration and exploitation

via internal organization, alliances, and
acquisitions; Q. Cao, Z. Simsek, & H. Zhang,
2010, Modelling the joint impact of the
CEO and the TMT on organizational

137.

138.

139.

140.

141.

142.

ambidexterity, Journal of Management 143.

Studies, 47: 1272-1296.

N. Gaffney, D. Cooper, B. Kedia, &

J. Clampit, 2014, Institutional
transitions, global mindset, and

EMNE internationalization, European
Management Journal, 32: 383-391; M.-J.
Chen & D. Miller, 2010, West meets east:
Toward an ambicultural approach to
management, Academy of Management
Perspectives, 24: 17-37.

M. Loeb, 1993, Steven J. Ross, 1927-1992, 144.

Fortune, January 25, 4.

F.Jing, G. Avery, & H. Bergsteiner, 2014,
Enhancing performance in small
professional firms through vision
communication and sharing, Asia Pacific
Journal of Management, 31: 599-620.

R. F. Everett, 2014, A crack in the
foundation: Why SWOT might be less
than effective in market sensing analysis,

Journal of Marketing & Management, 1: 145.

58-78; M. M. Helms & J. Nixon, 2010,
Exploring SWOT analysis—where are we
now? A review of the academic research
from the last decade, Journal of Strategy
and Management, 3: 215-251.

T. Keil, T. Laamanen, & R. G. McGrath,
2013, Is a counterattack the best
defense? Competitive dynamics through
acquisitions, Long Range Planning, 46:

195-215; T. Yu, M. Subramaniam, & A. A. 146.

Cannella, Jr, 2009, Rivalry deterrence

in international markets: Contingencies
governing the mutual forbearance
hypothesis, Academy of Management
Journal, 52: 127-147.

O. Schilke & K. S. Cook, 2015, Sources
of alliance partner trustworthiness:

Integrating calculative and relational 147.

perspectives, Strategic Management
Journal, 36: 276-297; K. H. Heimeriks,
C. B. Bingham, & T. Laamanen, 2015,
Unveiling the temporally contingent
role of codification in alliance success,
Strategic Management Journal, 36:
462-473.

Part 1: Strategic Management Inputs

L. A. Cunningham, 2015, The secret
sauce of corporate leadership, Wall
Street Journal, www.wsj.com, January

26; S. D. Julian, J. C. Ofori-Dankwa, &

R. T. Justis, 2008, Understanding strategic
responses to interest group pressures,
Strategic Management Journal, 29:
963-984; C. Eesley & M. J. Lenox, 2006,
Firm responses to secondary stakeholder
action, Strategic Management Journal, 27:
765-781.

Y. Luo, Y. Liu, Q. Yang, V. Maksimov, &

J. Hou, 2015, Improving performance
and reducing cost in buyer-supplier
relationships: The role of justice in
curtailing opportunism, Journal of
Business Research, 68: 607-615; Y. Luo,
2008, Procedural fairness and interfirm
cooperation in strategic alliances,
Strategic Management Journal, 29:
27-46.

H. S. James, D. Ng, & P. J. Klein, 2015,
Complexity, novelty, and ethical
judgment by entrepreneurs, International
Journal of Entrepreneurial Venturing,
forthcoming; B. A. Scott, A. S. Garza,

D. E. Conlon, & K. You Jin, 2014, Why do
managers act fairly in the first place?

A daily investigation of “hot” and “cold”
motives and discretion, Academy of
Management Journal, 57: 1571-1591.

M. Sharif & T. Scandura, T. 2014, Do
perceptions of ethical conduct matter
during organizational change? Ethical
leadership and employee involvement,
Journal of Business Ethics, 124: 185-196;

B. W. Heineman Jr,, 2007, Avoiding
integrity land mines, Harvard Business
Review, 85(4): 100-108.

D. C. Hambrick &T. J. Quigley, 2014,
Toward more accurate contextualization
of the CEO effect on firm performance,
Strategic Management Journal, 35:
473-491; P. Klarner & S. Raisch, 2013, Move
to the beat—Rhythms of change and firm
performance, Academy of Management
Journal, 56: 160-184.






2

The External Environment: X PO o
Opportunities, Threats, ol 6. 9
Industry Competition,and™ +« - - A TR
Competitor Analysis ‘ '

2-1 Explain the importance of, ;

analyzing and understanding the
firm’s external environment.

2-2 ,Define and describe thé general #
environment and the industry
environment.

2-3 Discuss the four parts of the
external environmental analysis
process. - f

2-4 Name and describe the general

environment'’s seven ségment

2-5 Identify the five competitive forcess
and explain how they determine
*an industry’s profitability potenti

2-6 Define strategic groups and
describe their influence on firms.

2-7 Describe what firms need te i
know about their competitors S
and different methods (includiné'
ethical standards) used to collect . 8%~
intelligence about them.,

© RomanOkopny/Getty Images



ARE THERE CRACKS IN THE GOLDEN ARCHES?

McDonald’s is the largest restaurant chain in the world. It has 14,350 restaurants in the United
States, with the largest market share of any such chain (7.3 percent). In total, it has more than
36,000 restaurants worldwide. Over the years, McDonald’s was a leader, not only in market
share, but also with the introduction of new menu items to the fast food market. For example,
it first introduced breakfast items to this market, and its breakfast menu now accounts for
about 25 percent of its sales. It successfully introduced Chicken McNuggets to this market,
and currently, McDonald'’s is the single largest restaurant customer of Tyson Foods, the largest
distributor of chicken products. In more recent years, McDonald’s successfully introduced
gourmet coffee products and began to compete against Starbucks. With all of this success,
what is the problem?

The problems revolve around competition and changing consumer tastes. Consumers
have become more health-conscious, and competitors have been more attuned to
customer desires.

As a result, McDonald'’s
suffered a decline in

its total sales revenue
of 2.4 percentand a
drop in net income of
15 percent in 2014.
This was the first de-
cline in both figures in
33 years. It seems that
McDonald’s did a poor
job of analyzing its
environment and espe-
cially its customers and
competitors. During
this same time, some
of McDonald’s com-
petitors flourished. For
example, Sonic enjoyed
a 7 percent increase in
its sales, and Chipotle
recorded a large

20 percent increase. Other specialty burger restaurants, such as Smashburger, have stolen
business from McDonald’s even though their burgers are priced a little higher than
McDonald’s burgers. The quality of these competitors’ products is perceived to be higher
and many are “made to order” and thus customized to the customer’s desires. And, partly
because the volume and complexity of the McDonald’s menu items have grown, the

time required for service has also increased. This change has been most evident in the
drive-through lanes in which the wait time has grown by approximately 20 percent in
recent years.

Because of the lack of understanding the changing market and competitive landscape,
McDonald’s was unable to be proactive and now is in a reactive mode. For example, in 2013, it
decided to add chicken wings to its menu. Wings were sold successfully at McDonald’s in Hong
Kong, and it imported its “cayenne-and-chili-pepper coating” used there. The market test for
the wings in Atlanta was successful, so the firm implemented a major campaign to sell them
at its restaurants throughout the United States. The eight-week campaign was a miserable
failure (some referred to it as the “mighty wings debacle”). Perhaps they were too spicy for the
broad market, but some believe that they were also too expensive at $1.00 per wing, with a
box of five wings costing $1.00 more than a similar number at KFC. Because of these problems,
McDonald’s hired a new CEO in 2015, hoping to overcome its woes.

The new CEO must act quickly. McDonald’s has recently announced that it is changing to
use only chickens raised without antibiotics to be sensitive to human health concerns. It has
also market tested custom hamburgers in Australia with success. In fact, Australia is one of

R
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As suggested in the Opening Case and by research, the external environment (which
includes the industry in which a firm competes as well as those against whom it com-
petes) affects the competitive actions and responses firms take to outperform competi-
tors and earn above-average returns.' For example, McDonald’s has been experiencing a
reduction in returns in recent times because of changing consumer tastes and enhanced
competition. McDonald’s is attempting to respond to the threats from its environment
by changing its menu and types of supplies purchased. The sociocultural segment of the
general environment (discussed in this chapter) is the source of some of the changing val-
ues in society placing a great emphasis on healthy food choices. The Opening Case also
describes some of the ways McDonald’s is responding to the specific concerns for health
by purchasing only chicken that has not received antibiotics.

As noted in Chapter 1, the characteristics of today’s external environment differ from
historical conditions. For example, technological changes and the continuing growth of
information gathering and processing capabilities increase the need for firms to develop
effective competitive actions and responses on a timely basis.> (We fully discuss compet-
itive actions and responses in Chapter 5.) Additionally, the rapid sociological changes
occurring in many countries affect labor practices and the nature of products that increas-
ingly diverse consumers demand. Governmental policies and laws also affect where and
how firms choose to compete.* And, changes to a number of nations’ financial regulatory
systems that have been enacted since 2010 are expected to increase the complexity of
organizations’ financial transactions.*

Firms understand the external environment by acquiring information about compet-
itors, customers, and other stakeholders to build their own base of knowledge and capa-
bilities.> On the basis of the new information, firms take actions, such as building new
capabilities and core competencies, in hopes of buffering themselves from any negative
environmental effects and to pursue opportunities as the basis for better serving their
stakeholders’ needs.*

In summary, a firm’s competitive actions and responses are influenced by the condi-
tions in the three parts (the general, industry, and competitor) of its external environment
(see Figure 2.1) and its understanding of those conditions. Next, we fully describe each
part of the firm’s external environment.
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Figure 2.1 The External Environment
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2-1 The General, Industry, and
Competitor Environments

The general environment is composed of dimensions in the broader society that influ-
ence an industry and the firms within it” We group these dimensions into seven envi-
ronmental segments: demographic, economic, political/legal, sociocultural, technological,
global, and sustainable physical. Examples of elements analyzed in each of these segments
are shown in Table 2.1.

Firms cannot directly control the general environment’s segments. Accordingly,
what a company seeks to do is recognize trends in each segment of the general envi-
ronment and then predict each trend’s effect on it. For example, it has been predicted
that over the next 10 to 20 years, millions of people living in emerging market countries
will join the middle class. In fact, by 2030, it is predicted that two-thirds of the global
middle class, about 525 million people, will live in the Asia-Pacific region of the world.
Of course no firm, including large multinationals, is able to control where growth in
potential customers may take place in the next decade or two. Nonetheless, firms must
study this anticipated trend as a foundation for predicting its effects on their ability to
identify strategies to use that will allow them to remain successful as market conditions
change.?

The industry environment is the set of factors that directly influences a firm
and its competitive actions and responses: the threat of new entrants, the power of
suppliers, the power of buyers, the threat of product substitutes, and the intensity of
rivalry among competing firms.® In total, the interactions among these five factors
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Table 2.1 The General Environment: Segments and Elements

Demographic segment

Economic segment

Political/Legal segment

Sociocultural segment

Technological segment

Global segment

Sustainable physical
environment segment

How companies gather and
interpret information about
their competitors is called
competitor analysis.

Population size « Ethnic mix
Age structure » Income distribution
Geographic distribution

Inflation rates « Personal savings rate
Interest rates « Business savings rates
Trade deficits or surpluses « Gross domestic product

Budget deficits or surpluses

Antitrust laws « Labor training laws
Taxation laws « Educational philosophies and policies
Deregulation philosophies

Women in the workforce « Shifts in work and career preferences
Workforce diversity « Shifts in preferences regarding product and
Attitudes about the quality of work life service characteristics

Product innovations » Focus of private and government-supported
Applications of knowledge R&D expenditures
«  New communication technologies

Important political events « Newly industrialized countries

Critical global markets - Different cultural and institutional attributes
Energy consumption « Availability of water as a resource

Practices used to develop energy sources » Producing environmentally friendly products
Renewable energy efforts + Reacting to natural or man-made disasters

Minimizing a firm’s environmental footprint

determine an industry’s profitability potential; in turn, the industry’s profitability
potential influences the choices each firm makes about its competitive actions
and responses. The challenge for a firm is to locate a position within an industry
where it can favorably influence the five factors or where it can successfully defend
itself against their influence. The greater a firm’s capacity to favorably influence
its industry environment, the greater the likelihood it will earn above-average
returns.

How companies gather and interpret information about their competitors is called
competitor analysis. Understanding the firm’s competitor environment complements
the insights provided by studying the general and industry environments." This means,
for example, that McDonald’s needs to do a better job of analyzing and understanding its
general and industry environments.

An analysis of the general environment focuses on environmental trends and their
implications, an analysis of the industry environment focuses on the factors and con-
ditions influencing an industry’s profitability potential, and an analysis of competitors
is focused on predicting competitors” actions, responses, and intentions. In combi-
nation, the results of these three analyses influence the firm’s vision, mission, choice
of strategies, and the competitive actions and responses it will take to implement
those strategies. Although we discuss each analysis separately, the firm can develop
and implement a more effective strategy when it effectively integrates the insights
provided by analyses of the general environment, the industry environment, and the
competitor environment.
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2-2 External Environmental Analysis

Most firms face external environments that are turbulent, complex, and global—conditions
that make interpreting those environments difficult." To cope with often ambiguous and
incomplete environmental data and to increase understanding of the general environment,
firms complete an external environmental analysis. This analysis has four parts: scanning,
monitoring, forecasting, and assessing (see Table 2.2).

Identifying opportunities and threats is an important objective of studying the general
environment. An opportunity is a condition in the general environment that, if exploited
effectively, helps a company reach strategic competitiveness. Most companies—and
certainly large ones—continuously encounter multiple opportunities as well as threats.

In terms of possible opportunities, a combination of cultural, political, and economic
factors is resulting in rapid retail growth in parts of Africa, Asia, and Latin America.
Accordingly, Walmart, the world’s largest retailer, and the next three largest global giants
(France’s Carrefour, UK.-based Tesco, and Germany’s Metro) are expanding in these
regions. Walmart is expanding its number of retail units in Chile (404 units), India
(20 units), and South Africa (360 units). Interestingly, Carrefour exited India after four
years and in the same year (2014) that Tesco opened stores in India. While Metro closed
its operations in Egypt, it has stores in China, Russia, Japan, Vietnam, and India in
addition to many eastern European countries.™

A threat is a condition in the general environment that may hinder a company’s
efforts to achieve strategic competitiveness.” Finnish-based Nokia Corp. is dealing with
threats including one regarding its intellectual property rights. In mid-2013, the com-
pany filed two complaints against competitor HTC Corp. alleging that the Taiwanese
smartphone manufacturer had infringed on nine of Nokia’s patents. However, the pat-
ent dispute ended in 2014 when the two companies signed a collaboration agreement.™
This threat obviously deals with the political/legal segment.

Firms use multiple sources to analyze the general environment through scanning,
monitoring, forecasting, and assessing. Examples of these sources include a wide variety
of printed materials (such as trade publications, newspapers, business publications, and
the results of academic research and public polls), trade shows, and suppliers, custom-
ers, and employees of public-sector organizations. Of course, the information available
from Internet sources is of increasing importance to a firm’s efforts to study the general
environment.

2-2a Scanning

Scanning entails the study of all segments in the general environment. Although chal-
lenging, scanning is critically important to the firms’ efforts to understand trends in the
general environment and to predict their implications. This is particularly the case for
companies competing in highly volatile environments.’s

Table 2.2 Parts of the External Environment Analysis

Scanning » Identifying early signals of environmental changes and trends

Monitoring » Detecting meaning through ongoing observations of environmental changes
and trends

Forecasting « Developing projections of anticipated outcomes based on monitored changes
and trends

Assessing « Determining the timing and importance of environmental changes and trends
for firms’ strategies and their management
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Through scanning, firms identify early signals of potential changes in the general
environment and detect changes that are already under way."® Scanning activities must
be aligned with the organizational context; a scanning system designed for a volatile
environment is inappropriate for a firm in a stable environment.” Scanning often reveals
ambiguous, incomplete, or unconnected data and information that require careful analysis.

Many firms use special software to help them identify events that are taking place
in the environment and that are announced in public sources. For example, news event
detection uses information-based systems to categorize text and reduce the trade-off
between an important missed event and false alarm rates. Increasingly, these systems are
used to study social media outlets as sources of information.”

Broadly speaking, the Internet provides a wealth of opportunities for scanning.
Amazon.com, for example, records information about individuals visiting its website,
particularly if a purchase is made. Amazon then welcomes these customers by name
when they visit the website again. The firm sends messages to customers about specials
and new products similar to those they purchased in previous visits. A number of other
companies, such as Netflix, also collect demographic data about their customers in an
attempt to identify their unique preferences (demographics is one of the segments in the
general environment). More than 2.4 billion people use the Internet in some way includ-
ing about 78.6 percent of the population in North America and 63.2 percent in Europe.
So the Internet represents a healthy opportunity to gather information on users.”

2-2b Monitoring

When monitoring, analysts observe environmental changes to see if an important trend
is emerging from among those spotted through scanning.* Critical to successful mon-
itoring is the firmy’s ability to detect meaning in environmental events and trends. For
example, those monitoring retirement trends in the United States learned in 2013 that
57 percent of U.S. workers surveyed reported that excluding the value of their home,
they have only $25,000 or less in savings and investments set aside for their retirement.
This particular survey also discovered “that 28 percent of Americans have no confidence
they will have enough money to retire comfortably—the highest level in the (survey’)
23-year history”* Partly because of the major economic recessions and low wage growth,
67 percent of respondents to a more recent survey suggested that they had savings that
would cover only six months or less of their expenses. And, approximately 28 percent of
the respondents said that they had no savings.” Firms seeking to serve retirees’ financial
needs will continue monitoring this change in workers’ savings and investment patterns
to see if a trend is developing. Once they identify that saving less for retirement (or other
needs) is indeed a trend, these firms will seek to understand its competitive implications.

Effective monitoring requires the firm to identify important stakeholders and under-
stand its reputation among these stakeholders as the foundation for serving their unique
needs.” (Stakeholders’ unique needs are described in Chapter 1.) One means of moni-
toring major stakeholders is by using directors that serve on other boards of directors
(referred to as interlocking directorates). They facilitate information and knowledge
transfer from external sources.** Scanning and monitoring are particularly important
when a firm competes in an industry with high technological uncertainty.” Scanning and
monitoring can provide the firm with information. These activities also serve as a means
of importing knowledge about markets and about how to successfully commercialize the
new technologies the firm has developed.*

2-2c Forecasting

Scanning and monitoring are concerned with events and trends in the general environ-
ment at a point in time. When forecasting, analysts develop feasible projections of what
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might happen, and how quickly, as a result of the events and trends detected through
scanning and monitoring.” For example, analysts might forecast the time that will
be required for a new technology to reach the marketplace, the length of time before
different corporate training procedures are required to deal with anticipated changes
in the composition of the workforce, or how much time will elapse before changes in
governmental taxation policies affect consumers” purchasing patterns.

Forecasting events and outcomes accurately is challenging. Forecasting demand
for new technological products is difficult because technology trends are continually
driving product life cycles shorter. This is particularly difficult for a firm such as Intel,
whose products go into many customers’ technological products, which are consistently
updated. Increasing the difficulty, each new wafer fabrication or silicon chip technology
production plant in which Intel invests becomes significantly more expensive for each
generation of chip products. In this instance, having access to tools that allow better fore-
casting of electronic product demand is of value to Intel as the firm studies conditions in
its external environment.®

2-2d Assessing

When assessing, the objective is to determine the timing and significance of the effects
of environmental changes and trends that have been identified.® Through scanning,
monitoring, and forecasting, analysts are able to understand the general environment.
Additionally, the intent of assessment is to specify the implications of that understanding.
Without assessment, the firm has data that may be interesting but of unknown competi-
tive relevance. Even if formal assessment is inadequate, the appropriate interpretation of
that information is important.

Accurately assessing the trends expected to take place in the segments of a firm’s
general environment is important. However, accurately interpreting the meaning of
those trends is even more important. In slightly different words, although gathering
and organizing information is important, appropriately interpreting the intelligence the
collected information provides to determine if an identified trend in the general environ-
ment is an opportunity or threat is critical.>®

2-3 Segments of the General Environment

The general environment is composed of segments that are external to the firm (see
Table 2.1). Although the degree of impact varies, these environmental segments affect
all industries and the firms competing in them. The challenge to each firm is to scan,
monitor, forecast, and assess the elements in each segment to predict their effects on it.
Effective scanning, monitoring, forecasting, and assessing are vital to the firm’s efforts to
recognize and evaluate opportunities and threats.

2-3a The Demographic Segment

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

Population Size

The world’s population doubled (from 3 billion to 6 billion) between 1959 and 1999.
Current projections suggest that population growth will continue in the twenty-first cen-
tury, but at a slower pace. In 2015, the world’s population was 7.3 billion, and it is projected
to be g billion by 2042 and roughly 9.25 billion by 2050. In 2015, China was the world’s
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largest country by population with approximately 1.4 billion people. By 2050, however,
India is expected to be the most populous nation in the world (approximately 1.69 bil-
lion). China (1.4 billion), the United States (439 million), Indonesia (313 million), and
Pakistan (276 million) are expected to be the next four most populous countries in 2050.3
Firms seeking to find growing markets in which to sell their goods and services want to
recognize the market potential that may exist for them in these five nations.

Firms also want to study changes occurring within the populations of different
nations and regions of the world to assess their strategic implications. For example,
23 percent of Japan’s citizens are 65 or older, while the United States and China will not
reach this level until 2036.3* Aging populations are a significant problem for countries
because of the need for workers and the burden of supporting retirement programs.
In Japan and some other countries, employees are urged to work longer to overcome
these problems.

Age Structure
The most noteworthy aspect of this element of the demographic segment is that the
world’s population is rapidly aging. For example, predictions are that “by 2050, over one-
tifth of the U.S. population will be 65 or older up from the current figure (in 2012) of
one-seventh. The number of centenarians worldwide will double by 2023 and double
again by 2035. Projections suggest life expectancy will surpass 100 in some industrialized
countries by the second half of this century—roughly triple the lifespan that prevailed
worldwide throughout most of human history”® In China, the 65 and over population is
expected to reach roughly 330 million by 2050, which will be close to one-fourth of the
nation’s total population.’ In the 1950s, Japan’s population was one of the youngest in
the world. However, 45 is now the median age in Japan, with the projection that it will
be 55 by 2040. With a fertility rate that is below replacement value, another prediction
is that by 2040 there will be almost as many Japanese people 100 years old or older as
there are newborns.” By 2050, almost 25 percent of the world’s population will be aged
65 or older. These changes in the age of the population have significant implications for
availability of qualified labor, healthcare retirement policies, and business opportunities
among others.*®

In Japan, an expectation that the working age population will shrink from 81 million
to about 57 million by 2040 threatens companies with an inadequate workforce. On the
other hand, there may be an opportunity for Japanese firms to increase the productivity
of their workers and/or to establish additional operations in other nations. A potential
opportunity is represented by delayed retirements of baby boomers (those born between
1947 and 1965) expected in the United States (and perhaps other countries). Delayed
retirements may help companies “avoid or defer the baby-boomer brain drain that has
been looming for so long” In this sense, “organizations now have a fresh opportunity to
address the talent gap created by a shortage of critical skills in the marketplace as well as
the experience gap created by multiple waves of downsizing over the past decade”® Firms
can also use their older more experienced workers to transfer their knowledge to younger
employees, helping them to quickly gain valuable skills. There is also an opportunity for
firms to more effectively use the talent available in the workforce. For example, moving
women into higher level professional and managerial jobs could offset the challenges cre-
ated by decline in overall talent availability. And, based on research, it may even enhance
overall outcomes.*

Geographic Distribution
How a population is distributed within countries and regions is subject to change
over time. For example, over the last few decades the U.S. population has shifted from
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states in the Northeast and Great Lakes region to states in the west (California), south
(Florida), and southwest (Texas). California’s population has grown by approximately
5 million since 2000, while Texas’s population has grown by 6.1 million, and Florida’s by
3.9 million in the same time period.* These changes are characterized as moving from the
“Frost Belt” to the “Sun Belt” Outcomes from these shifts include the facts that the gross
domestic product (GDP) of California in 2011 was just under $2 trillion, an amount that
makes California the ninth-largest economy in the world. In this same year, at a value of
$1.3 trillion, Texas’ GDP was second to that of California.*

The least popular states, based on people leaving in recent years, are Illinois, New Jersey
New York, Michigan, Maine, Connecticut, and Wisconsin. In a shift in the pattern wit-
nessed for the first decade-plus of the twenty-first century, Washington, D.C., has become
one of the most popular destination for relocation along with Oregon. Washington, D.C,,
seemed to be popular because of its somewhat recession-proof economic opportunities
generated by a maturing high-tech sector and federal government jobs. Additionally, the
city of Portland, Oregon, is attractive for its mix of economic growth, effective urban
planning, and scenic landscapes.®

Firms want to carefully study the patterns of population distributions in countries
and regions to identify opportunities and threats. Thus, in the United States, current
patterns suggest the possibility of opportunities in Washington, D.C., as well as in states
on the West Coast, including Oregon, and those in the South and Southwest. In contrast,
firms competing in the Northeast and Great Lakes areas may concentrate on identifying
threats to their ability to operate profitably in those areas.

Of course, geographic distribution patterns differ throughout the world. For example,
in China, the majority of the population still lives in rural areas; however, growth patterns
are shifting to urban communities such as Shanghai and Beijing.** Recent shifts in Europe
show small population gains for countries such as France, Germany, and the United
Kingdom, while Greece experienced a small population decline. Overall, the geographic
distribution patterns in Europe have been reasonably stable.*

Ethnic Mix
The ethnic mix of countries’ populations continues to change, creating opportunities and
threats for many companies as a result. For example, Hispanics have become the largest
ethnic minority in the United States.*® In fact, the U.S. Hispanic market is the third largest
“Latin American” economy behind Brazil and Mexico. Spanish is now the dominant lan-
guage in parts of the United States such as in Texas, California, Florida, and New Mexico.
Given these facts, some firms might want to assess how their goods or services could be
adapted to serve the unique needs of Hispanic consumers. Interestingly, by 2020, more
than 50 percent of children in the United States will be a member of a minority ethnic
group, and the population in the United States is projected to have a majority of minority
ethnic members by 2044.% The ethnic diversity of the population is important not only
because of consumer needs but also because of the labor force composition. Interestingly,
research has shown that firms with greater ethnic diversity in their managerial team are
likely to enjoy higher performance.*

Additional evidence is of interest to firms when examining this segment. For example,
African countries are the most ethnically diverse in the world, with Uganda having the
highest ethnic diversity rating and Liberia having the second highest. In contrast, Japan
and the Koreas are the least ethnically diversified in their populations. European coun-
tries are largely ethnically homogeneous while the Americas are more diverse. “From the
United States through Central America down to Brazil, the ‘new world’ countries, maybe
in part because of their histories of relatively open immigration (and, in some cases,
intermingling between natives and new arrivals) tend to be pretty diverse+
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Income Distribution

Understanding how income is distributed
within and across populations informs firms
of different groups’ purchasing power and
discretionary income. Of particular interest
to firms are the average incomes of house-
holds and individuals. For instance, the
increase in dual-career couples has had a
notable effect on average incomes. Although
real income has been declining in general in
some nations, the household income of dual-
career couples has increased, especially in the
United States. These figures yield strategically
relevant information for firms. For instance,
research indicates that whether an employee
is part of a dual-career couple can strongly
influence the willingness of the employee to
accept an international assignment. However,
because of recent global economic conditions, many companies were still pursuing inter-
national assignments but changing them to avoid some of the additional costs of funding
expatriates abroad.”

The growth of the economy in China has drawn many firms, not only for the low-
cost production, but also because of the large potential demand for products, given its
large population base. However, in recent times, the amount of China’s gross domestic
product that makes up domestic consumption is the lowest of any major economy at
less than one-third. In comparison, India’s domestic consumption of consumer goods
accounts for two-thirds of its economy, or twice China’s level. As such, many western
multinationals are interested in India as a consumption market as its middle class
grows extensively. Although India has poor infrastructure, its consumers are in a better
position to spend. Because of situations such as this, paying attention to the differ-
ences between markets based on income distribution can be very important.>* These
differences across nations suggest it is important for most firms to identify the eco-
nomic systems that are most likely to produce the most income growth and market
opportunities.’* Thus, the economic segment is a critically important focus of firms’
environmental analysis.

global wealth distribution.PNG

2-3b The Economic Segment

The economic environment refers to the nature and direction of the economy in which
a firm competes or may compete.” In general, firms seek to compete in relatively stable
economies with strong growth potential. Because nations are interconnected as a result
of the global economy, firms must scan, monitor, forecast, and assess the health of their
host nation as well as the health of the economies outside it.

It is challenging for firms studying the economic environment to predict economic
trends that may occur and their effects on them. There are at least two reasons for this.
First, the global recession of 2008 and 2009 created numerous problems for companies
throughout the world, including problems of reduced consumer demand, increases in
firms’ inventory levels, development of additional governmental regulations, and a tight-
ening of access to financial resources. Second, the global recovery from the economic
shock in 2008 and 2009 continues to be persistently slow and relatively weak compared
to previous recoveries. Firms have to adjust not only to the economic shock and try to
recover from it, they have to respond to what appears to be an unpredictable recovery.
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For example, the economies in a number of
European countries are still suffering from
the major recession (e.g., Greece, Spain). Of
likely concern to firms is the fact that histor-
ically, high degrees of economic uncertainty
coincide with periods of lower growth. And
again, according to some research, “it is clear
that (economic) uncertainty has increased in
recent times”>* This current degree of eco-
nomic uncertainty suggests the possibility of
slower growth for the foreseeable future.

When facing economic uncertainty,
firms want to be certain to study the eco-
nomic environment in multiple regions and
countries throughout the world. Although
economic growth remains relatively weak
and economic uncertainty has been strong
in Europe, the economic growth has been
better in the United States in recent times.
For example, the projected average annual
economic growth in Europe for 2015-2017 is
1.4 percent and in the United States it is 2.9
percent. Alternatively, the projected aver-
age annual economic growth for 2015-2017 is 7.0 percent in China, 6.8 percent in India,
2.6 percent in Brazil, and 3.6 percent in Mexico. These estimates highlight the anticipa-
tion of the continuing development of emerging economies.” Ideally, firms will be able to
pursue growth opportunities in regions and nations where they exist while avoiding the
threats of slow growth periods in other settings.
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2-3¢ The Political/Legal Segment

The political/legal segment is the arena in which organizations and interest groups com-
pete for attention, resources, and a voice in overseeing the body of laws and regulations
guiding interactions among nations as well as between firms and various local govern-
mental agencies.”® Essentially, this segment is concerned with how organizations try to
influence governments and how they try to understand the influences (current and pro-
jected) of those governments on their competitive actions and responses. Commonly,
tirms develop a political strategy to specify how they will study the political/legal segment
as well as approaches they might take (such as lobbying efforts) in order to successfully
deal with opportunities and threats that surface within this segment at different points
in time.”

Regulations formed in response to new national, regional, state, and/or local laws
that are legislated often influence a firm’s competitive actions and responses.”® For
example, the state of Nevada in the United States recently legalized the business
of online poker/gambling. New Jersey and Delaware quickly took the same action.
In response to Nevada’s regulatory change, firms such as MGM Resorts International
were trying to decide the degree to which these decisions represented a viable oppor-
tunity. According to a MGM official, the immediate concern with respect to Nevada
is that “the state may be too small to provide a lucrative online market on a stand-
alone basis.”*

At a regional level, changes in the laws regarding the appropriate regulation of
European banks are still being actively debated.® For interactive, technology-based firms
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To date, most legalized gambling has been provided in resorts such as
MGM Resorts. However, recent changes in regulations within the state
of Nevada in the United States allows online gambling which is now
being evaluated as an opportunity for these resorts.

The political/legal
segment is the arena in
which organizations and
interest groups compete
for attention, resources, and
a voice in overseeing the
body of laws and regulations
guiding interactions among
nations as well as between
firms and various local
governmental agencies.
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such as Facebook, Google, and Amazon, among others, “the effort in Europe to adopt the
world’s strongest data protection law has drawn the attention of dozens of lobbyists from
U.S. technology and advertising companies.”® Highly restrictive laws about consumer pri-
vacy could threaten how these firms conduct business in the European Union. Finally, in
a comprehensive sense, recent transformations from state-owned to private firms occur-
ring in multiple nations have substantial implications for the competitive landscapes in a
number of countries and across multiple industries.®

2-3d 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 demo-
graphic, economic, political/legal, and technological conditions and changes.

Individual societies’ attitudes and cultural orientations are anything but stable, mean-
ing that firms must carefully scan, monitor, forecast, and assess them to recognize and
study associated opportunities and threats. Successful firms must also have an awareness
of changes taking place in the societies and their associated cultures in which they are
competing. Indeed, societal and culture changes challenge firms to find ways to “adapt
to stay ahead of their competitors and stay relevant in the minds of their consumers®
Research has shown that sociocultural factors influence the entry into new markets and
the development of new firms in a country.*

Attitudes about and approaches to health care are being evaluated in nations and
regions throughout the world. For Europe, the European Commission has developed a
health care strategy for all of Europe that is oriented to preventing diseases while tackling
lifestyle factors influencing health such as nutrition, working conditions, and physical
activity. This Commission argues that promoting attitudes to take care of on€’s health is
especially important in the context of an aging Europe as shown by the projection that
the proportion of people over 65 living in Europe will increase from 17 percent in 2010 to
almost 30 percent by 2060.% At issue for business firms is that attitudes and values about
health care can affect them; accordingly, they must carefully examine trends regarding
health care in order to anticipate the effects
on their operations.

Asthe U.S. labor force has grown in size, it
has become more diverse, with significantly
more women and minorities from a variety
of cultures entering the workplace. In 1993,
the total U.S. workforce was slightly less than
130 million; in 2005, it was slightly greater
than 148 million. It is predicted to grow to
more than 192 million by 2050.

However, the rate of growth in the U.S.
labor force has declined over the past two
decades largely as a result of slower growth
of the nation’s population and because of a
downward trend in the labor force partic-
ipation rate. More specifically, data show
that “after nearly five decades of steady
growth, the overall participation rate—
defined as the proportion of the civilian
non-institutional population in the labor
force—peaked at an annual average of
67.1 percent for each year from 1997 to 2000.

© Alexander Raths/Shutterstock.com




Chapter 2: The External Environment: Opportunities, Threats, Industry Competition, and Competitor Analysis

By September 2012, the rate had dropped to 63.6 percent™ and is expected to fall
to 58.5 percent by 2050. Other changes in the U.S. labor force between 2010 and
2050 are expected. During this time period, the growth in Asian members of the
labor force is projected to more than double in size, while the growth in Caucasian
members of the labor force is predicted to be much slower compared to other
racial groups. In contrast, people of Hispanic origin are expected to account for
roughly 8o percent of the total growth in the labor force. Finally, “it is projected that
the higher growth rate of the female labor force relative to that of men will end by
2020, and the growth rates for men and women will be similar for the 2020-2050
period.®

Greater diversity in the workforce creates challenges and opportunities, including
combining the best of both men’s and women’s traditional leadership styles. Although
diversity in the workforce has the potential to improve performance, research indi-
cates that diversity initiatives must be successfully managed in order to reap these
organizational benefits.

Although the lifestyle and workforce changes referenced previously reflect the atti-
tudes and values of the U.S. population, each country is unique with respect to these
sociocultural indicators. National cultural values affect behavior in organizations and
thus also influence organizational outcomes such as differences in CEO compensation.®
Likewise, the national culture influences to a large extent the internationalization strategy
that firms pursue relative to one’s home country.® Knowledge sharing is important for
dispersing new knowledge in organizations and increasing the speed in implementing
innovations. Personal relationships are especially important in China as guanxi (per-
sonal relationships or good connections) has become a way of doing business within the
country and for individuals to advance their careers in what is becoming a more open
market society. Understanding the importance of guanxi is critical for foreign firms doing
business in China.”

2-3e The Technological Segment

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

Given the rapid pace of technological change and risk of disruption, 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 mar-
ket shares and earn higher returns. Thus, both large and small firms should continuously
scan the general environment to identify potential substitutes for technologies that are
in current use, as well as to identify newly emerging technologies from which their firm
could derive competitive advantage.”

As a significant technological development, the Internet offers firms a remarkable
capability in terms of their efforts to scan, monitor, forecast, and assess conditions in
their general environment. Companies continue to study the Internet’s capabilities to
anticipate how it allows them to create more value for customers and to anticipate future
trends.

Additionally, the Internet generates a significant number of opportunities and threats
for firms across the world. Predictions about Internet usage in the years to come are one
reason for this. By 2016, the estimate is that there will be 3 billion Internet users globally.
Overall, firms can expect that in the future the Internet “will have more users (especially
in developing markets), more mobile users, more users accessing it with various devices
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throughout the day, and many more people engaged in an increasingly participatory
medium”7 Considering that about 144 billion e-mails are currently sent each day, and
there has been an explosive growth in the demand for mobile Internet access, the effect
of this increase in users has significant implications for businesses.”

In spite of the Internet’s far-reaching effects and the opportunities and threats asso-
ciated with its potential, wireless communication technology is becoming a significant
technological opportunity for companies to pursue. Handheld devices and other wire-
less communications equipment are used to access a variety of network-based ser-
vices. The use of handheld computers with wireless network connectivity, Web-enabled
mobile phone handsets, and other emerging platforms (e.g., consumer Internet-access
devices such as the iPhone, iPad, Apple Watch, and Kindle) has increased substantially
and may soon become the dominant form of communication and commerce. In fact,
with each new version of these products, additional functionalities and software appli-
cations are generating multiple opportunities—and potential threats—for companies
of all types.

2-3f The Global Segment

The global segment includes relevant new global markets, existing markets that are
changing, important international political events, and critical cultural and institu-
tional characteristics of global markets.”” For example, firms competing in the auto-
mobile industry must study the global segment. The fact that consumers in multiple
nations are willing to buy cars and trucks “from whatever area of the world””® supports
this position.

When studying the global segment, firms should recognize that globalization of busi-
ness markets may create opportunities to enter new markets as well as threats that new
competitors from other economies may also enter their market.”” In terms of an oppor-
tunity for automobile manufacturers, the possibility for these firms to sell their prod-
ucts outside of their home market would seem attractive. But what markets might firms
choose to enter? Currently, automobile and truck sales are expected to increase in Brazil,
Russia, India, China, and to a lesser extent, Indonesia, and Malaysia. In contrast, sales
are expected to decline, at least in the near term, in Europe and Japan. These markets,
then, are the most and least attractive ones for automobile manufacturers desiring to sell
outside their domestic market. At the same time, from the perspective of a threat, Japan,
Germany, Korea, Spain, France, and the United States appear to have excess production
capacity in the automobile manufacturing industry. In turn, overcapacity signals the
possibility that companies based in markets where this is the case will simultaneously
attempt to increase their exports as well as sales in their domestic market.”® Thus, global
automobile manufacturers should carefully examine the global segment in order to pre-
cisely identify all opportunities and threats.

In light of threats associated with participating in international markets, some firms
choose to take a more cautious approach to globalization. For example, family business
firms, even the larger ones, often take a conservative approach to entering international
markets. These firms participate in what some refer to as globalfocusing. Globalfocusing
often is used by firms with moderate levels of international operations who increase
their internationalization by focusing on global niche markets.” This approach allows
firms to build on to and use their core competencies while limiting their risks within
the niche market. Another way in which firms limit their risks in international markets
is to focus their operations and sales in one region of the world.*> Success with these
efforts finds a firm building relationships in and knowledge of its markets. As the firm
builds these strengths, rivals find it more difficult to enter its markets and compete
successfully.
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Firms competing in global markets should recognize each markets sociocultural
and institutional attributes. For example, Korean ideology emphasizes communitari-
anism, a characteristic of many Asian countries. Alternatively, the ideology in China
calls for an emphasis on guanxi—personal connections—while in Japan, the focus is on
wa—group harmony and social cohesion.* The institutional context of China suggests
a major emphasis on centralized planning by the government. The Chinese government
provides incentives to firms to develop alliances with foreign firms having sophisticated
technology in hopes of building knowledge and introducing new technologies to the
Chinese markets over time.** As such, it is important to analyze the strategic intent of
foreign firms when pursuing alliances and joint ventures abroad, especially where the
local partners are receiving technology which may in the long run reduce the foreign
firms’ advantages.®

Increasingly, the informal economy as it exists throughout the world is another aspect
of the global segment requiring analysis. Growing in size, this economy has implications
for firms’ competitive actions and responses in that increasingly firms competing in the
formal economy will find that they are competing against informal economy companies
as well.

2-3g The Sustainable Physical Environment Segment

The sustainable physical environment segment refers to potential and actual changes in
the physical environment and business practices that are intended to positively respond
to those changes with the intent of creating a sustainable environment.®* Concerned
with trends oriented to sustaining the world’s physical environment, firms recognize that
ecological, social, and economic systems interactively influence what happens in this
particular segment and that they are part of an interconnected global society.®

Companies across the globe are concerned about the physical environment, and many
record the actions they are taking in reports with names such as “Sustainability” and
“Corporate Social Responsibility” Moreover and in a comprehensive sense, an increasing
number of companies are interested in sustainable development, which is “the devel-
opment that meets the needs of the present without compromising the ability of future
generations to meet their own needs.”*

There are many parts or attributes of the physical environment that firms consider as
they try to identify trends in the physical environment segment.”” Because of the impor-
tance to firms of becoming sustainable, certification programs have been developed
to help them understand how to be sustainable organizations.* As the world’s largest
retailer, Walmart’s environmental footprint is huge, meaning that trends in the physical
environment can significantly affect this firm and how it chooses to operate. Perhaps
in light of trends occurring in the physical environment, Walmart has announced that
its goal is to produce zero waste and to use 100 percent renewable energy to power its
operations.*

As our discussion of the general environment shows, identifying anticipated changes
and trends among segments and their elements is a key objective of analyzing this envi-
ronment. With a focus on the future, the analysis of the general environment allows firms
to identify opportunities and threats. It is necessary to have a top management team with
the experience, knowledge, and sensitivity required to effectively analyze the conditions
in a firm’s general environment and other parts such as the industry environment and
competitors.*® In fact, it seems that the prior CEO of Target may not have been commit-
ted to analyzing the environment in depth (See Strategic Focus on Target). But the new
CEO, Brian Cornell, demonstrated his commitment by locating his office close to the
center of the data collection unit and checking in with the staff in this unit each morning
to gain the latest information.
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Strategic Focus

Target Lost Its Sway Because Tar-zhey No Longer Drew the Customers

Target became known by consumers as Tar-zhey, the retailer of
cheaper but ‘chic’ products. The firm offered a step up in quality
goods at a slightly higher price than discount retailers such as
Walmart, but was targeted below major, first line retailers such
Macy’s and Nordstrom. Additionally, it promoted its stores to offer
one-stop shopping with clothing, toys, health products, and food
goods, among other products. For many years, Tar-zhey “hit the
bullseye”and performed well serving this large niche in the
market. But the company took its eye off the target and began
losing market share (along with other poor strategic actions).
The first major crack in the ship appeared with the announce-
ment of a massive cyberattack on Target's computer system
that netted customers’ personal information. The attack exposed
customers (data on 70 million customers) to potentially sub-
stantial losses due to credit card fraud. Not only was this a public
relations disaster, it drew a focus on Target that identified other
problems. The “light” on Target showed that the strategic decision
to enter the Canadian market in a major way (133 stores across
multiple geographic areas) was failing. Finally, the careful analysis
showed that Target was losing customers to established competi-

tors and new rivals, especially Internet retailers (e.g, Amazon.com).

Target's marketing chief stated that ‘it's not that we became
insular. We were insular.This suggests that the firm was not analyzing
its environment. By allowing rivals, and especially newer Internet
competitors, to woo the company’s customers, it lost sales, market
share, and profits. It obviously did not predict and prepare for the
significant competition from Internet rivals. Competitors were offering
better value to customers (perhaps more variety and convenience
through online sales). When combined with the loss of consumer
confidence because of the massive hack of personal customer data,
Target’s reputation and market share were simultaneously harmed.

The unparalleled failure of the Canadian operations within
a very short time (two years) also showed a lack of market
understanding likely stemming from the failure to analyze the
market. It is probable that all of the problems Target was expe-
riencing were transferred to its Canadian operations as well. In
addition, it failed to attract customers from its major Canadian
retailers, such as Loblaw Companies, Canada’s largest grocer
that recently introduced low-cost clothing boutiques. Costco
and Walmart were also well-established in the Canadian mar-
ket. Target was unable to differentiate the value it provided
from the established retailers in Canada. It also experienced
problems in its Canadian supply chain suggesting again that
it did not fully understand the business markets in Canada
before entering the market.

Because of all of the problems experienced, Target's CEO
resigned in May 2014. A new CEO, Brian Cornell, was hired

three months later. He was a top executive at PepsiCo and

had experience heading Sam's Warehouse for Walmart as well.
Cornell is the first CEO to be hired from outside the company,
and most of his experience is from outside the industry as well.
Since arriving on the job in August of 2014, Cornell has started
making changes. For example, he is trying to regain Target's “‘chic”
image by focusing on fashion, infant’s, children’s, and health
departments to increase customer traffic and sales. The focus in
foods is more upscale, more organic food, specialty granola, cof-
fee and tea, wine, and beer. Sales exceeded the forecast in the
fourth quarter of 2014 with the highest growth in three years. In
January 2015, Cornell also closed all Canadian stores and thereby
laid off 17,600 employees, a painful but necessary move. Finally,
he announced another layoff of close to 2,000 employees in
March 2015. Most of these employees will come from the main
office with the intent to make Target more nimble and agile.
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Target Lily Pulitzer Line.PNG

Lily Pulitzer has been providing bold fashions
for resort wear for more than 50 years.

Interestingly, Cornell did not take the large corner suite
accorded to the former CEOs but instead chose a smaller
office near the company’s market data collection site. There a
staff of ten employees gather information from social media
sites such as Pinterest, Facebook, and Twitter and from televi-
sion news from nine large TV screens. The CEO stops by every
morning to learn the latest information. These actions alone
suggest the importance he places on gathering and analyzing
data on the market and competitors’actions.

Sources: 2015, What your new CEO is reading: Smell ya later; targets new CEO, CIO
Journal/Wall Street Journal, www.wsj.com/cio, March 6; |. Austen & H. Tabuchi, 2015,
Target’s red ink runs out in Canada, New York Times, www.ntimes.com, January 15;

H. Tabuchi, 2015, Target plans to cut jobs to help save $2 billion, New York Times, www.
ntimes.com, March 3; P. Ziobro & C. Delaney, 2015, Target sales grow at fastest rate

in three years, Wall Street Journal, www.wsj.com, February 25; J. Reingold, 2014, Can
Target's new CEO get the struggling retailer back on target? Fortune, www.
fortune.com, July 31; G. Smith, 2014, Target turns to PepsiCo’s Brian Cornell to restore its

fortunes, Fortune, www.fortune.com, July 31; P Ziobro, M. Langley, & J. S. Lublin, 2014,
Target's problem: Tar-zhey isn't working. Wall Street Journal, www.wsj.com, May 5.
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As described in the Strategic Focus, Target failed to maintain a good understanding
of its industry; hence, the loss of market share to new Internet company rivals and other
more established competitors. It did not understand its markets, competitors, and suppli-
ers in Canada, and thus its entry into the Canadian market failed miserably. We conclude
that critical to a firm’s choices of strategies and their associated competitive actions and
responses is an understanding of its industry environment and its competitors. And, the
country’s general environment influences the industry and competitive environments.”
Next, we discuss the analyses firms complete to gain such an understanding.

2-4 Industry Environment Analysis

An industry is a group of firms producing products that are close substitutes. In the
course of competition, these firms influence one another. Typically, companies use a rich
mix of different competitive strategies to pursue above-average returns when competing
in a particular industry. An industry’s structural characteristics influence a firm’s choice
of strategies.”

Compared with the general environment, the industry environment (measured pri-
marily in the form of its characteristics) has a more direct effect on the competitive
actions and responses a firm takes to succeed.” To study an industry, the firm examines
five forces that affect the ability of all firms to operate profitably within a given industry.
Shown in Figure 2.2, the five forces are: the threats posed by new entrants, the power of
suppliers, the power of buyers, product substitutes, and the intensity of rivalry among
competitors.

The five forces of competition model depicted in Figure 2.2 expands the scope of
a firm’s competitive analysis. Historically, when studying the competitive environment,
firms concentrated on companies with which they directly competed. However, firms
must search more broadly to recognize current and potential competitors by identifying

Figure 2.2 The Five Forces of Competition Model

Threat of
new entrants

Rivalry among
competing firms

Bargaining power
of suppliers

Threat of
substitute products

Bargaining power
of buyers
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potential customers as well as the firms serving them. For example, the communications
industry is now broadly defined as encompassing media companies, telecoms, enter-
tainment companies, and companies producing devices such as smartphones.** In such
an environment, firms must study many other industries to identify companies with
capabilities (especially technology-based capabilities) that might be the foundation for
producing a good or a service that can compete against what they are producing.

When studying the industry environment, firms must also recognize that suppliers
can become a firm’s competitors (by integrating forward) as can buyers (by integrating
backward). For example, several firms have integrated forward in the pharmaceutical
industry by acquiring distributors or wholesalers. In addition, firms choosing to enter
a new market and those producing products that are adequate substitutes for existing
products can become a company’s competitors.

Next, we examine the five forces the firm needs to analyze in order to understand
the profitability potential within an industry (or a segment of an industry) in which it
competes or may choose to compete.

2-4a Threat of New Entrants

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 efficient
and to learn how to compete in new dimensions (e.g., using an Internet-based distribu-
tion channel).

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 competi-
tive disadvantage even when they are able to enter. As such, high entry barriers tend to
increase the returns for existing firms in the industry and may allow some firms to dom-
inate the industry.*® Thus, firms competing successfully in an industry want to maintain
high entry barriers in order to discourage potential competitors from deciding to enter
the industry.

Barriers to Entry

Firms competing in an industry (and especially those earning above-average returns)
try to develop entry barriers to thwart potential competitors. In general, more is known
about entry barriers (with respect to how they are developed as well as paths firms can
pursue to overcome them) in industrialized countries such as those in North America
and Western Europe. In contrast, relatively little is known about barriers to entry in the
rapidly emerging markets such as those in China. However, recent research suggests that
Chinese executives perceive that advertising effects are the most significant of seven bar-
riers to China, while capital requirements are viewed as the least important.””

There are different kinds of barriers to entering a market to consider when examining
an industry environment. Companies competing within a particular industry study these
barriers to determine the degree to which their competitive position reduces the likelihood
of new competitors being able to enter the industry to compete against them. Firms consid-
ering entering an industry study entry barriers to determine the likelihood of being able to
identify an attractive competitive position within the industry. Next, we discuss several sig-
nificant entry barriers that may discourage competitors from entering a market and that may
facilitate a firm’s ability to remain competitive in a market in which it currently competes.
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Economies of Scale Economies of scale are derived from incremental efficiency
improvements through experience as a firm grows larger. Therefore, the cost of pro-
ducing each unit declines as the quantity of a product produced during a given period
increases. A new entrant is unlikely to quickly generate the level of demand for its prod-
uct that in turn would allow it to develop economies of scale.

Economies of scale can be developed in most business functions, such as marketing,
manufacturing, research and development, and purchasing.®® Firms sometimes form stra-
tegic alliances or joint ventures to gain scale economies. This is the case for Mitsubishi
Heavy Industries Ltd. and Hitachi Ltd., as these companies “merged their operations for
fossil-fuel-based power systems into a joint venture aimed at gaining scale to compete
against global rivals”®

Becoming more flexible in terms of being able to meet shifts in customer demand is
another benefit for an industry incumbent and a possible entry barrier for the firms con-
sidering entering the industry. For example, a firm may choose to reduce its price with
the intention of capturing a larger share of the market. Alternatively, it may keep its price
constant to increase profits. In so doing, it likely will increase its free cash flow, which is
very helpful during financially challenging times.

Some competitive conditions reduce the ability of economies of scale to create an entry
barrier such as the use of scale free resources.” Also, many companies now customize
their products for large numbers of small customer groups. In these cases, customized
products are not manufactured in the volumes necessary to achieve economies of scale.
Customization is made possible by several factors including flexible manufacturing
systems. In fact, the new manufacturing technology facilitated by advanced information
systems has allowed the development of mass customization in an increasing number of
industries. Online ordering has enhanced customers’ ability to buy customized products.
Companies manufacturing customized products can respond quickly to customers’ needs
in lieu of developing scale economies.

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, effec-
tive advertising campaigns, or being the first to market a good or service.” Greater
levels of perceived product uniqueness create customers who consistently purchase
a firm’s products. To combat the perception of uniqueness, new entrants frequently
offer products at lower prices. This decision, however, may result in lower profits or
even losses.

The Coca-Cola Company and PepsiCo have established strong brands in the
markets in which they compete, and these companies compete against each other
in countries throughout the world. Because each of these competitors has allocated
a significant amount of resources over many decades to build its brands, customer
loyalty is strong for each firm. When considering entry into the soft drink market, a
potential entrant would be well advised to pause to determine actions it would take
for the purpose of trying to overcome the brand image and consumer loyalty each of
these giants possess.

Capital Requirements Competing in a new industry requires a 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 a new industry is
attractive, the capital required for successful market entry may not be available to pursue
the market opportunity.' For example, defense industries are difficult to enter because
of the substantial resource investments required to be competitive. In addition, because of
the high knowledge requirements of the defense industry, a firm might acquire an exist-
ing company as a means of entering this industry, but it must have access to the capital
necessary to do this.
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Switching Costs Switching costs are the one-time costs customers incur when they
buy from a different supplier. The costs of buying new ancillary equipment and of retrain-
ing employees, and even the psychological costs of ending a relationship, may be incurred
in switching to a new supplier. In some cases, switching costs are low, such as when the
consumer switches to a different brand of soft drink. Switching costs can vary as a func-
tion of time, as shown by the fact that in terms of credit hours toward graduation, the cost
to a student to transfer from one university to another as a freshman is much lower than
it is when the student is entering the senior year.

Occasionally, a decision made by manufacturers to produce a new, innovative product
creates high switching costs for customers. Customer loyalty programs, such as airlines’
frequent flyer miles, are intended to increase the customer’s switching costs. If switching
costs are high, a new entrant must offer either a substantially lower price or a much better
product to attract buyers. Usually, the more established the relationships between parties,
the greater the switching costs.

Access to Distribution Channels Over time, industry participants commonly learn
how to effectively distribute their products. After building a relationship with its distrib-
utors, a firm will nurture it, thus creating switching costs for the distributors. Access to
distribution channels can be a strong entry barrier for new entrants, particularly in con-
sumer nondurable goods industries (e.g., in grocery stores where shelf space is limited)
and in international markets.”® New entrants have to persuade distributors to carry their
products, either in addition to or in place of those currently distributed. Price breaks and
cooperative advertising allowances may be used for this purpose; however, those prac-
tices reduce the new entrant’s profit potential. Interestingly, access to distribution is less
of a barrier for products that can be sold on the Internet.

Cost Disadvantages Independent of Scale Sometimes, established competitors
have cost advantages that new entrants cannot duplicate. Proprietary product technol-
ogy, favorable access to raw materials, desirable locations, and government subsidies are
examples. Successful competition requires new entrants to reduce the strategic relevance
of these factors. For example, delivering purchases directly to the buyer can counter
the advantage of a desirable location; new food establishments in an undesirable location
often follow this practice. Zara is owned by Inditex, the largest fashion clothing retailer
in the world.** From the time of its launching, Spanish clothing company Zara relied
on classy, well-tailored, and relatively inexpensive items that were produced and sold by
adhering to ethical practices to successfully enter the highly competitive global clothing
market and overcome that market’s entry barriers.*>s

Government Policy Through their decisions about issues such as the granting of
licenses and permits, governments can also control entry into an industry. Liquor retail-
ing, radio and TV broadcasting, banking, and trucking are examples of industries in
which government decisions and actions affect entry possibilities. Also, governments
often restrict entry into some industries because of the need to provide quality service
or the desire to protect jobs. Alternatively, deregulating industries, such as the airline
and utilities industries in the United States, generally results in additional firms choos-
ing to enter and compete within an industry.*® It is not uncommon for governments to
attempt to regulate the entry of foreign firms, especially in industries considered critical
to the country’s economy or important markets within it.” Governmental decisions
and policies regarding antitrust issues also affect entry barriers. For example, in the
United States, the Antitrust Division of the Justice Department or the Federal Trade
Commission will sometimes disallow a proposed merger because officials conclude that
approving it would create a firm that is too dominant in an industry and would thus
create unfair competition.”® Such a negative ruling would obviously be an entry barrier
for an acquiring firm.
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Expected Retaliation

Companies 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 (e.g., it has fixed assets with
few, if any, alternative uses), when it has substantial resources,
and when industry growth is slow or constrained.**® For exam-
ple, any firm attempting to enter the airline industry can
expect significant retaliation from existing competitors due to
overcapacity.

Locating market niches not being served by incum-
bents allows the new entrant to avoid entry barriers. Small
entrepreneurial firms are generally best suited for identify-
ing and serving neglected market segments. When Honda
first entered the U.S. motorcycle market, it concentrated
on small-engine motorcycles, a market that firms such
as Harley-Davidson ignored. By targeting this neglected
niche, Honda initially avoided a significant amount of
head-to-head competition with well-established com-
petitors. After consolidating its position, Honda used its
strength to attack rivals by introducing larger motorcycles
and competing in the broader market.

2-4b Bargaining Power of Suppliers

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

© Hadrian/Shutterstock.com

Apple’s Watch was a highly anticipated entry into
the smartwatch market. However, Google has
formed a partnership with TAG Heuer and Intel to
develop a smartwatch to respond to Apple.

It is dominated by a few large companies and is more concentrated than the indus-
try 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 indus-
try 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 dif-
ferentiated product.™

Some buyers attempt to manage or reduce suppliers’ power by developing a long-term
relationship with them. Although long-term arrangements reduce buyer power, they
also increase the suppliers’ incentive to be helpful and cooperative in appreciation of the
longer-term relationship (guaranteed sales). This is especially true when the partners
develop trust in one another.™

The airline industry is one in which suppliers’ bargaining power is changing.
Though the number of suppliers is low, the demand for major aircraft is also relatively
low. Boeing and Airbus aggressively compete for orders of major aircraft, creating
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more power for buyers in the process. When a large airline signals that it might
place a “significant” order for wide-body airliners that either Airbus or Boeing might
produce, both companies are likely to battle for the business and include a financing
arrangement, highlighting the buyer’s power in the potential transaction. And, with
China’s expected entry into the large commercial airliner industry, buyer power is
likely to increase in the future.

2-4c  Bargaining Power of Buyers

Firms seek to maximize the return on their invested capital. Alternatively, buyers
(customers of an industry or a 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 ser-
vice, and lower prices.”s 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 sales 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.

Consumers armed with greater amounts of information about the manufacturer’s
costs and the power of the Internet as a shopping and distribution alternative have
increased bargaining power in many industries.

2-4d 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. For example, as
a sugar substitute, NutraSweet (and other sugar substitutes) places an upper limit on
sugar manufacturers’ prices—NutraSweet and sugar perform the same function, though
with different characteristics. Other product substitutes include e-mail and fax machines
instead of overnight deliveries, plastic containers rather than glass jars, and tea instead
of coffee.

Newspaper firms have experienced significant circulation declines over the past
15 years. The declines are a result of the ready availability of substitute outlets for news
including Internet sources, cable television news channels, along with e-mail and cell
phone alerts. Likewise, satellite TV and cable and telecommunication companies pro-
vide substitute services for basic media services such as television, Internet, and phone.
Tablets such as the iPad are reducing the number of PCs sold as suggested by the fact that
worldwide shipments of PCs been declining each year since 2010.4

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 are valuable to customers (such as quality,
service after the sale, and location) reduces a substitute’s attractiveness.

2-4e Intensity of Rivalry among Competitors

Because an industry’s firms are mutually dependent, actions taken by one company usu-
ally invite responses. Competitive rivalry intensifies when a firm is challenged by a com-
petitor’s actions or when a company recognizes an opportunity to improve its market
position.™
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Firms within industries are rarely homoge-
neous; they differ in resources and capabilities
and seek to differentiate themselves from com-
petitors. Typically, firms seek to differentiate
their products from competitors’ offerings in
ways that customers value and in which the
firms have a competitive advantage. Common
dimensions on which rivalry is based include
price, service after the sale, and innovation.
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More recently, firms have begun to act quickly Unique
(speed a new product to the market) in order Corpo!‘afe
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Next, we discuss the most prominent fac-
tors that experience shows affect the intensity
of rivalries among firms.

Numerous or Equally Balanced
Competitors
Intense rivalries are common in industries
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Firms making PCs try to differentiate their products in order
to gain a competitive advantage. For example, Apple visually
shows and verbally explains the differences between its Mac
and the typical PC.

with many companies. With multiple compet-

itors, it is common for a few firms to believe

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 per-
mit vigorous actions and responses. The competitive battles between Airbus and Boeing
and between Coca-Cola and PepsiCo exemplify intense rivalry between relatively equal
competitors.

Slow Industry Growth

When a market is growing, firms try to effectively use resources to serve an expand-
ing customer base. Markets increasing in size reduce the pressure to take customers
from competitors. However, rivalry in no-growth or slow-growth markets becomes more
intense as firms battle to increase their market shares by attracting competitors’ custom-
ers. Certainly, this has been the case in the fast-food industry as explained in the Opening
Case about McDonald’s. McDonald’s, Wendy’s, and Burger King use their resources, capa-
bilities, and core competencies to try to win each other’s customers. The instability in the
market that results from these competitive engagements may reduce the profitability for
all firms engaging in such battles. As noted in the Opening Case, McDonald’s has suffered
from this competitive rivalry.

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. However, doing this often
intensifies competition. The pattern of excess capacity at the industry level followed by
intense rivalry at the firm level is frequently observed in industries with high storage
costs. Perishable products, for example, lose their value rapidly with the passage of time.
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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 pur-
chase the product loyally over time. Industries with many companies that have success-
fully differentiated their products have less rivalry, resulting in lower competition for
individual firms. Firms that develop and sustain a differentiated product that cannot be
easily imitated by competitors often earn higher returns. However, when buyers view
products as commodities (i.e., 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. Personal computers are a commodity product and
the cost to switch from a computer manufactured by one firm to another is low. Thus,
the rivalry among Dell, Hewlett-Packard, Lenovo, and other computer manufacturers is
strong as these companies consistently seek to find ways to differentiate their offerings.

High Strategic Stakes

Competitive rivalry is likely to be high when it is important for several of the compet-
itors to perform well in the market. Competing in diverse businesses (such as semi-
conductors, petrochemicals, fashion, medicine, and skyscraper and plant construction,
among others), Samsung is a formidable foe for Apple in the global smartphone market.
Samsung has committed a significant amount of resources to develop innovative prod-
ucts as the foundation for its efforts to try to outperform Apple in selling this particular
product. Only a few years ago, Samsung held a sizable lead in market share (33 percent to
18 percent), but in the fourth quarter of 2014, the two firms’ market share was virtually
equal. It seems that apple received a significant boost with the release of the iPhone 6.
However, this market is extremely important to both firms, suggesting that the smart-
phone rivalry between them (and others) will remain quite intense.

High strategic stakes can also exist in terms of geographic locations. For example, a
number of automobile manufacturers have established manufacturing facilities in China,
which has been the world’s largest car market since 2009."® Because of the high stakes
involved in China for General Motors and other firms (including domestic Chinese auto-
mobile manufacturers) producing luxury cars (including Audi, BMW, and Mercedes-
Benz), rivalry among them in this market is quite intense.

High Exit Barriers

Sometimes companies continue competing in an industry even though the returns on
their invested capital are low or even negative. Firms making this choice likely face high
exit barriers, which include economic, strategic, and emotional factors causing them to
remain in an industry when the profitability of doing so is questionable.

Exit barriers are especially high in the airline industry. Profitability in this industry
has been very difficult to achieve in recent years partly because of the latest global finan-
cial crisis. However, profits in the airline industry increased in 2013 and 2014. Industry
consolidation and efficiency enhancements to how airline alliances integrate their activ-
ities helped reduce airline companies’ costs while improving economic conditions in a
number of countries. This resulted in a greater demand for travel. These are positive signs,
at least in the short run, for these firms given that they do indeed face very high barriers
if they were to contemplate leaving the airline travel industry.”® Common exit barriers
that firms face include the following:

Specialized assets (assets with values linked to a particular business or location)
Fixed costs of exit (such as labor agreements)
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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)

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

Government and social restrictions (often based on government concerns for job
losses and regional economic effects; more common outside the United States)

2-5 Interpreting Industry Analyses

Effective industry analyses are products of careful study and interpretation of data
and information from multiple sources. A wealth of industry-specific data is available
for firms to analyze for the purpose of better understanding an industry’s competitive
realities. Because of globalization, international markets and rivalries must be included
in the firm’s analyses. And, because of the development of global markets, a country’s
borders no longer restrict industry structures. In fact, in general, entering international
markets enhances the chances of success for new ventures as well as more established
firms.=°

Analysis of the five forces within a given industry allows the firm to determine
the industry’s attractiveness in terms of the potential to earn average or above-average
returns. In general, the stronger the competitive forces, the lower the potential for firms
to generate profits by implementing their strategies. An unattractive industry has low
entry barriers, suppliers and buyers with strong bargaining positions, strong competitive
threats from product substitutes, and intense rivalry among competitors. These indus-
try characteristics make it difficult for firms to achieve strategic competitiveness and
earn above-average returns. Alternatively, an attractive industry has high entry barriers,
suppliers and buyers with little bargaining power, few competitive threats from product
substitutes, and relatively moderate rivalry.” Next, we explain strategic groups as an
aspect of industry competition.

2-6 Strategic Groups

A set of firms emphasizing similar strategic dimensions and using a similar strategy
is called a strategic group.”> The competition between firms within a strategic group
is greater than the competition between a member of a strategic group and compa-
nies outside that strategic group. Therefore, intra-strategic group competition is more
intense than is inter-strategic group competition. In fact, more heterogeneity is evident
in the performance of firms within strategic groups than across the groups. The per-
formance leaders within groups are able to follow strategies similar to those of other
firms in the group and yet maintain strategic distinctiveness as a foundation for earning
above-average returns.”

The extent of technological leadership, product quality, pricing policies, distribution
channels, and customer service are examples of strategic dimensions that firms in a stra-
tegic group may treat similarly. Thus, membership in a particular strategic group defines
the essential characteristics of the firm’s strategy.

The notion of strategic groups can be useful for analyzing an industry’s competi-
tive structure. Such analyses can be helpful in diagnosing competition, positioning, and
the profitability of firms competing within an industry. High mobility barriers, high
rivalry, and low resources among the firms within an industry limit the formation of
strategic groups.’* However, after strategic groups are formed, their membership remains
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using a similar strategy.
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Strategic Focus

Watch Out All Retailers, Here Comes Amazon; Watch Out Amazon,

Here Comes Jet.com

Amazon’s sales in 2014 were $88.99 billion, an increase of

19.4 percent over 2013. In fact, its sales in 2014 were a whop-
ping 160 percent more than its sales in 2010, only four years
prior. Amazon has been able to achieve remarkable gains in
sales by providing high quality, rapid, and relatively inexpensive
(relative to competitors) service. Amazon has taken on such
formidable competitors as Walmart, Google, and Barnes &
Noble, among others and has come out of it as a winner,
particularly in the last 4-5 years.

Walmart has been making progress in its online sales.

In 2014, it grew its online sales by about $3 billion, for a

30 percent increase. That is, until one compares it to Amazon's
sales increase in 2014 of about $14.5 billion. Much opportunity
remains for both to improve as total 2014 online sales were
$300 billion.

Google is clearly the giant search engine with 88 percent of
the information search market. However, when consumers are
shopping to purchase goods, Amazon is the leader. In the third
quarter of 2014, 39 percent of online shoppers in the United
States began their search on Amazon, compared to 11 percent
for Google. Interestingly, in 2009 the figures were 18 percent
for Amazon and 24 percent for Google. So, Amazon appears to
be winning this competitive battle with Google.

Barnes & Noble lost out to Google before by ignoring it as
a threat. Today, B&N has re-established itself in market niches
trying not to compete with Google. For example, its college
division largely sells through college bookstores, which have
a’'monopoly’location granted by the university. However,
Amazon is now targeting the college market by developing
agreements with universities to operate co-branded websites
to sell textbooks, university t-shirts, etc. Most of the students
already shop on Amazon, making the promotion easier to
market to universities and to sell to students.

A few years ago, Amazon was referred to as the Walmart
of the Internet. But, Amazon has diversified its product/service

line much further than Walmart. For example, Amazon now
competes against Netflix and other services providing video
entertainment. In fact, Amazon won two Golden Globe Awards
in 2015 for programs it produced. Amazon recently began to
market high fashion clothing for men and women. Founder
and CEO of Amazon, Jeff Bezos, stated that Amazon's goal is to
become a $200 billion company, and to do that, the firm must
learn how to sell clothes and food.

It appears that Amazon is beating all competitors, even
formidable ones such as Google and Walmart. But, Amazon still
needs to carefully watch its competition. A new company,
Jet.com, is targeting Amazon. Jet.com was founded by Marc Lore,
who founded the highly successful Diaper.com and a former
competitor of Amazon, Quidsi. Amazon hurt Quidsi in a major
price war and eventually acquired the company for $550 million.
Lore worked for Amazon for two years thereafter but eventually
quit to found Jet.com. Jet.com plans to market 10 million prod-
ucts and guarantee the lowest price. Its annual membership will
be $50 compared to Amazon Prime’s cost of $99. Competing
with Amazon represents a major challenge. However, Jet.com has
raised about $240 million in venture funding with capital from
such players as Bain Capital Ventures, Google Ventures, Goldman
Sachs, and Norwest Venture partners. Its current market value is
estimated to be $600 million. The future competition between
the two companies should be interesting.

Sources: G. Bensiger, 2015, Amazon makes a push on college campuses,

Wall Street Journal, www.wsj.com, February 1; K. Bhasin & L. Sherman, 2015,
Amazon Coutre: Jeff Bezos wants to sell fancy clothes, Bloomberg,
www.bloomberg.com, February 18; L. Dormehl, 2015, Amazon and Netflix

score big at the Golden Globe, Fast Company, www.fastcomany.com, January 12;

S. Soper, 2015, Amazon.com rival Jet.com raises $140 million in new funding,
Bloomberg, www.bloomberg.com, February 11; B. Stone, 2015, Amazon bought
this man’'s company. Now he is coming for him, Bloomberg, www.bloomberg.com,
January 7; M. Kwatinetz, 2014, In online sales, could Walmart ever top Amazon?
Fortune, www.fortune.com, October 23; R. Winkler & A. Barr, 2014, Google shopping
to counter Amazon, Wall Street Journal, www.wsj.com, December 15.

relatively stable over time. Using strategic groups to understand an industry’s competitive
structure requires the firm to plot companies’ competitive actions and responses along
strategic dimensions such as pricing decisions, product quality, distribution channels,
and so forth. This type of analysis shows the firm how certain companies are competing
similarly in terms of how they use similar strategic dimensions.
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Strategic groups have several implications. First, because firms within a group offer
similar products to the same customers, the competitive rivalry among them can be
intense. The more intense the rivalry, the greater the threat to each firm’s profitability.
Second, the strengths of the five forces differ across strategic groups. Third, the closer
the strategic groups are in terms of their strategies, the greater is the likelihood of rivalry
between the groups.

As explained in the Strategic Focus, Amazon appears to be winning competitive bat-
tles against formidable rivals such as Google and Walmart. It must be diligent, however,
because a new competitor, Jet.com, is coming after Amazons market. Thus, even such
successful firms as Amazon must continuously analyze and understand their competitors
if they are to maintain their current market leading positions.

2-7 Competitor Analysis

The competitor environment is the final part of the external environment requiring study.
Competitor analysis focuses on each company against which a firm competes directly.
The Coca-Cola Company and PepsiCo, Home Depot and Lowe’s, Carrefour SA and Tesco
PLC, and Amazon and Google are examples of competitors that are keenly interested in
understanding each other’s objectives, strategies, assumptions, and capabilities. Indeed,
intense rivalry creates a strong need to understand competitors.” In a competitor analy-
sis, the firm seeks to understand the following:

What drives the competitor, as shown by its future objectives.

What the competitor is doing and can do, as revealed by its current strategy.
What the competitor believes about the industry, as shown by its assumptions.
What the competitor’s capabilities are, as shown by its strengths and weaknesses.”*

Knowledge about these four dimensions helps the firm prepare an anticipated
response profile for each competitor (see Figure 2.3). The results of an effective compet-
itor analysis help a firm understand, interpret, and predict its competitors’ actions and
responses. Understanding competitors’ actions and responses clearly contributes to the
firm’s ability to compete successfully within the industry. Interestingly, research sug-
gests that executives often fail to analyze competitors’ possible reactions to competitive
actions their firm takes,”® placing their firm at a potential competitive disadvantage as
a result.

Critical to an effective competitor analysis is gathering data and information that can
help the firm understand its competitors’ intentions and the strategic implications result-
ing from them.”™ Useful data and information combine to form competitor intelligence
which is the set of data and information the firm gathers to better understand and antici-
pate competitors’ objectives, strategies, assumptions, and capabilities. In competitor anal-
ysis, the firm gathers intelligence not only about its competitors, but also regarding public
policies in countries around the world. Such intelligence facilitates an understanding of
the strategic posture of foreign competitors. Through effective competitive and public
policy intelligence, the firm gains the insights needed to make effective strategic decisions
regarding how to compete against rivals.

When asked to describe competitive intelligence, phrases such as “competitive spying”
and “corporate espionage” come to my mind for some. These phrases denote the fact that
competitive intelligence is an activity that appears to involve trade-offs.** The reason for
this is that “what is ethical in one country is different from what is ethical in other countries.”
This position implies that the rules of engagement to follow when gathering competi-
tive intelligence change in different contexts.”® However, firms avoid the possibility of
legal entanglements and ethical quandaries only when their competitive intelligence
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is the set of data and
information the firm gathers
to better understand and
anticipate competitors’
objectives, strategies,
assumptions, and capabilities.
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Figure 2.3 Competitor Analysis Components
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gathering methods are governed by a strict set of legal and ethical guidelines.”* This
means that ethical behavior and actions, as well as the mandates of relevant laws and
regulations, should be the foundation on which a firm’s competitive intelligence-gath-
ering process is formed.

When gathering competitive intelligence, firms must also pay attention to the com-
plementors of its products and strategy.’» Complementors are companies or networks
of companies that sell complementary goods or services that are compatible with the
focal firm’s good or service. When a complementor’s good or service contributes to
the functionality of a focal firm’s good or service, it in turn creates additional value for
that firm.

There are many examples of firms whose good or service complements other compa-
nies’ offerings. For example, firms manufacturing affordable home photo printers com-
plement other companies’ efforts to sell digital cameras. Intel and Microsoft are perhaps
the most widely recognized complementors. The Microsoft slogan “Intel Inside” demon-
strates the relationship between two firms that do not directly buy from or sell to each
other but their products are highly complementary.

Alliances among airline companies such as Oneworld and Star find member compa-
nies sharing their route structures and customer loyalty programs as a means of comple-
menting each other’s operations. (Alliances and other cooperative strategies are described
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in Chapter 9.) In the example we are considering here, each of the two alliances is a
network of complementors. American Airlines, British Airways, Finnair, Japan Airlines,
and Royal Jordanian are among the airlines forming the Oneworld alliance. Air Canada,
Brussels Airlines, Croatia Airlines, Lufthansa, and United Airlines are five of the mem-
bers forming the Star alliance. Both of these alliances constantly adjust their members
and services offered to better meet customers’ needs.

As our discussion shows, complementors expand the set of competitors that firms
must evaluate when completing a competitor analysis. In this sense, American Airlines
and United Airlines examine each other both as direct competitors on multiple routes but
also as complementors that are members of different alliances (Oneworld for American
and Star for United). In all cases though, ethical commitments and actions should be the
foundation on which competitor analyses are developed.

2-8 Ethical Considerations

Firms must follow relevant laws and regulations as well as carefully articulated ethical
guidelines when gathering competitor intelligence. Industry associations often develop
lists of these practices that firms can adopt. Practices considered both legal and ethical
include:

1. Obtaining publicly available information (e.g., court records, competitors™ help-
wanted advertisements, annual reports, financial reports of publicly held corpora-
tions, and Uniform Commercial Code filings)

2. Attending trade fairs and shows to obtain competitors’ brochures, view their exhibits,
and listen to discussions about their products.

In contrast, certain practices (including blackmail, trespassing, eavesdropping, and
stealing drawings, samples, or documents) are widely viewed as unethical and often are
illegal as well.

Some competitive intelligence practices may be legal, but a firm must decide
whether they are also ethical, given the image it desires as a corporate citizen. Especially
with electronic transmissions, the line between legal and ethical practices can be diffi-
cult to determine. For example, a firm may develop website addresses that are similar
to those of its competitors and thus occasionally receive e-mail transmissions that were
intended for those competitors. The practice is an example of the challenges companies
face in deciding how to gather intelligence about competitors while simultaneously
determining how to prevent competitors from learning too much about them. To deal
with these challenges, firms should establish principles and take actions that are con-
sistent with them.

Professional associations are available to firms as sources of information regard-
ing competitive intelligence practices. For example, while pursuing its mission to
help firms make “better decisions through competitive intelligence,” the Strategy and
Competitive Intelligence Professionals association offers codes of professional prac-
tice and ethics to firms for their possible use when deciding how to gather competitive
intelligence.’*

Open discussions of intelligence-gathering techniques can help a firm ensure that
employees, customers, suppliers, and even potential competitors understand its convic-
tions to follow ethical practices when gathering intelligence about its competitors. An
appropriate guideline for competitor intelligence practices is to respect the principles of
common morality and the right of competitors not to reveal certain information about
their products, operations, and intentions.
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SUMMARY

The firm’s external environment is challenging and complex.
Because of its effect on performance, the firm must develop
the skills required to identify opportunities and threats that
are a part of its external environment.

The external environment has three major parts:

1. The general environment (segments and elements in the
broader society that affect industries and the firms com-
peting in them)

2. The industry environment (factors that influence a firm, its

competitive actions and responses, and the industry’s prof-

itability potential)

3. The competitor environment (in which the firm analyzes
each major competitor’s future objectives, current strate-
gies, assumptions, and capabilities).

Scanning, monitoring, forecasting, and assessing are the
four parts of the external environmental analysis process.
Effectively using this process helps the firm in its efforts to
identify opportunities and threats.

The general environment has seven segments: demographic,
economic, political/legal, sociocultural, technological, global,
and sustainable physical. For each segment, the firm has to
determine the strategic relevance of environmental changes
and trends.

KEY TERMS

competitor analysis 42
competitor intelligence 65
complementors 66
demographic segment 45
economic environment 48
general environment 41
global segment 52
industry environment 41

REVIEW QUESTIONS

1. Why is it important for a firm to study and understand the
external environment?

2. What are the differences between the general environment
and the industry environment? Why are these differences
important?

Part 1: Strategic Management Inputs

Compared with the general environment, the industry
environment has a more direct effect on the firm’s competitive
actions and responses. The five forces model of competition
includes the threat of entry, the power of suppliers, the power of
buyers, product substitutes, and the intensity of rivalry among
competitors. By studying these forces, the firm finds a position

in an industry where it can influence the forces in its favor or
where it can buffer itself from the power of the forces to achieve
strategic competitiveness and earn above-average returns.

Industries are populated with different strategic groups.

A strategic group is a collection of firms following similar strat-
egies along similar dimensions. Competitive rivalry is greater
within a strategic group than between strategic groups.

Competitor analysis informs the firm about the future
objectives, current strategies, assumptions, and capabilities of
the companies with which it competes directly. A thorough
competitor analysis examines complementors that support
forming and implementing rivals’ strategies.

Different techniques are used to create competitor intelli-
gence: the set of data, information, and knowledge that allow
the firm to better understand its competitors and thereby
predict their likely competitive actions and responses. Firms
absolutely should use only legal and ethical practices to gather
intelligence. The Internet enhances firms’ ability to gather
insights about competitors and their strategic intentions.

industry 55

opportunity 43

political/legal segment 49

sociocultural segment 50

sustainable physical environment segment 53
strategic group 63

threat 43

technological segment 51

3. What is the external environmental analysis process (four

parts)? What does the firm want to learn when using this
process?

4. What are the seven segments of the general environment?

Explain the differences among them.
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5. How do the five forces of competition in an industry affect its
profitability potential? Explain.

6. What is a strategic group? Of what value is knowledge of the
firm’s strategic group in formulating that firm’s strategy?

Mini-Case

7. What is the importance of collecting and interpreting data
and information about competitors? What practices should a
firm use to gather competitor intelligence and why?

The Informal Economy: What It Is and Why It Is Important?

The informal economy refers to commercial activities
that occur at least partly outside a governing body’s
observation, taxation, and regulation. In slightly differ-
ent words, sociologists Manuel Castells and Alejandro
Portes suggest that the “informal economy is character-
ized by one central feature: it is unregulated by the insti-
tutions of society in a legal and social environment in
which similar activities are regulated.” Firms located in
the informal economy are typically thought of as busi-
nesses that are unregistered but that are producing and
selling legal products (that is, they sell many of the same
products you might buy in legal businesses but perhaps
cheaper because they do not pay government fees and
taxes). In contrast to the informal economy, the formal
economy is comprised of commercial activities that a
governing body taxes and monitors for society’s bene-
fit and whose outputs are included in a country’s gross
domestic product.

For some, working in the informal economy is a
choice, such as is the case when individuals decide
to supplement the income they are earning through
employment in the formal economy with a second job in
the informal economy. However, for most people work-
ing in the informal economy is a necessity rather than a
choice—a reality that contributes to the informal econo-
my’s size and significance. Although generalizing about
the quality of informal employment is difficult, evidence
suggests that it typically means poor employment condi-
tions and greater poverty for workers.

Estimates of the informal economy’s size across coun-
tries and regions vary. In developing countries, the infor-
mal economy accounts for as much as three-quarters of
all nonagricultural employment, and perhaps as much
as 9o percent in some countries in South Asia and sub-
Saharan Africa. But the informal economy is also prom-
inent in developed countries such as Finland, Germany,
and France (where the informal economy is estimated to

account for 18.3 percent, 16.3 percent, and 15.3 percent,
respectively, of these nations total economic activity).
In the United States, recent estimates are that the infor-
mal economy is now generating as much as $2 trillion in
economic activity on an annual basis. This is double the
size of the U.S. informal economy in 2009. In terms of the
number of people working in an informal economy; it is
suggested that “India’s informal economy ... (includes)
hundreds of millions of shopkeepers, farmers, construc-
tion workers, taxi drivers, street vendors, rag pickers, tai-
lors, repairmen, middlemen, black marketers, and more.”

There are various causes of the informal economy’s
growth, including an inability of a nation’s economic
environment to create a significant number of jobs rel-
ative to available workers. This has been a particularly
acute problem during the recent global recession. In the
words of a person living in Spain: “Without the under-
ground (informal) economy, we would be in a situation
of probably violent social unrest” Governments’ inabil-
ity to facilitate growth efforts in their nation’s economic
environment is another issue. In this regard, another
Spanish citizen suggests that “what the government
should focus on is reforming the formal economy to
make it more efficient and competitive.”

In a general sense, the informal economy yields
threats and opportunities for formal economy firms.
One threat is that informal businesses may have a cost
advantage when competing against formal economy
firms because they do not pay taxes or incur the costs of
regulations. But the informal economy surfaces oppor-
tunities as well. For example, formal-economy firms can
try to understand the needs of customers that infor-
mal-economy firms are satisfying and then find ways to
better meet their needs. Another valuable opportunity
is to attract some of the informal economy’s talented
human capital to accept positions of employment in
formal economy firms.
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Sources: A. Picchi, 2013, A shadow economy may be keeping the U.S.
afloat, MSN Money, www.msn.com, May 3; 2013, Meeting on informal
economy statistics: Country experience, international recommendations,
and application, United Nations Economic Commission for Africa,
www.uneca.org, April; 2013, About the informal economy, Women in
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G. Bruton, R. D. Ireland, & D. J. Ketchen, Jr., 2012, Toward a research
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Case Discussion Questions

1. What are the implications of the informal economy for firms 4. What threats does the informal economy present to firms
operating in the formal economy?

that operate only in the formal economy?

2. When firms consider analyzing their competition, should they 5.
include firms in the informal economy? Please explain why or

why not.

strategies?

3. What opportunities does the informal economy present to

firms operating in the formal economy?
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DATA ANALYTICS, LARGE PHARMACEUTICAL COMPANIES,
AND CORE COMPETENCIES: A BRAVE NEW WORLD

To date, and perhaps surprisingly, the idea of using data strategically remains somewhat

novel in some organizations. However, the reality of “big data” and “big data analytics” (which
is “the process of examining big data to uncover hidden patterns, unknown correlations, and
other useful information that can be used to make better decisions”) is quickly changing this
situation. Indeed, some suggest that, today, an organization wishing to be innovative will, at

a minimum, commit to quickly learning how to comprehensively use big data analytics (BDA)
across all customer channels (mobile, Web, e-mail and physical stores) as well as throughout its
supply chain.

This is the situation for large pharmaceutical companies (these firms are often called

“big pharma”) in that many are considering the possibility of developing a core competence
in terms of BDA. (We define and discuss core competencies in this chapter.) But why are
these firms evaluating
this possibility? There
are several reasons.
In addition to the vast
increases in the amounts
of data that must be
studied and interpreted
for competitive purposes,
“health care reform and
the changing landscape
of health care delivery”
systems throughout the
world are influencing
these firms to think about
developing BDA as a core
competence.

Many benefits can
accrue to big pharma
firms capable of forming
BDA as a core competence.

For example, having BDA as a core competence is expected to help a firm quickly identify trial
candidates and accelerate their recruitment, develop improved inclusion and exclusion criteria
to use in clinical trials, and uncover unintended uses and indications for products. In terms of
customer functionality, superior products can be provided at a faster pace as a foundation for
helping patients live better and healthy lives.

Big pharma firms could try to develop BDA as a core competence themselves or collaborate
with companies specializing in helping others do so. Currently, venture capitalists are funding
an increasing number of entrepreneurial start-ups that specialize in the data analytics field.
Regardless of the approach used, changes to an organization’s culture often are required if the
BDA process is to be appropriately supported. This is the case at Ford Motor Company where
the firm is using BDA to establish the view that it is a mobility company rather than an auto-
motive company. This perspective finds Ford using BDA and research on autonomous vehicles
and mobile technologies to support its work on a number of functionalities for customers
including, for example, being able to use their Ford product to “communicate with home
thermostats so a person’s heat might be automatically lowered as he or she drives away from
the house”

As we discuss in this chapter, capabilities are the foundation for developing core competen-
cies. There are several capabilities big pharma companies could form and emphasize in order
for BDA to be a core competence. Supportive architecture, the proper mix of data scientists,
and “technology that integrates and manages new types and sources of data flexibly and
scalably while maintaining the highest standards of data governance, data quality, and data
security” are examples of capabilities that big pharma firms may seek to possess if they wish to
develop BDA as a core competence.

© Creativa Images/Shutterstock.com
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As discussed in the first two chapters, several factors in the global economy, includ-
ing the rapid development of the Internets capabilities and globalization in gen-
eral, are making it difficult for firms to find ways to develop competitive advantages.!
Increasingly, innovation appears to be a vital path to efforts to develop competitive
advantages, particularly sustainable ones.? Fashion retailer Zara’s ability to produce new
clothing designs quickly is a core competence and also a competitive advantage for the
firm. This ability is a product of innovations the firm established in terms of sophisti-
cated information technologies that are used to track inventories and relying on groups
of creative designers rather than individuals to quickly develop new fashions. The con-
tinual appearance of fresh designs the firm consistently produces through its innovations
results in 17 visits per customer per year in its stores compared to the average of three
visits per year in competitors stores.> You will learn more about Zara given that this firm
is the subject of the Mini-Case appearing at the end of this chapter. Innovative actions
will be required by big pharma companies seeking to develop capabilities that can be the
foundation on which the process of big data analytics can become a core competence
(see the Opening Case).

As is the case for Zara and big pharma companies, innovation is critical to firm success.
This means that many firms seek to develop innovation as a core competence. We define
and discuss core competencies in this chapter and explain how firms use their resources
and capabilities to form them. As a core competence, innovation has long been critical
to Boeing’s success, too. Today however, the firm is focusing on incremental innovations
as well as developing new technologies that are linked to major innovations and the
projects they spawn, such as the 787 Dreamliner. The incremental innovations are ones
Boeing believes enable the firm to more quickly deliver reliable products to customers at
a lower cost.* Innovation is also becoming more vital to U.S. medical schools. Efforts are
underway for the purpose of identifying methods to use to produce “young doctors who
are better prepared to meet the demands of the nation’s changing health-care system.
As we discuss in this chapter, firms and organizations such as those we mention here,
achieve strategic competitiveness and earn above-average returns by acquiring, bundling,
and leveraging their resources for the purpose of taking advantage of opportunities in the
external environment in ways that create value for customers.®

Even if the firm develops and manages resources in ways that create core compe-
tencies and competitive advantages, competitors will eventually learn how to duplicate
the benefits of any firm’s value-creating strategy; thus, all competitive advantages have
a limited life.” Because of this, the question of duplication of a competitive advantage is
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not if it will happen, but when. In general, a competitive advantage’s sustainability is a
function of three factors:

1. The rate of core competence obsolescence because of environmental changes.
2. The availability of substitutes for the core competence.
3. The imitability of the core competence.®

For all firms, the challenge is to effectively manage current core competencies while
simultaneously developing new ones.” Only when firms are able to do this can they expect
to achieve strategic competitiveness, earn above-average returns, and remain ahead of
competitors in both the short and long term.

We studied the general, industry, and competitor environments in Chapter 2. Armed
with knowledge about the realities and conditions of their external environment, firms
have a better understanding of marketplace opportunities and the characteristics of the
competitive environment in which those opportunities exist. In this chapter, we focus on
the firm itself. By analyzing its internal organization, a firm determines what it can do.
Matching what a firm can do (a function of its resources, capabilities, and core competen-
cies in the internal organization) with what it might do (a function of opportunities and
threats in the external environment) is a process that yields insights that the firm requires
to select strategies from among those we discuss in Chapters 4 through 9.

We begin this chapter by briefly describing conditions associated with analyzing the firm’s
internal organization. We then discuss the roles of resources and capabilities in developing
core competencies, which are the sources of the firm’s competitive advantages. Included in
this discussion are the techniques firms use to identify and evaluate resources and capa-
bilities and the criteria for identifying core competencies from among them. Resources by
themselves typically are not competitive advantages. In fact, resources create value when the
firm uses them to form capabilities, some of which become core competencies, and hope-
fully competitive advantages. Because of the relationship among resources, capabilities, and
core competencies, we also discuss the value chain and examine four criteria that firms use
to determine if their capabilities are core competencies and, as such, sources of competitive
advantage.” The chapter closes with comments about outsourcing as well as the need for
firms to prevent their core competencies from becoming core rigidities. The existence of
core rigidities indicates that the firm is too anchored to its past, a situation that prevents it
from continuously developing new capabilities and core competencies.

3-1 Analyzing the Internal Organization

3-1a The Context of Internal Analysis

One of the conditions associated with analyzing a firm’s internal organization is the real-
ity that in today’s global economy, some of the resources that were traditionally critical
to firms’ efforts to produce, sell, and distribute their goods or services, such as labor
costs, access to financial resources and raw materials, and protected or regulated mar-
kets, although still important, are now less likely to be the source of competitive advan-
tages.” An important reason for this is that an increasing number of firms are using
their resources to form core competencies through which they successfully implement an
international strategy (discussed in Chapter 8) as a means of overcoming the advantages
created by these more traditional resources.

Upscale retailer Neiman Marcus Group, for example, is taking actions to enable it to
cater to wealthy shoppers across the world. These actions demonstrate CEO Karen Katz’s
international ambitions for Neiman Marcus, a retailer that historically has operated store
fronts in the United States only. To quickly gain access to international markets, one of the
actions the firm is taking is to acquire e-commerce sites located outside the United States.
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Munich-based Mytheresa.com is a recent and significant acquisition and provides Neiman
Marcus with a strong foothold in Europe and a developing foothold in Asia. Establishing
effective distribution channels is critical to Neiman Marcus’ efforts to develop new compe-
tencies as a foundation for serving affluent customers throughout the world.”

Given the increasing importance of the global economy, those analyzing their firm’s
internal organization should use a global mind-set to do so. A global mind-set is the
ability to analyze, understand, and manage an internal organization in ways that are not
dependent on the assumptions of a single country, culture, or context.” Because they are
able to span artificial boundaries, those with a global mind-set recognize that their firms
must possess resources and capabilities that allow understanding of and appropriate
responses to competitive situations that are influenced by country-specific factors and
unique cultures. Using a global mind-set to analyze the internal organization has the
potential to significantly help the firm in its efforts to outperform rivals.** A global mind-
set is influencing Neiman Marcus’ decisions to find ways to serve wealthy customers in
countries throughout the world rather than in the United States only.

Finally, analyzing the firm’s internal organization requires that evaluators examine
the firm’s entire portfolio of resources and capabilities. This perspective suggests that
individual firms possess 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 core competencies; in turn, some core competencies

A global mind-set s the may lead to a competitive advantage for the firm.> Understanding how to leverage the

ability to analyze, understand, firm’s unique bundle of resources and capabilities is a key outcome decision makers seek

and manage an internal when analyzing the internal organization.*® Figure 3.1 illustrates the relationships among

organization in ways that ees . ..

ate not dependent on the resources, capabilities, core competencies, and competitive advantages and shows how
assumptions of a single their integrated use can lead to strategic competitiveness. As we discuss next, firms use
country, culture, or context. the resources in their internal organization to create value for customers.

Figure 3.1 Components of an Internal Analysis
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3-1b Creating Value

Firms use their resources as the foundation for producing goods or services that will create
value for customers.” Value is measured by a product’s performance characteristics and by
its attributes for which customers are willing to pay. Firms create value by innovatively
bundling and leveraging their resources to form capabilities and core competencies.
Firms with a competitive advantage create more value for customers than do competitors.”
Walmart uses its “every day low price” approach to doing business (an approach that is
grounded in the firms core competencies, such as information technology and distribu-
tion channels) to create value for those seeking to buy products at a low price compared to
competitors prices for those products. The stronger these firms’ core competencies, the
greater the amount of value they’re able to create for their customers.>

Ultimately, creating value for customers is the source of above-average returns for a
firm. What the firm intends regarding value creation affects its choice of business-level
strategy (see Chapter 4) and its organizational structure (see Chapter 11).* In Chapter 4’s
discussion of business-level strategies, we note that value is created by a product’s low
cost, by its highly differentiated features, or by a combination of low cost and high differ-
entiation compared to competitors’ offerings. A business-level strategy is effective only
when it is grounded in exploiting the firm’s capabilities and core competencies. Thus, the
successful firm continuously examines the effectiveness of current capabilities and core
competencies while thinking about the capabilities and competencies it will require for
future success.”

At one time, firms’ efforts to create value were largely oriented toward understand-
ing the characteristics of their industry in which they competed and, in light of those
characteristics, determining how they should be positioned relative to competitors. This
emphasis on industry characteristics and competitive strategy underestimated the role
of the firm’s resources and capabilities in developing core competencies as the source of
competitive advantages. In fact, core competencies, in combination with product-market
positions, are the firm’s most important sources of competitive advantage.” A firm’s core
competencies, integrated with an understanding of the results of studying the condi-
tions in the external environment, should drive the selection of strategies.>* As Clayton
Christensen noted, “successful strategists need to cultivate a deep understanding of the
processes of competition and progress and of the factors that undergird each advantage.
Only thus will they be able to see when old advantages are poised to disappear and how
new advantages can be built in their stead”” By emphasizing core competencies when
selecting and implementing strategies, companies learn to compete primarily on the basis
of firm-specific differences. However, while doing so they must be simultaneously aware
of changes in the firm’s external environment.*

3-1c The Challenge of Analyzing the Internal Organization

The strategic decisions managers make about the internal organization are nonroutine,”
have ethical implications,*® and significantly influence the firm’s ability to earn above-
average returns.” These decisions involve choices about the resources the firm needs to
collect and how to best manage and leverage them.

Making decisions involving the firm’s assets—identifying, developing, deploying,
and protecting resources, capabilities, and core competencies—may appear to be
relatively easy. However, this task is as challenging and difficult as any other with
which managers are involved; moreover, the task is increasingly internationalized.*®
Some believe that the pressure on managers to pursue only decisions that help the
firm meet anticipated quarterly earnings makes it difficult to accurately examine the
firm’s internal organization.”

81

Value is measured by a
product’s performance
characteristics and by

its attributes for which
customers are willing to pay.



82

Gene Blevins/Polaris/Newscom

At one time, Polaroid’s cameras created a

significant amount of value for customers.

Poor decisions may have contributed to the firm’s
subsequent inability to create value and its initial
filing for bankruptcy in 2001.

Part 1: Strategic Management Inputs

The challenge and difficulty of making effective decisions
are implied by preliminary evidence suggesting that one-half of
organizational decisions fail.*> Sometimes, mistakes are made
as the firm analyzes conditions in its internal organization.”
Managers might, for example, think a capability is a core com-
petence when it is not. This may have been the case at Polaroid
Corporation as decision makers continued to believe that the
capabilities it used to build its instant film cameras were highly
relevant at the time its competitors were developing and using
the capabilities required to introduce digital cameras. In this
instance, Polaroid’s decision makers may have concluded that
superior manufacturing was a core competence, as was the
firm’s ability to innovate in terms of creating value-adding fea-
tures for its instant cameras. If a mistake is made when analyz-
ing and managing a firm’s resources, such as appears to have
been the case some years ago at Polaroid, decision makers must
have the confidence to admit it and take corrective actions.**

A firm can improve by studying its mistakes; in fact, the
learning generated by making and correcting mistakes can be
important to efforts to create new capabilities and core compe-
tencies.” One capability that can be learned from failure is when
to quit. Polaroid should have obviously changed its strategy ear-
lier than it did, and by doing so it may have been able to avoid
more serious failure. Another potential example concerns News
Corp’s Amplify unit. As of mid-2015, the firm had invested over
$1 billion in the unit that makes tablets, sells online curricula,
and offers testing services. In 2014, Amplify generated a $193
million dollar loss as it seeks to change the way children are
taught. Facing competition from well-established textbook
publishers that are enhancing their ability to sell digital prod-
ucts such as those Amplify sells, News Corp. may want to care-

tully evaluate its previous decisions to see if mistakes were made and if so, how future
decisions might be error free.*®

As we discuss next, three conditions—uncertainty, complexity, and intraorganiza-
tional conflict—affect managers as they analyze the internal organization and make
decisions about resources (see Figure 3.2).

Figure 3.2 Conditions Affecting Managerial Decisions about Resources, Capabilities, and
Core Competencies

Conditions

Uncertainty Uncertainty exists about the characteristics of

Complexity Complexity results from the interrelationships

Intraorganizational Conflicts | Intraorganizational conflicts may exist among

the firm’s general and industry environments
and customers’ needs.

among conditions shaping a firm.

managers making decisions as well as among
those affected by the decisions.
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When studying the internal organization, managers face uncertainty because of a num-
ber of issues, including those of new proprietary technologies, rapidly changing economic
and political trends, transformations in societal values, and shifts in customers’ demands.”
Environmental uncertainty increases the complexity and range of issues to examine
when studying the internal environment.?®* Consider how uncertainty affects how to use
resources at coal companies such as Peabody Energy Corp. and Murray Energy Corp.

Peabody is the world’s largest private coal sector producer. The firm’s coal products
fuel approximately 10 percent of all U.S. electricity generation and 2 percent of world-
wide electricity. But this firm and others competing in its industry face a great deal of
uncertainty, particularly political uncertainty. As a result, there are questions about how
Peabody and its competitors might best allocate their resources today to prepare for
success tomorrow. Viewing coal as a “dirty fuel” and its production as environmental
unfriendly, the U.S. Environmental Protection Agency (EPA) announced in 2014 and
described in greater detail in 2015 new regulations. Focusing on carbon emissions, the
EPA’s carbon regulations “call for a 30 percent cut in power-plant carbon emissions by
2030 based on emissions levels in 2005.” Coal producers such as Peabody, Arch Coal, and
Murray Energy to name only a few, believe that the regulations are too strict and that
moreover, the EPA misinterpreted the Clean Air Act when developing them. Time is
required for the parties to sort through all of these issues, some of which will be decided
by various courts given lawsuits filed by states (such as West Virginia) and firms (such
as Murray Energy Corp.).* The issue though is that the decision makers in these energy
firms face a great deal of uncertainty as they examine the resources, capabilities, and core
competencies that form their firms’ internal organization.*

Biases regarding how to cope with uncertainty affect decisions made about how to
manage the firm’s resources and capabilities to form core competencies.** Additionally,
intraorganizational conflict may surface when decisions are made about the core com-
petencies a firm should develop and nurture. Conflict might surface in the energy com-
panies mentioned above about the degree to which resources and capabilities should be
used to form new core competencies to support newer “clean technologies”

In making decisions affected by these three conditions, judgment is required.
Judgment is the capability of making successful decisions when no obviously correct
model or rule is available or when relevant data are unreliable or incomplete. In such
situations, decision makers must be aware of possible cognitive biases, such as overconfi-
dence. Individuals who are too confident in the decisions they make about how to use the
firm’s resources may fail to fully evaluate contingencies that could affect those decisions.*

When exercising judgment, decision makers often take intelligent risks. In the current
competitive landscape, executive judgment can become a valuable capability. One reason
is that, over time, effective judgment that decision makers demonstrate allows a firm to
build a strong reputation and retain the loyalty of stakeholders whose support is linked
to above-average returns.®

Finding individuals who can make the most successful decisions about using the
organization’s resources is challenging. Being able to do this is important because the
quality of leaders’ decisions regarding resources and their management affect a firm’s abil-
ity to achieve strategic competitiveness. Individuals holding these key decision-making
positions are called strategic leaders. Discussed fully in Chapter 12, for our purposes in
this chapter we can think of strategic leaders as individuals with an ability to make effec-
tive decisions when examining the firm’s resources, capabilities, and core competencies
for the purpose of making choices about their use.

Next, we consider the relationships among a firm’s resources, capabilities, and core
competencies. While reading these sections, keep in mind that organizations have more
resources than capabilities and more capabilities than core competencies.
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Tangible resources are
assets that can be observed
and quantified.

Intangible resources
are assets that are rooted
deeply in the firm’s history,
accumulate over time, and
are relatively difficult for
competitors to analyze and
imitate.
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3-2 Resources, Capabilities, and
Core Competencies

Resources, capabilities, and core competencies are the foundation of competi-
tive advantage. Resources are bundled to create organizational capabilities. In turn,
capabilities are the source of a firm’s core competencies, which are the basis of estab-
lishing competitive advantages.* We show these relationships in Figure 3.1 and discuss
them next.

3-2a Resources

Broad in scope, resources cover a spectrum of individual, social, and organizational
phenomena. By themselves, resources do not allow firms to create value for customers
as the foundation for earning above-average returns. Indeed, resources are combined
to form capabilities.* For example, Subway links its fresh ingredients with several other
resources including the continuous training it provides to those running the firm’s
fast food restaurants as the foundation for customer service as a capability; customer
service is also a core competence for Subway.

As its sole distribution channel, the Internet is a resource for Amazon.com. The
firm uses the Internet to sell goods at prices that typically are lower than those
offered by competitors selling the same goods through more costly brick-and-
mortar storefronts. By combining other resources (such as access to a wide prod-
uct inventory), Amazon has developed a reputation for excellent customer service.
Amazon’s capability in terms of customer service is a core competence as well in
that the firm creates unique value for customers through the services it provides to
them. Amazon also uses its technological core competence to offer AWS (Amazon
Web Services), services through which businesses can rent computing power from
Amazon at a cost of pennies per hour. Much smaller than AWS, Rackspace seeks to
leverage its core competence of “economies of expertise” as it competes against its
larger rival.+

Some of a firm’s resources (defined in Chapter 1 as inputs to the firm’s production
process) are tangible while others are intangible. Tangible resources are assets that
can be observed and quantified. Production equipment, manufacturing facilities, dis-
tribution centers, and formal reporting structures are examples of tangible resources.
Its stock of oil and gas pipelines are a key tangible resource for energy giant Kinder
Morgan. Intangible resources are assets that are rooted deeply in the firm’s history,
accumulate over time, and are relatively difficult for competitors to analyze and imi-
tate. Because they are embedded in unique patterns of routines, intangible resources
are difficult for competitors to analyze and imitate. Knowledge, trust between manag-
ers and employees, managerial capabilities, organizational routines (the unique ways
people work together), scientific capabilities, the capacity for innovation, brand name,
the firm’s reputation for its goods or services and how it interacts with people (such as
employees, customers, and suppliers), and organizational culture are intangible
resources.

Intangible resources require nurturing to maintain their ability to help firms
engage in competitive battles. This is the case for brand as an intangible. Brand has
long been a valuable intangible resource for Coca-Cola Company. The same is true
for “logo-laden British brand Superdry” Recently though, SuperGroup PLC, the
owner of Superdry, has encountered problems in efforts to maintain and hopefully
enhance the value of the Superdry brand. We discuss these issues in the Strategic
Focus.
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British-based SuperGroup, owner of Superdry and its carefully
banded product lines, is taking actions to deal with recent per-
formance problems. These problems manifested themselves

in various ways, including the need for the firm to issue three
profit warnings in one six-month period and a 34 percent
decline in the price of its stock in 2014 compared to 2013.

Founded in 1985, the firm is recognized as a distinctive,
branded fashion retailer selling quality clothing and acces-
sories. In fact, the firm says that “the Superdry brand is at the
heart of the business! The brand is targeted to discerning cus-
tomers who seek to purchase “stylish clothing that is uniquely
designed and well made! In this sense, the company believes
that its men’s and women'’s products have “wide appeal, cap-
turing elements of ‘urban’and ‘streetwear’ designs with subtle
combinations of vintage Americana, Japanese imagery, and
British tailoring, all with strong attention to detail” Thus, the
firm’s brand is critical to the image it conveys with its histori-
cal target customer—teens and those in their early twenties.
Those leading SuperGroup believe that customers love the
Superdry products as well as the “theatre and personality” of
the stores in which they are sold. These outcomes are import-
ant given the company's intention of providing customers with

"personalized shopping experiences that enhance the brand
rather than just selling clothes”

As noted above, problems have affected the firm's
performance. What the firm wants to do, of course, is cor-
rect the problems before the Superdry brand is damaged.
Management turmoil is one of the firm’s problems. In January
of 2015, the CEO abruptly left. AlImost simultaneously, the CFO
was suspended for filing for personal bankruptcy, and the Chief
Operating Officer left to explore other options. Some analysts
believe that the firm's growth had been ill-conceived, signaling
the possibility of ineffective strategic decisions on the part of
the firm's upper-level leaders. As one analyst said: “The issue
with SuperGroup is that they've expanded too quickly, without
the supporting infrastructure”

Efforts are now underway to address these problems. In
particular, those now leading SuperGroup intend to better con-
trol the firm as a means of protecting the value of its brand. A
new CEO has been appointed who believes that “the business
is very much more in control” today than has been the case
recently. A well-regarded interim CFO has been appointed, and
the firm's board has been strengthened by added experienced
individuals. Commenting about these changes, an observer

Bloomberg/Getty Images

Products are displayed in this Superdry store in ways

that will personalize customers’ shopping experiences.

said that SuperGroup has ‘moved from an owner-entrepre-
neurial style of management to a more professional and expe-
rienced type of management. The key thing is, it is much better
now than it was!

Direct actions are also being taken to enhance the
Superdry brand. The appointment of Idris Elba, The Wire actor,
is seen as a major attempt to reignite the brand’s image. In
fact, SuperGroup says that Elba epitomizes what the Superdry
brand is—RBritish, grounded, and cool. The thinking here,
too, is that Elba, who at the time of his selection was 42,
would appeal to the customer who was “growing up” with
the Superdry brand. For these customers, who are 25 and
older, SuperGroup is developing Superdry products with
less dramatic presentations of the brand's well-known large
logos. Additional lines of clothing, for skiing and rugby for
example, are being developed for the more mature Superdry
customer. After correcting the recently encountered problems,
SuperGroup intends to expand into additional markets, includ-
ing China. In every instance though, the firm will protect the
brand when entering new competitive arenas and will rely on
it as the foundation for intended success.

Sources: About SuperGroup, 2015, SuperGroupPLC.com, www.supergroup.co.uk,
April 5; S. Chaudhuri, 2015, Superdry brand works to iron out problems,

Wall Street Journal Online, www.wsj.com, April 15; S. Chaudhuri, 2015, Superdry
looks to U.S. to drive growth, Wall Street Journal Online, www.wsj.com, March 26;

H. Mann, 2015, SuperGroup strategy oozes Hollywood glamour, Interactive Investor,
www.iit.co.uk, March 26; A. Monaghan & S. Butler, 2015, Superdry signs up Idris

Elba, The Guardian Online, www.theguardian.com, March 26; A. Petroff, 2015, Is this
the worst CFO ever? CNNMoney, www.money.cnn.com, February 25.
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For each analysis, tangible and intangible are grouped into categories. The four pri-
mary categories of tangible resources are financial, organizational, physical, and techno-
logical (see Table 3.1). The three primary categories of intangible resources are human,
innovation, and reputational (see Table 3.2).

Table 3.1 Tangible Resources

Financial Resources « The firm’s capacity to borrow
« The firm’s ability to generate funds through internal operations

Organizational Resources | « Formal reporting structures

Physical Resources « The sophistication of a firm’s plant and equipment and the attrac-
tiveness of its location

« Distribution facilities

«  Product inventory

Technological Resources « Availability of technology-related resources such as copyrights,
patents, trademarks, and trade secrets

Sources: Adapted from J. B. Barney, 1991, Firm resources and sustained competitive advantage, Journal of Management, 17: 101;
R. M. Grant, 1991, Contemporary Strategy Analysis, Cambridge: U.K.: Blackwell Business, 100-102.

Table 3.2 Intangible Resources

Human Resources . Knowledge

e Trust

« Skills

« Abilities to collaborate with others

Innovation Resources « Ideas
« Scientific capabilities
« Capacity to innovate

Reputational Resources | « Brand name
« Perceptions of product quality, durability, and reliability
« Positive reputation with stakeholders such as suppliers and customers

Sources: Adapted from R. Hall, 1992, The strategic analysis of intangible resources, Strategic Management Journal, 13: 136-139:
R. M. Grant, 1991, Contemporary Strategy Analysis, Cambridge: U.K.: Blackwell Business, 101-104.

Tangible Resources
As tangible resources, a firm's borrowing capacity and the status of its physical facilities
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 the firm’s assets
because they disregard some intangible resources.* The value of tangible resources is also
constrained because they are hard to leverage—it is difficult to derive additional business
or value from a tangible resource. For example, an airplane is a tangible resource, but
“you can’t use the same airplane on five different routes at the same time. You can’t put the
same crew on five different routes at the same time. And the same goes for the financial
investment you’ve made in the airplane’#
Although production assets are tangible, many of the processes necessary to use them
are intangible. Thus, the learning and potential proprietary processes associated with a
tangible resource, such as manufacturing facilities, can have unique intangible attributes,
such as quality control processes, unique manufacturing processes, and technologies that
develop over time.>°
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Intangible Resources

Compared to tangible resources, intangible resources are a superior source of capabilities
and subsequently, core competencies.” In fact, in the global economy, a firm’s intellec-
tual capital often plays a more critical role in corporate success than do physical assets.”
Because of this, being able to effectively manage intellectual capital is an increasingly
important skill for today’s leaders to develop.>

Because intangible resources are less visible and more difficult for competitors to
understand, purchase, imitate, or substitute for, firms prefer to rely on them rather than
on tangible resources as the foundation for their capabilities. In fact, the more unob-
servable (i.e., intangible) a resource is, the more valuable that resource is to create capa-
bilities.>* Another benefit of intangible resources is that, unlike most tangible resources,
their use can be leveraged. For instance, sharing knowledge among employees does not
diminish its value for any one person. To the contrary, two people sharing their indi-
vidualized knowledge sets often can be leveraged to create additional knowledge that,
although new to each individual, contributes potentially to performance improvements
for the firm.

Reputational resources (see Table 3.2) are important sources of a firm’s capabilities
and core competencies. Indeed, some argue that a positive reputation can even be a
source of competitive advantage.® Earned through the firm’s actions as well as its words,
a value-creating reputation is a product of years of superior marketplace competence as
perceived by stakeholders.>® A reputation indicates the level of awareness a firm has been
able to develop among stakeholders and the degree to which they hold the firm in high
esteem.”

A well-known and highly valued brand name is a specific reputational resource.®
A continuing commitment to innovation and aggressive advertising facilitates firms’ efforts
to take advantage of the reputation associated with their brands.” Harley-Davidson has
a reputation for producing and servicing high-quality motorcycles with unique designs.
Because of the desirability of its reputation, the company also produces a wide range of
accessory items that it sells on the basis of its reputation for offering unique products with
high quality. Sunglasses, jewelry, belts, wallets, shirts, slacks, belts, and hats are just a few
of the large variety of accessories customers
can purchase from a Harley-Davidson dealer
or from its online store.*

Taking advantage of today’s technol-
ogies, some firms are using social media
as a means of influencing their reputation.
Comcast for example is “adding more
social media representatives as it tries
to work on its reputation for inefficient,
unresponsive or just plain rude customer
service”® Similarly, General Motors is
using social media to respond to customer
concerns about product recalls the firm
has experienced over the past few years.
A key purpose of GM’s efforts with its
social media campaign is to “fundamen-
tally redefine (itself) as an open, transpar-
ent, listening organization.”* Recognizing
that thousands of conversations occur
daily throughout the world and that
what is being said can affect its reputation,

©iStockPhoto.com/Courtney Keating
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Developing capabilities in specific functional areas can give companies
a competitive edge. The effective use of social media to direct adver-
tising to specific market segments has given some firms an advantage
over their rivals.
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Coca-Cola company encourages its employees to be a part of these social-media based
discussion as a means of positively influencing the company’s reputation. Driving the
nature of these conversations is a set of social media “commitments” that Coca-Cola
employees use as a foundation for how they will engage with various social media.
Being transparent and protecting consumers’ privacy are examples of the commit-
ments the firm established.®

3-2b Capabilities

The firm combines individual tangible and intangible resources to create capabilities.
In turn, capabilities are used to complete the organizational tasks required to produce,
distribute, and service the goods or services the firm provides to customers for the pur-
pose of creating value for them. As a foundation for building core competencies and
hopefully competitive advantages, capabilities are often based on developing, carrying,
and exchanging information and knowledge through the firm’s human capital.®* Hence,
the value of human capital in developing and using capabilities and, ultimately, core com-
petencies cannot be overstated.® In fact, it seems to be “well known that human capital
makes or breaks companies”®® At pizza-maker Domino’s, human capital is critical to the
firm’s efforts to change how it competes. Describing this, CEO Patrick Doyle says that, in
many ways, Domino’s is becoming “a technology company ... that has adapted the art of
pizza-making to the digital age”*

As illustrated in Table 3.3, capabilities are often developed in specific functional
areas (such as manufacturing, R&D, and marketing) or in a part of a functional area
(e.g., advertising). Table 3.3 shows a grouping of organizational functions and the capa-
bilities that some companies are thought to possess in terms of all or parts of those
functions.

Table 3.3 Example of Firms' Capabilities

Functional Areas

Distribution
Human Resources

Management Information
Systems

Marketing

Management

Manufacturing

Research & Development

of-purchase data collection methods

Effective promotion of brand-name products
Effective customer service
Innovative merchandising

Ability to envision the future of clothing

Design and production skills yielding reliable products
Product and design quality
Miniaturization of components and products

Innovative technology

Development of sophisticated elevator control solutions
Rapid transformation of technology into new products and
processes

Digital technology

Capabilities Examples of Firms
Effective use of logistics management techniques Walmart
Motivating, empowering, and retaining employees Microsoft
Effective and efficient control of inventories through point- Walmart

Procter & Gamble
Ralph Lauren Corp.
McKinsey & Co.
Nordstrom Inc.
Crate & Barrel

Hugo Boss
Zara

Komatsu
Witt Gas Technology
Sony

Caterpillar

Otis Elevator Co.

Chaparral Steel

Thomson Consumer Electronics
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3-2c Core Competencies

Defined in Chapter 1, core competencies are capabilities that serve as a source of com-
petitive advantage for a firm over its 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 “crown jewels
of a company; the activities the company performs especially well compared to compet-
itors and through which the firm adds unique value to the goods or services it sells to
customers.® Thus, if a big pharma company (such as Pfizer) developed big data analytics
as a core competence, one could conclude that the firm had formed capabilities through
which it was able to analyze and effectively use huge amounts of data in a competitively-
superior manner.

Innovation is thought to be a core competence at Apple. As a capability, R&D
activities are the source of this core competence. More specifically, the way Apple has
combined some of its tangible (e.g., financial resources and research laboratories) and
intangible (e.g., scientists and engineers and organizational routines) resources to com-
plete research and development tasks creates a capability in R&D. By emphasizing its
R&D capability, Apple is able to innovate in ways that create unique value for customers
in the form of the products it sells, such as the iWatch, suggesting that innovation is a
core competence for Apple.

Excellent customer service in its retail stores is another of Apple’s core competen-
cies. In this instance, unique and contemporary store designs (a tangible resource) are
combined with knowledgeable and skilled employees (an intangible resource) to provide
superior service to customers. A number of carefully developed training and develop-
ment procedures are capabilities on which Apple’s core competence of excellent customer
service is based. The procedures that are capabilities include specification of how employ-
ees are to interact with customers, carefully written training manuals to describe on-site
tech support that is to be provided to customers, and deep thinking about every aspect of
the store’s design including music that is played.”

3-3 Building Core Competencies

Two tools help firms identify their core competencies. The first consists of four specific
criteria of sustainable competitive advantage that can be used to determine which capa-
bilities are core competencies. Because the capabilities shown in Table 3.3 have satisfied
these four criteria, they 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.

3-3a The Four Criteria of Sustainable
Competitive Advantage

Capabilities that are valuable, rare, costly to imitate, and nonsubstitutable are core compe-
tencies (see Table 3.4). In turn, core competencies can lead to competitive advantages for
the firm over its rivals. Capabilities failing to satisfy the four criteria are not core compe-
tencies, meaning that although every core competence is a capability, not every capability
is a core competence. In slightly different words, for a capability to be a core competence,
it must be valuable and unique from a customer’s point of view. For a core competence to
be a potential source of competitive advantage, it must be inimitable and nonsubstitutable
by competitors.”
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Table 3.4 The Four Criteria of Sustainable Competitive Advantage
Valuable Capabilities « Help a firm neutralize threats or exploit opportunities
Rare Capabilities + Are not possessed by many others

Costly-to-Imitate Capabilities | - Historical: A unique and a valuable organizational culture or
brand name

» Ambiguous cause: The causes and uses of a competence are
unclear

« Social complexity: Interpersonal relationships, trust, and
friendship among managers, suppliers, and customers

Nonsubstitutable Capabilities | «+ No strategic equivalent

A sustainable competitive advantage exists only when competitors are unable to
duplicate the benefits of a firm’s strategy or when they lack the resources to attempt
imitation. For some period of time, the firm may have a core competence by using
capabilities that are valuable and rare, but imitable. For example, some firms are
trying to develop a core competence and potentially a competitive advantage by
out-greening their competitors.” (Interestingly, developing a “green” core competence
can contribute to the firm’s efforts to earn above-average returns while benefitting the
broader society.) For many years, Walmart has been committed to using its resources in
ways that support environmental sustainability while pursuing a competitive advantage
in the process. To facilitate these efforts, Walmart recently labeled over 10,000 products
on its e-commerce site as products that are “Made by a Sustainability Leader” Initially,
these items were batched into roughly 8o product categories. In addition to seeking
a competitive advantage through these actions, Walmart hoped to make it easier for
customers to make “sustainable choices” when purchasing products. Walmart is also
working to supply 100 percent of its needs from renewable energy sources, to create
zero waste from its operations, and to lead the industry in deploying clean technolo-
gies as a means of reducing fuel consumption and air pollution.”” Of course, Walmart
competitors such as Target are engaging in similar actions. Time will reveal the degree
to which Walmart’s green practices can be imitated.

The length of time a firm can expect to create value by using its core competencies
is a function of how quickly competitors can successfully imitate a good, service, or
process. Value-creating core competencies may last for a relatively long period of time
only when all four of the criteria we discuss next are satisfied. Thus, Walmart would
know that it has a core competence and possibly a competitive advantage in terms of
green practices if the ways the firm uses its resources to complete these practices satisfy
the four criteria.

Valuable

Valuable capabilities allow the firm to exploit opportunities or neutralize threats in
its external environment. By effectively using capabilities to exploit opportunities or
neutralize threats, a firm creates value for customers.” For example, Groupon created
the “daily deal” marketing space; the firm reached s$1 billion in revenue faster than any
other company in history. In essence, the opportunity Groupon’s founders pursued
when launching the firm in 2008 was to create a marketplace through which busi-
nesses could introduce their goods or services to customers who would be able to
experience them at a discounted price. Restaurants, hair and nail salons, and hotels are
examples of the types of companies making frequent use of Groupon’s services.
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Young, urban professionals desiring to affordably experience the cities in which they
live are the firm’s target customers.”” However, competing daily-deal websites such as
LivingSocial and Blackboard Eats quickly surfaced and are offering similar and often
less expensive deals. Groupon may succeed but shorter development cycles, especially
for such online firms, makes it harder for successful startups to create enduring com-
petitive advantage. “In other words, they are increasingly vulnerable to the same cap-
ital-market pressures that plague big companies—but before they’ve developed lasting
corporate assets.””®

Rare

Rare capabilities are capabilities that few, if any, competitors possess. A key question
to be answered when evaluating this criterion is “how many rival firms possess these
valuable capabilities?” Capabilities possessed by many rivals are unlikely to become
core competencies for any of the involved firms. Instead, valuable but common (i.e.,
not rare) capabilities are sources of competitive parity.”” Competitive advantage results
only when firms develop and exploit valuable capabilities that become core compe-
tencies and that differ from those shared with competitors. The central problem for
Groupon is that its capabilities to produce the “daily deal” reached competitive parity
quickly. Similarly, Walmart has developed valuable capabilities that it uses to engage
in green practices; but, as mentioned previously, Target seeks to develop sustainability
capabilities”® through which it can duplicate Walmart’s green practices. Target’s success
in doing so, if this happens, would suggest that Walmart’s green practices are valuable
but not rare.

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 reason or a combination
of three reasons (see Table 3.4). First, a firm sometimes is able to develop capabilities
because of unique historical conditions. As firms evolve, they often acquire or develop
capabilities that are unique to them.”

A firm with a unique and valuable organizational culture that emerged in the early
stages of the company’s history “may have an imperfectly imitable advantage over firms
founded in another historical period;”* one in which less valuable or less competi-
tively useful values and beliefs strongly influenced the development of the firm’s culture.
Briefly discussed in Chapter 1, organizational culture is a set of values that are shared by
members in the organization. An organizational culture is a source of advantage when
employees are held together tightly by their belief in it and the leaders who helped to
create it.** Historically, emphasizing cleanliness, consistency, and service and the training
that reinforces the value of these characteristics created a culture at McDonald’s that
some thought was a core competence and a competitive advantage for the firm. However,
as explained in Chapter 2’s Opening Case, McDonald’s recent performance is worrying
investors. One of the actions the firm is taking to address this matter is to change its
organizational structure in its U.S. operations, largely for the purpose of giving “leaders
in its 22 U.S. regions more autonomy in making local menu and marketing decisions.”**
Hopefully, a different organizational structure will facilitate McDonald’s efforts to
reinvigorate its historically unique culture as a core competence.

A second condition of being costly to imitate occurs when the link between the
firm’s core competencies and its competitive advantage is causally ambiguous.® In these
instances, competitors aren’t able to clearly understand how a firm uses its capabilities
that are core competencies as the foundation for competitive advantage. As a result, firms
are uncertain about the capabilities they should develop to duplicate the benefits of a
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Rare capabilities are
capabilities that few, if any,
competitors possess.

Costly-to-imitate
capabilities are capabilities
that other firms cannot easily
develop.
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Although it has close to 150 stores and over 22,000 employees,
CarMax has developed a small-company culture that is difficult for
competitors to imitate.

Nonsubstitutable
capabilities are capabilities
that do not have strategic
equivalents.
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competitor’s value-creating strategy. For years,
firms tried to imitate Southwest Airlines’ low-
cost strategy, but most have been unable to do
so, primarily because they can’t duplicate this
firm’s unique culture.

Social complexity is the third reason that
capabilities can be costly to imitate. Social
complexity means that at least some, and fre-
quently many, of the firm’s capabilities are
the product of complex social phenomena.
Interpersonal relationships, trust, friend-
ships among managers and between manag-
ers and employees, and a firm’s reputation
with suppliers and customers are examples
of socially complex capabilities. Southwest
Airlines is careful to hire people who fit with
its culture. This complex interrelationship
between the culture and human capital adds
value in ways that other airlines cannot, such
as jokes on flights by the flight attendants
or the cooperation between gate personnel
and pilots.

Augusta Chronicle/ZUMA Press, Inc./Alamy

Nonsubstitutable
Nonsubstitutable capabilities are capabilities that do not have strategic equivalents.
This final criterion “is that there must be no strategically equivalent valuable resources
that are themselves either not rare or imitable. 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 capabil-
ities increases as they become more difficult to substitute. The more intangible, and
hence 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 strat-
egy. Firm-specific knowledge and trust-based working relationships between managers
and nonmanagerial personnel, such as has existed for years at Southwest Airlines, are
examples of capabilities that are difficult to identify and for which finding a substitute
is challenging. However, causal ambiguity may make it difficult for the firm to learn
and may stifle progress because the firm may not know how to improve processes that
are not easily codified and thus are ambiguous.®

In summary, only using valuable, rare, costly-to-imitate, and nonsubstitutable capabil-
ities has the potential for the firm to create sustainable competitive advantages. Table 3.5
shows the competitive consequences and performance implications resulting from
combinations of the four criteria of sustainability. The analysis suggested by the table
helps managers determine the strategic value of a firm’s capabilities. The firm should
not emphasize capabilities that fit the criteria described in the first row in the table (i.e.,
resources and capabilities that are neither valuable nor rare and that are imitable and
for which strategic substitutes exist). Capabilities yielding competitive parity and either
temporary or sustainable competitive advantage, however, should be supported. Some
competitors such as Coca-Cola and PepsiCo and Boeing and Airbus may have capabili-
ties that result in competitive parity. In such cases, the firms will nurture these capabilities
while simultaneously trying to develop capabilities that can yield either a temporary or
sustainable competitive advantage.
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Table 3.5 Outcomes from Combinations of the Criteria for Sustainable Competitive Advantage

Competitive

Is the Capability Is the Capability

Is the Capability Is the Capability
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Performance
Implications

Valuable? Rare? Costly to Imitate? Nonsubstitutable? Consequences

No No No No « Competitive disad-
vantage

Yes No No Yes/no « Competitive parity

Yes Yes No Yes/no » Temporary com-
petitive advantage

Yes Yes Yes Yes/no » Sustainable com-
petitive advantage

3-3b Value Chain Analysis

Value chain analysis allows the firm to understand the parts of its operations that cre-
ate 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 that value.”

The value chain is a template that firms use to analyze their cost position and to
identify the multiple means that can be used to facilitate implementation of a chosen
strategy.® Today’s competitive landscape demands that firms examine their value chains
in a global rather than a domestic-only context.® In particular, activities associated with
supply chains should be studied within a global context.>®

We show a model of the value chain in Figure 3.3. As depicted in the model, a firm’s
value chain is segmented into value chain activities and support functions. Value chain
activities are activities or tasks the firm completes in order to produce products and

Figure 3.3 A Model of the Value Chain
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Figure 3.4 Creating Value through Value Chain Activities

Distribution

examples of these activities.

Support functions include
the activities or tasks the firm
completes in order to support
the work being done to
produce, sell, distribute, and
service the products the firm
is producing.

Supply-Chain Management

Activities including sourcing,
procurement, conversion, and
logistics management that are
necessary for the firm to receive
raw materials and convert them
into final products.

Activities related to getting the final
product to the customer. Efficiently
handling customers’ orders, choosing
the optimal delivery channel, and
working with the finance support
function to arrange for customers’
payments for delivered goods are

Follow-up Service

Activities taken to increase a
product’s value for customers.
Surveys to receive feedback
about the customer’s satisfaction,
offering technical support after
the sale, and fully complying
with a product’s warranty are
examples of these activities.

Customer Value

Operations

Activities necessary to efficiently
change raw materials into finished
products. Developing employees’
work schedules, designing
production processes and physical
layout of the operations'’ facilities,
determining production capacity
needs, and selecting and
maintaining production equipment
are examples of specific operations
activities.

Marketing (Including Sales)
Activities taken for the purpose of
segmenting target customers on
the basis of their unique needs,
satisfying customers’ needs,
retaining customers, and locating
additional customers. Advertising
campaigns, developing and
managing product brands,
determining appropriate pricing
strategies, and training and
supporting a sales force are
specific examples of these
activities.

then sell, distribute, and service those products in ways that create value for customers.
Support functions include the activities or tasks the firm completes in order to support
the work being done to produce, sell, distribute, and service the products the firm is
producing. A firm can develop a capability and/or a core competence in any of the
value chain activities and in any of the support functions. When it does so, it has estab-
lished an ability to create value for customers. In fact, as shown in Figure 3.3, customers
are the ones firms seek to serve when using value chain analysis to identify their capa-
bilities and core competencies. When using their unique core competencies to create
unique value for customers that competitors cannot duplicate, firms have established
one or more competitive advantages. Deutsche Bank believes that its application devel-
opment and information security technologies are proprietary core competencies that
are a source of competitive differentiation for the firm.” As explained in a Strategic
Focus about outsourcing later in the chapter, Deutsche Bank will not outsource these
two technologies given that the firm concentrates on them as a means of creating value
for customers.

The activities associated with each part of the value chain are shown in Figure 3.4,
while the activities that are part of the tasks firms complete when dealing with support
functions appear in Figure 3.5. All items in both figures should be evaluated relative to
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Figure 3.5 Creating Value through Support Functions

Human Resources

Activities associated with managing
the firm’s human capital. Selecting,
training, retaining, and compensating
human resources in ways that create
a capability and hopefully a core
competence are specific examples

of these activities.

Finance Management

Information Systems

Activities associated with effectively
acquring and managing financial
resources. Securing adequate
financial capital, investing in
organizational functions in ways

that will support the firm's efforts

to produce and distribute its products
in the short and long term, and
managing relationships with those
providing financial capital to the firm
are specific examples of these activities.

Activities taken to obtain and manage
information and knowledge throughout
the firm. Identifying and utilizing
sophisticated technologies, determining
optimal ways to collect and distribute
knowledge, and linking relevant
information and knowledge to
organizational functions are activities
associated with this support function.

Customer Value

competitors’ capabilities and core competencies. To become a core competence and a
source of competitive advantage, a capability must allow the firm to either

1. Perform an activity in a manner that provides value superior to that provided by
competitors.
2. Perform a value-creating activity that competitors cannot perform.

Only under these conditions does a firm create value for customers and have oppor-
tunities to capture that value.

Creating value for customers by completing activities that are part of the value chain
often requires building effective alliances with suppliers (and sometimes others to which
the firm outsources activities, as discussed in the next section) and developing strong
positive relationships with customers. When firms have strong positive relationships with
suppliers and customers, they are said to have social capital.” The relationships themselves
have value because they lead to transfers of knowledge as well as to access to resources that
a firm many not hold internally.” To build social capital whereby resources such as knowl-
edge are transferred across organizations requires trust between partners. Indeed, partners
must trust each other in order to allow their resources to be used in such a way that both
parties will benefit over time while neither party will take advantage of the other.5*

Evaluating a firm’s capability to execute its value chain activities and support func-
tions is challenging. Earlier in the chapter, we noted that identifying and assessing
the value of a firm’s resources and capabilities requires judgment. Judgment is equally
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Outsourcing is the purchase
of a value-creating activity or
a support function activity
from an external supplier.
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necessary when using value chain analysis because no obviously correct model or rule is
universally available to help in the process.

What should a firm do about value chain activities and support functions in which
its resources and capabilities are not a source of core competence? Outsourcing is one
solution to consider.

3-4 Outsourcing

Concerned with how components, finished goods, or services will be obtained, outsourcing is

the purchase of a value-creating activity or a support function activity from an external

supplier. Not-for-profit agencies as well as for-profit organizations actively engage in out-
sourcing.” Firms engaging in effective outsourcing increase their flexibility, mitigate risks,
and reduce their capital investments.*® In multiple global industries, the trend toward

outsourcing continues at a rapid pace.” Moreover, in some industries virtually all firms

seek the value that can be captured through effective outsourcing. However, as is the case

with other strategic management process decisions, careful analysis is required before the

firm decides to outsource.”® And if outsourcing is to be used, firms must recognize that

only activities where they cannot create value or where they are at a substantial disadvan-
tage compared to competitors should be outsourced.®® Experience suggests that virtually
any activity associated with the value chain functions or the support functions may fall

into this category. We discuss different activities that some firms outsource in the Strategic

Focus. We also consider core competencies that firms to whom others outsource activities

may try to develop to satisfy customers’ future outsourcing needs.

Outsourcing can be effective because few, if any, organizations possess the resources
and capabilities required to achieve competitive superiority in each value chain activity
and support function. For example, research suggests that few companies can afford to
internally develop all the technologies that might lead to competitive advantage.” By
nurturing a smaller number of capabilities, a firm increases the probability of developing
core competencies and achieving a competitive advantage because it does not become
overextended. In addition, by outsourcing activities in which it lacks competence, the
firm can fully concentrate on those areas in which it has the potential to create value.

There are concerns associated with outsourcing.’ Two significant ones are the poten-
tial loss in a firm’s ability to innovate and the loss of jobs within the focal firm. When
evaluating the possibility of outsourcing, firms should anticipate possible effects on their
ability to innovate in the future as well as the impact of losing some of their human
capital. On the other hand, firms are sometimes able to enhance their own innovation
capabilities by studying how the companies to which they’ve outsourced complete those
activities.** Because a focal firm likely knows less about a foreign company to which it
chooses to outsource, concerns about potential negative outsourcing effects in these cases
may be particularly acute, requiring careful study and analysis as a result.**®* Deciding to
outsource to a foreign supplier is commonly called offshoring.

3-5 Competencies, Strengths, Weaknesses,
and Strategic Decisions

By analyzing the internal organization, firms identify their strengths and weaknesses as
reflected by their resources, capabilities, and core competencies. If a firm has weak capabil-
ities or does not have core competencies in areas required to achieve a competitive advan-
tage, it must acquire those resources and build the needed capabilities and competencies.
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“We're Outsourcing that Activity but Not That One? I'm Surprised!”

Clearly, firms do not want to outsource activities through
which they are able to create value. Moreover, they want to
concentrate on those activities in the value chain functions
and the support functions where they are able to create the
greatest amount of value. Recognizing the activities in these
two categories is a critical responsibility of those studying a
firm’s internal organization.

As we discussed in the Opening Case, big pharma compa-
nies are considering the possibility that they may use some
of their resources and capabilities to try to develop “big data
analytics”as a core competence given the increasing value that
is thought to accrue to companies in this industry that are able
to do so. In contrast, these same firms are outsourcing drug
safety processes and procedures to firms, many of which are
located in India or have offices located there. In fact, monitor-
ing drug safety is “one of outsourcing’s newest frontiers and the
now $2 billion business is booming as regulators require closer
tracking of rare side effects and interactions between med-
icines” Accenture, Cognizant, and Tata Consultancy Services
Ltd. are some of the firms to which big pharma companies
AstraZeneca PLC, Novartis AG, and Bristol-Myers Squibb Co.
are outsourcing the monitoring of drug safety. Thus, the big
pharma firms have decided that data analytics processes are
an activity in which they can capture value while monitoring
drug safety is not.

Similar examples exist within firms competing in other
industries. As mentioned above, Deutsche Bank has out-
sourced some data center services to Hewlett-Packard; how-
ever, it is retaining control over certain technology application
areas it believes are proprietary and, as such, are core compe-
tencies through which the firm creates value. United Airlines
is outsourcing U.S. airport jobs that employ “workers in areas
including check-in, baggage-handling, and customer service!
This outsourcing decision suggests that United believes that it
cannot create value by completing these tasks in house or that
it is too expensive to attempt to do so.

Based in India, Wipro and Infosys are two companies that
have historically been successful as firms to whom others
outsource activities. However, this success has been largely a
product of being able to employ relatively inexpensive pro-
grammers to complete tasks lacking significant amounts of
complexity. This is no longer the case today as customers are
asking outsourcing firms to help them analyze large amounts
of data and engage the cloud for computing purposes. Stated

Stuart Forster/Alamy

more directly, some believe that “Bangalore’s outsourcing
industry—which grew at breakneck speeds for years and
changed the way the world of IT works—has matured. While
it will continue to find ways to peddle the talents of India’s
inexpensive programmers and engineers, it needs to find new

businesses if it wants to thrive!

F — o

These individuals are working in a firm to which other

companies have outsourced certain activities for completion.

This reality means that these outsourcing firms must
find ways to produce their own software that can be used
to create different types of value for customers rather than
remaining focused on their initial core competencies in terms
of integrating and maintaining their customers' software. It
seems that firms such as Wipro and Infosys are challenged to
develop competencies in terms of their own software niches
and to learn how to competitively price their new products to
compete against the likes of SAP. To do this, these outsourcing
firms are hiring specialized code writers, data scientists, and
statisticians for the purpose of creating their own proprietary
software through which they can generate value by how they
uniquely scrub and crunch customers’ data.
Sources: Deutsche Bank, H-P divide IT responsibility in cloud deal, Wall Street
Journal Online, www.wsj.com, February 25; D. A. Thoppil, 2015, Indian outsourcers
struggle to evolve as growth slows, Wall Street Journal Online, www.wsj.com,
February 22; S McLain, 2015, Big Pharma farms out drug safety to India,
Wall Street Journal Online, www.wsj.com, February 2; S. McLain, 2015, New
outsourcing frontier in India: Monitoring drug safety, Wall Street Journal Online,
www.wsj.com, February 1; D. A. Thoppil, 2015, Wipro profit rises 8.8%, Wall Street
Journal Online, www.wsj.com, January 16; S. Carey, 2015, United studies
outsourcing up to 2,000 airport jobs, Wall Street Journal Online, www.wsj.com,
January 13; D. A. Thoppil, 2015, Infosys profit rises 13%, Wall Street Journal Online,
www.wsj.com, January 9.
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matched with opportunities (determined by studying the
firm’s external environment).
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Alternatively, the firm could decide to outsource a function or activity where it is weak in
order to improve its ability to use its remaining resources to create value.**

In considering the results of examining the firm’s internal organization, managers
should understand that having a significant quantity of resources is not the same as hav-
ing the “right” resources. The “right” resources are those with the potential to be formed
into core competencies as the foundation for creating value for customers and developing
competitive advantages as a result of doing so. Interestingly, decision makers sometimes
become more focused and productive when seeking to find the right resources when the
firm’s total set of resources is constrained.**

Tools such as outsourcing help the firm focus on its core competencies as the source of
its competitive advantages. However, evidence shows that the value-creating ability of core
competencies should never be taken for granted. Moreover, the ability of a core competence
to be a permanent competitive advantage can’t be assumed. The reason for these cautions
is that all core competencies have the potential to become core rigidities.*® Typically, events
occurring in the firms external environment create conditions through which core com-
petencies can become core rigidities, generate inertia, and stifle innovation. “Often the flip
side, the dark side, of core capabilities is revealed due to external events when new compet-
itors figure out a better way to serve the firm’s customers, when new technologies emerge,
or when political or social events shift the ground underneath*

Historically, Borders Group Inc. relied on its large storefronts that were conveniently
located for customers to visit and browse through books and magazines in a pleasant
atmosphere as sources of its competitive success. Over the past two decades or so, though,
digital technologies (part of the firm’s external environment) rapidly changed customers’
shopping patterns for reading materials. Amazon.com’s use of the Internet significantly
changed the competitive landscape for Borders and similar competitors such as Barnes
& Noble. It is possible that Borders’ core competencies of store locations and a desir-
able physical environment for customers became core rigidities for this firm, eventually
leading to its filing of bankruptcy in early 2011 and subsequent liquidation.**® Managers
studying the firm’s internal organization are responsible for making certain that core
competencies do not become core rigidities.

After studying its external environment to determine what it might choose to do
(as explained in Chapter 2) and its internal organization to understand what it can do
(as explained in this chapter), the firm has the information required to select a business-
level strategy that it will use to compete against rivals. We describe different business-level
strategies in the next chapter.

In the current competitive landscape, the most effective Because competitive advantages are not permanently sustain-
organizations recognize that strategic competitiveness and able, firms must exploit their current advantages while simul-
above-average returns result only when core competencies taneously using their resources and capabilities to form new
(identified by studying the firm’s internal organization) are advantages that can lead to future competitive success.

Effectively managing core competencies requires careful
analysis of the firm’s resources (inputs to the production

No competitive advantage lasts forever. Over time, rivals process) and capabilities (resources that have been purposely
use their own unique resources, capabilities, and core com- integrated to achieve a specific task or set of tasks). The knowl-
petencies to form different value-creating propositions that edge the firm’s human capital possesses is among the most

duplicate the focal firm’s ability to create value for customers. significant of an organization’s capabilities and ultimately
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provides the base for most competitive advantages. The firm
must create an organizational culture that allows people to
integrate their individual knowledge with that held by others
so that, collectively, the firm has a significant amount of
value-creating organizational knowledge.

Capabilities are a more likely source of core competence and
subsequently of competitive advantages than are individual
resources. How a firm nurtures and supports its capabilities
so they can become core competencies is less visible to rivals,
making efforts to understand and imitate the focal firm's
capabilities difficult.

Only when a capability is valuable, rare, costly to imitate, and
nonsubstitutable is it a core competence and a source of
competitive advantage. Over time, core competencies must be
supported, but they cannot be allowed to become core rigidi-
ties. Core competencies are a source of competitive advantage
only when they allow the firm to create value by exploiting
opportunities in its external environment. When this is no
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REVIEW QUESTIONS

1. Why is it important for a firm to study and understand its
internal organization?

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

3. What are the differences between tangible and intangible
resources? Why is it important for decision makers to under-
stand these differences? Are tangible resources more valuable
for creating capabilities than are intangible resources, or is the
reverse true? Why?

4. What are capabilities? How do firms create capabilities?

What four criteria must capabilities satisfy for them to
become core competencies? Why is it important for firms to
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longer possible, the company shifts its attention to forming
other capabilities that satisfy the four criteria of sustainable
competitive advantage.

Value chain analysis is used to identify and evaluate the com-
petitive potential of resources and capabilities. By studying
their skills relative to those associated with value chain activ-
ities and support functions, firms can understand their cost
structure and identify the activities through which they are
able to create value.

When the firm cannot create value in either a value chain
activity or a support function, outsourcing is considered. Used
commonly in the global economy, outsourcing is the purchase
of a value-creating activity from an external supplier. The firm
should outsource only to companies possessing a competitive
advantage in terms of the particular value chain activity or
support function under consideration. In addition, the firm
must continuously verify that it is not outsourcing activities
through which it could create value.

support functions 94
tangible resources 84
value 81

valuable capabilities 90
value chain activities 93

use these criteria to evaluate their capabilities’ value-
creating potential?

What is value chain analysis? What does the firm gain by
successfully using this tool?

What is outsourcing? Why do firms outsource? Will outsourc-
ing's importance grow in the future? If so, why?

How do firms identify internal strengths and weaknesses?
Why is it vital that managers have a clear understanding of
their firm’s strengths and weaknesses?

What are core rigidities? What does it mean to say that each
core competence could become a core rigidity?
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Zara: The Capabilities behind the Spanish “Fast Fashion” Retail Giant

Amancio Ortega built the world’s largest fashion
empire through his Zara branded products and compa-
ny-owned stores. Through his management approach,
Ortega became quite wealthy. In fact, in 2015 he was the
fourth wealthiest person in the world (with a worth of
$64.5 billion). This placed him behind only Bill Gates
(the wealthiest of all), Carlos “Slim” Helu and family,
and Warren Buffett.

Headquartered in La Corufia, in Spain’s Galicia
region, Ortega founded the Inditex Group with Zara as
its flagship brand. Despite Spain’s 24 percent unemploy-
ment rate and crippling debt, in 2012 Zara increased its
revenue 17 percent. Also in 2012, Zara averaged a new
store opening every day, including its six thousandth
store launched on Londons Oxford Street. Although
the influence of the economic environment (an influ-
ence from the external environment that we examined
in Chapter 2) affects Zara’s success, the way Zara uses
its resources and capabilities as the foundation for core
competencies (core competencies are capabilities that
serve as a potential source of competitive advantage
for a firm over its rivals) demonstrates the value of
understanding a firm’s internal organization.

Ortega built this successful business based on two
critical goals: Give customers what they want, and get
it to them faster than anyone else. To do “fast fash-
ion,” as it is called, there are several critical capabili-
ties that must be in place. The first critical capability
is the ability to design quickly; the design pace at Zara
has been described as “frantic” The designers create
about three items of new clothing a day, and pattern
makers cut one sample for each. The second critical
capability is the commercial sales specialists from each
region where Zara has stores. They provide input on
customers’ tastes and buying habits which are reported
through store managers. Each specialist is trained to
keep an eye on what people are wearing, which Ortega,
as well, does personally since founding Zara. As such,
Zara has a team approach to match quick and creative
design with information coming in from the sales staff
through regional specialists and sector specialists to
operationalize new fashion ideas.

Zaras supply chain is also managed much more
efficiently than those of other companies. The logistics

department is the essence of the company. Rather than
waiting for cloth to come in after designing, Zara already
has a large supply of basic cloth and owns its own dyeing
operation to maintain control and speed. Zara’s objective
is to deliver customized orders to every store in its empire
with a 24-hour turnaround for Europe, the Mideast, and
much of the United States, and a 48 hour turnaround for
Asia and Latin America. The frequent shipments keep
product inventories fresh but also scarce since they send
out very few items in each shipment. This approach com-
pels customers to visit stores frequently in search of what
they want and, because of the scarcity, creates an incen-
tive for them to buy on the spot because it will likely not
be in stock tomorrow. Accordingly, Zara’s global store
average of 17 visits per customer per year is considerably
higher than the average of three visits per year for its
competitors.

Until 2010 Zara did not have an online strategy.
Unlike most retailers it has used very little advertising
because it has focused on a rather cheap but fashionable
approach. The fashion draws the interest of customers
and, thereby, created a huge following on Facebook,
with approximately 10 million followers. This compares
favorably to other competitors such as Gap. The rarity of
the individual pieces of clothing gives customers a sense
of individuality. This creates a stronger potential for Zara
to pursue an online strategy relative to its competitors.

Most Zara stores are owned by the parent com-
pany, and many of its suppliers, although not owned by
the company, are considered long-time, relationship-
oriented partners. As such, these partners identify with
the company and, therefore, are loyal. This approach
also sets Zara apart and makes its strategy difficult to
duplicate because all of the various facets and capabilities
of the company fit together through a unified culture.
As noted above, Zara also operates its own dyeing plant
for cloth, giving it significant control over its products.
Likewise, it sews many of these garments in its own fac-
tories and, thus, maintains a high level of quality control
and an ability to make quick changes. Overall, the com-
pany has a unique set of capabilities that fit together well
as it manages activities to produce “fast fashion,” which
creates demand from their customers and loyalty from
their partner suppliers.
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Case Discussion Questions

1.

2.

What influences from the external environment over the next 4.
several years do you think might affect the way Zara competes?

How easy or difficult do you think it would be for competitors

to imitate Zara’s supply chain as a capability?

Is getting products to customers as quickly as possible an

What value does Zara create for its customers?

5. As you study how Zara competes and the capabilities it uses
to do so, are there areas of the firm’s operations you believe

might be candidates for outsourcing? If so, what areas and

outcome that you believe would create value in industries in
addition to clothing? If so, which industries and why?
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Business-Level Strategy

4-1 Define business-level strategy. .

4-2 Discuss the relationship between
customers and business-level
strategies in terms of who, what,
and how. o

4-3 Explain the differences among
business-level strategiés.

4-4 Use the five forces of e@mpetition
«model to explain how above-
average returns can be earned
through each business-level
strategy.

4-5 Describe the risks of using each of
the business-level strategies. = *
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HAIN CELESTIAL GROUP: A FIRM FOCUSED
ON “ORGANIC” DIFFERENTIATION

This chapter is about a firm’s business-level strategy, and what it takes to be successful in
creating a strategy that allows a firm to compete successfully in a particular industry or industry
segment. Hain Celestial Group is an example of a differentiation strategy at the business level.
Differentiation is a business-level strategy that will be defined more clearly in this chapter. Brief-
ly, it allows a firm to be differentiated from its competitors and allows it to build a loyal follow-
ing of customers. As indicated in Chapter 2, consumers often follow social trends. Hain Celestial
Group has built strong capabilities in producing natural and organic foods, and it has built its
strategy to take advantage of this changing consumer trend in the food business across a
number of related industries: consumer food producers, grocery stores, and restaurants.

Hain Celestial’s CEO, Irwin Simon, founded the company in 1983 and it went public in 1993.
The company grew through a series of acquisitions of small organic and natural foods producers.
These acquisitions, as :

Simon'’s puts it, are “not GE ﬂ = L‘ ; ‘?!“-—-w':"
: , . P ar
or Heinz or Campbells’.... 1 de R0 = ‘-
Growth is coming from y_ : -
companies like Ell's and
BluePrint—entrepreneurial
start-ups.” The largest ac-
quisition to date was Ce-
lestial Seasonings which
is a supplier of teas and
juices. The effect of these
acquisitions has allowed
Hain Celestial to become
the largest supplier to
natural food retailer
Whole Foods Markets.
BluePrint, the company
noted above, is focused
on natural juices market-
ed to consumers to ‘clean’
their bodies. Brands like Terra vegetable chips, Dream nondairy milk, and Celestial Seasonings
tea are household names for the health-oriented shopper and these brands have made
Hain Celestial the largest natural foods company in the world.

The natural food trend has allowed Hain Celestial to sell their branded products to tradi-
tional grocery store chains, which account for about 60 percent of its U.S. sales. Its brands are
also having an impact on sales outside of the United States, representing approximately
40 percent of total revenues in 2014. Their successful acquisition strategy has focused on

“buying brands started by someone else” and then “figure out how to grow them from there”

Meanwhile, large branded food firms that have not focused as intensely on this natural
segment have experienced earning “indigestion.” Branded packaged food producers such
as Kellogg's Company (maker of breakfast cereals and foods including Frosted Flakes and
Pop-Tarts), Kraft Foods Group (maker of Oscar Meyer deli meats, Maxwell House coffee, and
Velveeta cheese), Campbell Soup Company (Campbell’s Soup, Pepperidge Farm, and Goldfish
snacks), ConAgra Foods, Inc. (maker of Chef Boyardee ravioli, Hunt'’s ketchup, Marie Callender’s
pies and snacks, Orville Redenbacher’s popcorn, PAM nonstick cooking spray, and Peter Pan
peanut butter), J.M. Smucker Company (makers of Smucker’s jams and jellies, Pillsbury baking
mixes, Crisco shortening, Jif peanut butter, and Folgers coffee), and Mondeléz International,
Inc. (maker of Oreo cookies and Cadbury chocolate) only have a peripheral focus on this seg-
ment. Their earnings have stalled in part because their brands are not focused on the natural
and organic trend desired by consumers as much as Hain Celestial, whose earnings and stock
price has climbed much higher on a relative basis. Of course, U.S. main-line brand firms such as
those mentioned above have experienced a downturn in earning from the increased value of
the dollar, but Hain Celestial also has substantial foreign exposure, as noted above.

Bob Kreisel/Alamy
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ncreasingly important to firm success, strategy is concerned with making choices

among two or more alternatives." As noted in Chapter 1, when choosing a strategy, the
firm decides to pursue one course of action instead of others. The choices are influenced
by opportunities and threats in the firm’s external environment® (see Chapter 2) as well as
the nature and quality of the resources, capabilities, and core competencies in its internal
organization® (see Chapter 3). As shown in the Opening Case, Hain Celestial Group has
the right capabilities (strong producer of natural and organic food products) matched to
an opportunity in the industry environment (strong consumer demand for natural and
organic food products) which has made it a formidable competitor producing above-
average returns. However, other branded food producers have struggled to meet chang-
ing consumer tastes and have realized poorer performance as a result.*

In previous chapters, analysis of the external environment and of internal firm
resources and capabilities, which is the first step in the strategic management process,
was discussed. This chapter is the first on strategy, which is the second part of the strate-
gic management process explained in Chapter 1. The fundamental objective of using any
type of strategy (see Figure 1.1) is to gain strategic competitiveness and earn above-
average returns.’ Strategies are purposeful, precede the taking of actions to which they
apply, and demonstrate a shared understanding of the firm’s vision and mission.® An effec-
tively formulated strategy marshals, integrates, and allocates the firm’s resources, capabil-
ities, and competencies so that it will be properly aligned with its external environment.”
A properly developed strategy also rationalizes the firm’s vision and mission along with
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the actions taken to achieve them. Information about a host of variables including mar-
kets, customers, technology, worldwide finance, and the changing world economy must
be collected and analyzed to properly form and use strategies. In the final analysis, sound
strategic choices that reduce uncertainty regarding outcomes are the foundation for
building successful strategies.®

Business-level strategy, this chapter’s focus, indicates the choices the firm has made
about how it intends to compete in individual product markets. Business-level strategy
is an integrated and coordinated set of commitments and actions the firm uses to gain a
competitive advantage by exploiting core competencies in specific product markets.* The
choices are important because long-term performance is linked to a firm’s strategies.
Given the complexity of successfully competing in the global economy, the choices about
how the firm will compete can be difficult.*® For example, King Digital Entertainment, a
video game developer, has done well recently through its “Candy Crush” franchise. The
simple concepts of this game series has made it popular among players not typically
drawn to traditional video games. It has focused on casual game players rather than on a
more dedicated base of gamers. Electronic Arts, Inc. (EA) has focused on the more ded-
icated game consumers and has developed franchises such as “Call of Duty” and “Madden
NFL” and not only has developed this digitally but also into mobile devices. However,
Zynga focused on the casual game market and has faced severe declines of its Facebook-
based games “FarmVille” and “CityVille” These games also focused on the casual market,
and these consumers, as Zynga has discovered, can be fickle. As such, King Digital
Entertainment has been seeking to expand beyond the casual game segment for mobile
devices and create stronger franchises across many platforms. However, it may be difficult
to break into and maintain the loyalty of more dedicated customers as EA has done
through its ever more graphic and sophisticated game software.”

Every firm must develop and implement a business-level strategy. However, some
firms may not use all the strategies—corporate-level, merger and acquisition, interna-
tional, and cooperative—we examine in Chapters 6 through 9. A firm competing in a
single-product market in a single geographic location does not need a corporate-level
strategy regarding product diversity or an international strategy to deal with geographic
diversity. In contrast, a diversified firm will use one of the corporate-level strategies as
well as a separate business-level strategy for each product market in which it competes.
Every firm—ranging from the local dry cleaner to the multinational corporation—must
develop and use at least one business-level strategy. Thus business-level strategy is the
core strategy—the strategy that the firm forms to describe how it intends to compete in
a product market.”

We discuss several topics to examine business-level strategies. Because customers
are the foundation of successful business-level strategies and should never be taken for
granted,” we present information about customers that is relevant to business-level strat-
egies. In terms of customers, when selecting a business-level strategy the firm determines

1. who will be served,
2. what needs those target customers have that it will satisfy, and
3. how those needs will be satisfied.

Selecting customers and deciding which of their needs the firm will try to satisfy,
as well as how it will do so, are challenging tasks. Global competition has created many
attractive options for customers, thus making it difficult to determine the strategy to
best serve them." Effective global competitors have become adept at identifying the
needs of customers in different cultures and geographic regions as well as learning how
to quickly and successfully adapt the functionality of a firm’s good or service to meet
those needs.
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A business-level

strategy is an integrated
and coordinated set of
commitments and actions
the firm uses to gain a
competitive advantage by
exploiting core competencies
in specific product markets.
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Part 2: Strategic Actions: Strategy Formulation

Descriptions of the purpose of business-level strategies—and of the five business-level
strategies—follow the discussion of customers. The five strategies we examine are called
generic because they can be used in any organization competing in any industry.> Our
analysis describes how effective use of each strategy allows the firm to favorably position
itself relative to the five competitive forces in the industry (see Chapter 2). In addition,
we use the value chain (see Chapter 3) to show examples of the primary and support
activities necessary to implement specific business-level strategies. Because no strategy is
risk-free,** we also describe the different risks the firm may encounter when using these
strategies. In Chapter 11, we explain the organizational structures and controls linked
with the successful use of each business-level strategy.

4-1 Customers: Their Relationship with
Business-Level Strategies

Strategic competitiveness results only when the firm satisfies a group of customers by
using its competitive advantages as the basis for competing in individual product mar-
kets.” A key reason firms must satisfy customers with their business-level strategy is that
returns earned from relationships with customers are the lifeblood of all organizations.*

The most successful companies try to find new ways to satisfy current customers and/
or to meet the needs of new customers. Being able to do this can be even more difficult
when firms and consumers face challenging economic conditions. During such times,
firms may decide to reduce their workforce to control costs. This can lead to problems,
however, because having fewer employees makes it more difficult for companies to meet
individual customers’ needs and expectations. In these instances, firms can follow several
possible courses of action, including paying extra attention to their best customers and
developing a flexible workforce by cross-training employees so they can undertake a
variety of responsibilities on their jobs.

4-1a Effectively Managing Relationships with Customers

The firm’s relationships with its customers are strengthened when it delivers superior
value to them. Strong interactive relationships with customers often provide the founda-
tion for the firm’s efforts to profitably serve
customers’ unique needs.

Importantly, delivering superior value
often results in increased customer satisfac-
tion. In turn, customer satisfaction has a posi-
tive relationship with profitability because sat-
isfied customers are most likely to be repeat
customers. However, more choices and easily
accessible information about the functionality
of the firms’ products are creating increasingly
sophisticated and knowledgeable customers,
making it difficult to earn their loyalty. As
such, many firms are working with custom-
ers to co-create value through working closely
together to ensure customer satisfaction.”

A number of companies have become
skilled at the art of managing all aspects of
their relationship with their customers.*
For example, Amazon.com, Inc. is widely
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Customers standing in a grocery store checkout line. Successful
business strategies satisfy customers’ needs.
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recognized for the quality of information it maintains about its customers, the services
it renders, and its ability to anticipate customers’ needs. Using the information it has,
Amazon tries to serve what it believes are the unique needs of each customer; and it has
a strong reputation for being able to do this successfully.»

As we discuss next, firms’ relationships with customers are characterized by three
dimensions. Companies such as Acer Inc. and Amazon understand these dimensions and
manage their relationships with customers in light of them.

4-1b Reach, Richness, and Affiliation

The reach dimension of relationships with customers is concerned with the firm’s access
and connection to customers. In general, firms seek to extend their reach, adding
customers in the process of doing so.

Reach is an especially critical dimension for social networking sites such as Facebook
and MySpace in that the value these firms create for users is to connect them with others.
Traffic to MySpace has been declining in recent years; at the same time, the number of
Facebook users has been dramatically increasing in the United States and abroad. Reach
is also important to Netflix, Inc. Although its user base is still growing in the United
States, its growth rate has slowed. However, streaming video customers in foreign mar-
kets grew faster than expected. When this was announced, their stock price increased
16 percent in after-hours trading. Netflix plans to expand to over 200 countries by 2017,
up from its 50 in 2014.*

Richness, the second dimension of firms’ relationships with customers, is concerned
with the depth and detail of the two-way flow of information between the firm and
the customer. The potential of the richness dimension to help the firm establish a
competitive advantage in its relationship with customers leads many firms to offer
online services in order to better manage information exchanges with their customers.
Broader and deeper information-based exchanges allow firms to better understand
their customers and their needs. Such exchanges also enable customers to become
more knowledgeable about how the firm can satisfy them. Internet technology and
e-commerce transactions have substantially reduced the costs of meaningful informa-
tion exchanges with current and potential customers. As we have noted, Amazon is a
leader in using the Internet to build relationships with customers. In fact, it bills itself
as the most “customer-centric company” on earth. Amazon and other firms use rich
information from customers to help them develop innovative new products that better
satisfy customers’ needs.”

Affiliation, the third dimension, is concerned with facilitating useful interactions
with customers. Viewing the world through the customer’s eyes and constantly seeking
ways to create more value for the customer have positive effects in terms of affilia-
tion.** This approach enhances customer satisfaction and produces fewer customer
complaints. In fact, for services, customers often do not complain when dissatis-
fied; instead they simply go to competitors for their service needs, although a firm’s
strong brand can mitigate the switching.” Tesco, the largest retail grocer in the United
Kingdom, as well as other firms have changed the title of its lead marketing officer
to “Chief Customer Officer” This suggests the importance of the customer to most
businesses, especially those focused on consumers. Likewise, because of data available
through digitization, firms have a tremendous amount of individual customer data,
and this data-gathering trend is growing, allowing firms to customize their products
and services.*

As we discuss next, effectively managing customer relationships (along the dimen-
sions of reach, richness, and affiliation) helps the firm answer questions related to the
issues of who, what, and how.
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4-1c  Who: Determining the Customers to Serve

Deciding who the target customer is that the firm intends to serve with its business-level
strategy is an important decision.” Companies divide customers into groups based on
differences in the customers needs (needs are discussed further in the next section) to
make this decision. Dividing customers into groups based on their needs is called market
segmentation. Market segmentation is a process used to cluster people with similar
needs into individual and identifiable groups.?® In the animal food products business, for
example, the food-product needs of owners of companion pets (e.g., dogs and cats) differ
from the needs for food and health-related products of those owning production animals
(e.g., livestock). A subsidiary of Colgate-Palmolive Company, Hill’s Pet Nutrition, sells
food products for pets. In fact, the company’s mission is “to help enrich and lengthen the
special relationship between people and their pets”> Thus, Hill's Pet Nutrition targets the
needs of different segments of customers with the food products it sells for animals.
Almost any identifiable human or organizational characteristic can be used to sub-
divide a market into segments that differ from one another on a given characteristic.
Common characteristics on which customers’ needs vary are illustrated in Table 4.1.

4-1d What: Determining Which Customer Needs to Satisfy

After the firm decides who it will serve, it must identify the targeted customer group’s
needs that its goods or services can satisfy. In a general sense, needs (what) are related to
a product’s benefits and features. Successful firms learn how to deliver to customers what
they want, when they want it. Having close and frequent interactions with both current
and potential customers helps the firm identify those individuals’ and groups’ current
and future needs. Target, a retail store and online marketer, has been successful with ana-
lyzing its many sources of data and customizing its information for in store and online
“guests” It has available data, through online sources, of many customer demographics
(age, marital status, income category, etc.) as well as shopping frequency, products pur-
chased, and geographic distance from local stores. It utilizes this information to develop
is promotion and marketing strategies.”®

From a strategic perspective, a basic need of all customers is to buy products that
create value for them. The generalized forms of value that goods or services provide are
either low cost with acceptable features or highly differentiated features with acceptable
cost. The most effective firms continuously strive to anticipate changes in customers’ needs.
The firm that fails to anticipate and certainly to recognize changes in its customers” needs

Table 4.1 Basis for Customer Segmentation

Consumer Markets

ol h WN =

Industrial Markets

b WN=

. Demographic factors (age, income, sex, etc.)

. Socioeconomic factors (social class, stage in the family life cycle)
. Geographic factors (cultural, regional, and national differences)
. Psychological factors (lifestyle, personality traits)

. Consumption patterns (heavy, moderate, and light users)

. Perceptual factors (benefit segmentation, perceptual mapping)

. End-use segments (identified by Standard Industrial Classification [SIC] code)

. Product segments (based on technological differences or production economics)

. Geographic segments (defined by boundaries between countries or by regional differences within them)
. Common buying factor segments (cut across product market and geographic segments)

. Customer size segments

Source: Based on information in S. C. Jain, 2009, Marketing Planning and Strategy, Mason, OH: South-Western Cengage Custom Publishing.
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may lose its customers to competitors whose products can provide more value to the focal
firm’s customers. It is also recognized that consumer needs and desires have been changing
in recent years. For example, more consumers desire to have an experience rather than to
simply purchase a good or service. As a result, one of Starbucks’ goals has been to provide an
experience, not just a cup of coffee. Customers also prefer to receive customized goods and
services. Again, Starbucks has been doing this for some time, allowing customers to design
their own drinks, within their menus (which have become rather extensive over time).
Customers also demand fast service. Chipotle Mexican Grill, as noted in the Opening
Case, is a leader in the fast-casual dining segment catering to the millennial generation.
This fast-casual segment, including Chipotle, Panera Bread, Five Guys Burgers and Fries,
Panda Express, and others, has been increasing their presence, as well as growth per
outlet, compared to McDonald’s who has had a difficult time maintaining a level play-
ing field against the fast-casual service speed and per outlet growth. Also, one observer
noted: “A decade ago, there were 9,000 fast-casual restaurants in the U.S., versus nearly
14,000 McDonald’s. Now, fast-casual restaurants number more than 21,000 ... while
McDonald’s U.S. restaurant count has risen only slightly”** Unhappy consumers lead to
lost sales—both theirs and those of others who learn of their dissatisfaction. Therefore,
it is important to maintain customer satisfaction by meeting and satisfying their needs.

4-1e  How: Determining Core Competencies Necessary
to Satisfy Customer Needs

After deciding who the firm will serve and the specific needs of those customers, the
firm is prepared to determine how to use its capabilities and competencies to develop
products that can satisfy the needs of its target customers. As explained in Chapters 1
and 3, core competencies are resources and capabilities that serve as a source of compet-
itive advantage for the firm over its rivals. Firms use core competencies (how) to imple-
ment value-creating strategies, thereby satisfying customers’ needs. Only those firms
with the capacity to continuously improve, innovate, and upgrade their competencies can
expect to meet and hopefully exceed customers’ expectations across time.” Firms must
continuously upgrade their capabilities to ensure that they maintain the advantage over
their rivals by providing customers with a superior product.* Often these capabilities are
difficult for competitors to imitate, partly because they are constantly being upgraded,
but also because they are integrated and used as configurations of capabilities to perform
an important activity (e.g., R&D).»

Companies draw from a wide range of core competencies to produce goods or ser-
vices that can satisfy customers’ needs. For example, Merck & Co., Inc. is a large pharma-
ceutical firm well-known for its research and development (R&D) capabilities. In recent
times, Merck has been building on these capabilities by investing heavily in R&D. The
new drugs Merck intends to produce are directed at meeting the needs of consumers and
to sustain MercK’s competitive advantage in the industry.*

SAS Institute Inc. is the world’s largest, privately owned software company and is
the leader in business intelligence and analytics. Customers use SAS programs for data
warehousing, data mining, and decision support purposes. SAS serves 60,000 sites in
139 countries and serves 93 percent of the top Fortune 100 firms. Allocating approxi-
mately 23 percent of revenues to R&D in 2014, a percentage exceeding those allocated
by its competitors, SAS relies on its core competence in R&D to satisfy the data-related
needs of such customers as the U.S. Census Bureau and a host of consumer goods firms
(e.g., hotels, banks, and catalog companies).”

Many types of firms now emphasize innovation, not only those in high technology
industries. This innovation appears to be driven by customers, along with providing
a product or service that satisfies their customers’ needs in a manner superior to that
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of rivals’ products or services to gain or sustain a competitive advantage. For example,
LOréal has gained competitive advantages due to their innovations in cosmetic and
beauty products. The Executive Vice President of LOréal in the United States, Frédéric
Rozé, noted: “At the end of the day, our success comes from our capacity to transform
ourselves, to metamorphose ourselves,s*

Our discussion about customers shows that all organizations must use their capa-
bilities and core competencies (the how) to satisfy the needs (the what) of the target
group of customers (the who) the firm has chosen to serve. Next, we describe the differ-
ent business-level strategies that are available to firms to use to satisfy customers as the
foundation for earning above-average returns.

4-2 The Purpose of a Business-Level Strategy

The purpose of a business-level strategy is to create differences between the firm’s position
and those of its competitors.” To position itself differently from competitors, a firm must
decide whether it intends to perform activities differently or to perform different activities.
Strategy defines the path which provides the direction of actions to be taken by leaders
of the organization.* In fact, “choosing to perform activities differently or to perform
different activities than rivals” is the essence of business-level strategy. Thus, the firm’s
business-level strategy is a deliberate choice about how it will perform the value chain’s
primary and support activities to create unique value. Indeed, in the current complex com-
petitive landscape, successful use of a business-level strategy results from the firm learning
how to integrate the activities it performs in ways that create superior value for customers.

The manner in which Southwest Airlines Co. has integrated its activities is the foun-
dation for the successful use of its primary cost leadership strategy (this strategy is dis-
cussed later in the chapter) but also includes differentiation through the unique services
provided to customers. The tight integration among Southwest’s activities is a key source
of the firm’s ability, historically, to operate more profitably than its competitors.

Southwest Airlines has configured the activities it performs into six areas of strategic
intent—limited passenger service; frequent, reliable departures; lean, highly productive
ground and gate crews; high aircraft utilization with few aircraft models; very low ticket
prices; and short-haul, point-to-point routes between mid-sized cities and secondary air-
ports. Individual clusters of tightly linked activities make it possible to achieve its strategic
intent. For example, no meals, no seat assignments, and no baggage transfers form a cluster
of individual activities that support the strategic intent to offer limited passenger service.

Southwest’s tightly integrated activities make it difficult for competitors to imitate the
firm’s cost leadership strategy. The firm’s unique culture and customer service are sources
of competitive advantage that rivals have been unable to imitate, although some have
tried and largely failed (e.g., US Airways’ MetroJet subsidiary, United Airlines’ Shuttle by
United, Delta’s Song, and Continental Airlines’ Continental Lite). Hindsight shows that
these competitors offered low prices to customers, but weren’t able to operate at costs
close to those of Southwest or to provide customers with any notable sources of differ-
entiation, such as a unique experience while in the air. The key to Southwest’s success
has been its ability to continuously maintain low costs while providing customers with
acceptable levels of differentiation such as an engaging culture. Firms using the cost lead-
ership strategy must understand that in terms of sources of differentiation accompanying
the cost leader’s product, the customer defines acceptable. Fit among activities is a key
to the sustainability of competitive advantage for all firms, including Southwest Airlines.
Strategic fit among the many activities is critical for competitive advantage. It is more
difficult for a competitor to match a configuration of integrated activities than to imitate
a particular activity such as sales promotion, or a process technology.*
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4-3 Types of Business-Level Strategies

Firms choose between five business-level strategies to establish and defend their desired
strategic position against competitors: cost leadership, differentiation, focused cost leader-
ship, focused differentiation, and integrated cost leadership/differentiation (see Figure 4.1).
Each business-level strategy can help the firm to establish and exploit a particular com-
petitive advantage within a particular competitive scope. How firms integrate the activities
they perform within each different business-level strategy demonstrates how they differ
from one another.® For example, firms have different activity maps, and thus, a Southwest
Airlines activity map differs from those of competitors JetBlue, United Airlines, American
Airlines, and so forth. Superior integration of activities increases the likelihood of being
able to gain an advantage over competitors and to earn above-average returns.

When selecting a business-level strategy, firms evaluate two types of potential com-
petitive advantages: “lower cost than rivals or the ability to differentiate and command a
premium price that exceeds the extra cost of doing so.”** Having lower costs results from
the firm’s ability to perform activities differently than rivals; being able to differentiate
indicates the firm’s capacity to perform different (and valuable) activities. Thus, based
on the nature and quality of its internal resources, capabilities, and core competencies, a
firm seeks to form either a cost competitive advantage or a distinctiveness competitive
advantage as the basis for implementing its business-level strategy.*

Figure 4.1 Five Business-Level Strategies

Basis for Customer Value

Lowest Cost Distinctiveness

Broad Cost Leadership Differentiation
Market

Integrated

Target Cost Leadership/
Market

Differentiation

Narrow Focused Focused
Market Cost Leadership Differentiation
Segment(s)

Source: Based on M. E. Porter, 1998, Competitive Advantage: Creating and Sustaining Superior Performance, New York:

The Free Press; D. G. Sirmon, M. A. Hitt, & R. D. Ireland, 2007, Managing firm resources in dynamic environments to create
value: Looking inside the black box, Academy of Management Review, 32: 273-292; D. G. Sirmon, M. A. Hitt, R. D. Ireland, &
B. A. Gilbert, 2011, Resource orchestration to create competitive advantage: Breadth, depth and life cycles effects, Journal
of Management, 37: 1390-1412.
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Two types of target markets are broad market and narrow market segment(s) (see
Figure 4.1). Firms serving a broad market seek to use their capabilities to create value
for customers on an industry-wide basis. A narrow market segment means that the
firm intends to serve the needs of a narrow customer group. With focus strategies,
the firm “selects a segment or group of segments in the industry and tailors its strat-
egy to serving them to the exclusion of others”#¢ Buyers with special needs and buy-
ers located in specific geographic regions are examples of narrow customer groups.
As shown in Figure 4.1, a firm could also strive to develop a combined low cost/
distinctiveness value creation approach as the foundation for serving a target customer
group that is larger than a narrow market segment but not as comprehensive as a broad
(or industry-wide) customer group. In this instance, the firm uses the integrated cost
leadership/differentiation strategy.

None of the five business-level strategies shown in Figure 4.1 is inherently or uni-
versally superior to the others.# The effectiveness of each strategy is contingent both on
the opportunities and threats in a firm’s external environment and on the strengths and
weaknesses derived from the firm’s resource portfolio. It is critical, therefore, for the firm
to select a business-level strategy that represents an effective match between the oppor-
tunities and threats in its external environment and the strengths of its internal orga-
nization based on its core competencies.** After the firm chooses its strategy, it should
consistently emphasize actions that are required to successfully use it.

4-3a Cost Leadership Strategy

The cost leadership strategy is an integrated set of actions taken to produce goods or
services with features that are acceptable to customers at the lowest cost, relative to that
of competitors.* Firms using the cost leadership strategy commonly sell standardized
goods or services, but with competitive levels of differentiation, to the industry’s most
typical customers. Process innovations, which are newly designed production and distri-
bution methods and techniques that allow the firm to operate more efficiently, are critical
to successful use of the cost leadership strategy. In recent years, firms have developed
sourcing strategies to find low-cost suppliers to which they outsource various functions
(e.g., manufacturing goods) in order to keep their costs very low.*

As noted, cost leaders’ goods and services must have competitive levels of differentia-
tion that create value for customers. Vanguard Group has established a low-cost strategy
in the mutual and exchange traded fund (ETF) industry. Its approach is to drive costs to
investors as low as possible using passive index funds, and it is winning over customers
with this approach. Investors pulled $98.4 billion from actively-managed mutual and ETF
stock funds in 2014 while investing $166.8 billion into passively-managed index mutual
funds and ETFs. A dominant recipient of this trend was Vanguard Group which saw
significant asset inflows in 2014. One commentator suggested, “it is hard to argue against
the marketing pitch of low-cost” Actively-managed funds are more focused on trust in a
brand which comes with higher costs. Whereas low-cost passively-managed index funds
have been performing better, one commentator noted, “when you're fighting the power
of brand over performance, it’s a hard slog”

As primary activities, inbound logistics (e.g., materials handling, warehousing, and
inventory control) and outbound logistics (e.g., collecting, storing, and distributing prod-
ucts to customers) often account for significant portions of the total cost to produce some
goods and services. Research suggests that having a competitive advantage in logistics
creates more value with a cost leadership strategy than with a differentiation strategy.”
Thus, cost leaders seeking competitively valuable ways to reduce costs may want to con-
centrate on the primary activities of inbound logistics and outbound logistics. In so doing,
many firms choose to outsource their manufacturing operations to low-cost firms with
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low-wage employees (e.g., China).>> However, care must be taken because outsourcing
also makes the firm more dependent on supplier firms over which they have little control.
Outsourcing creates interdependencies between the outsourcing firm and the suppliers.
If dependencies become too great, it gives the supplier more power with which the sup-
plier may increase prices of the goods and services provided. Such actions could harm the
firm’s ability to maintain a low-cost competitive advantage.>*

Cost leaders also carefully examine all support activities to find additional potential
cost reductions. Developing new systems for finding the optimal combination of low cost
and acceptable levels of differentiation in the raw materials required to produce the firm’s
goods or services is an example of how the procurement support activity can facilitate
successful use of the cost leadership strategy.

Big Lots, Inc. uses the cost leadership strategy. With its vision of being “The World’s
Best Bargain Place,” Big Lots is the largest closeout retailer in the United States with
annual sales approaching $5 billion from more than 1,400 stores. For Big Lots, closeout
goods are brand-name products from 3,000 manufacturers provided for sale at substan-
tially lower prices than sold by other retailers.

As described in Chapter 3, firms use value-chain analysis to identify the parts of the
company’s operations that create value and those that do not. Figure 4.2 demonstrates

Figure 4.2 Examples of Value-Creating Activities Associated with the Cost Leadership Strategy

Finance

Manage financial resources to ensure positive cash flow and low debt costs.

|

Human Resources

Support
Functions Develop policies to ensure efficient hiring and retention to keep costs low.
Implement training to ensure high employee efficiency.
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Source: Based on M. E. Porter, 1998, Competitive Advantage: Creating and Sustaining Superior Performance, New York: The Free Press; D. G. Sirmon, M. A. Hitt, &
R. D.Ireland, 2007, Managing firm resources in dynamic environments to create value: Looking inside the black box, Academy of Management Review, 32:
273-292; D. G. Sirmon, M. A. Hitt, R. D. Ireland, & B. A. Gilbert, 2011, Resource orchestration to create competitive advantage: Breadth, depth and life cycles
effects, Journal of Management, 37: 1390-1412.
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the value-chain activities and support functions that allow a firm to create value through
the cost leadership strategy. Companies unable to effectively integrate the activities and
functions shown in this figure typically lack the core competencies needed to successfully
use the cost leadership strategy.

Effective use of the cost leadership strategy allows a firm to earn above-average returns
in spite of the presence of strong competitive forces (see Chapter 2). The next sections
(one for each of the five forces) explain how firms implement a cost leadership strategy.

Rivalry with Existing Competitors
Having the low-cost position is valuable when dealing with rivals. Because of the cost
leader’s advantageous position, rivals hesitate to compete on the basis of price, especially
before evaluating the potential outcomes of such competition.”* The changes Walmart
made to attract upscale customers created vulnerability in its low-cost position to rivals.
Amazon, Family Dollar, and others took advantage of the opportunity. Amazon appears
to have become a low-cost leader, and the Family Dollar stores provide low costs and easy
access for customers. Both of these rivals have siphoned off some of Walmart’s customers.
The degree of rivalry present is based on a number of different factors such as size
and resources of rivals, their dependence on the particular market, and location and
prior competitive interactions, among others.”” Firms may also take actions to reduce the
amount of rivalry that they face. For example, firms sometimes form joint ventures to
reduce rivalry and increase the amount of profitability enjoyed by firms in the industry.®*
In China, firms build strong relationships, often referred to as guanxi, with key stakehold-
ers such as important government officials and units, suppliers, and customers, thereby
restraining rivalry.

Bargaining Power of Buyers (Customers)

Powerful customers can force a cost leader to reduce its prices, but not below the level at
which the cost leader’s next-most-efficient industry competitor can earn average returns.
Although powerful customers might be able to force the cost leader to reduce prices even
below this level, they probably would choose not to do so. Prices that are low enough to
prevent the next-most-efficient competitor from earning average returns would force that
firm to exit the market, leaving the cost leader with less competition and in an even stron-
ger position. Customers would thus lose their power and pay higher prices if they were
forced to purchase from a single firm operating in an industry without rivals. In some
cases, rather than forcing firms to reduce their prices, powerful customers may pres-
sure firms to provide innovative products and services as explained in the King Digital
Entertainment video game example earlier in the chapter.

Buyers can also develop a counterbalancing power to the customers’ power by thor-
oughly analyzing and understanding each of their customers. To obtain information and
understand the customers’ needs, buyers can participate in customers’ networks. In so
doing, they share information, build trust, and participate in joint problem solving with
their customers.® In turn, they use the information obtained to provide a product that
provides superior value to customers by most effectively satisfying their needs.

Bargaining Power of Suppliers

The cost leader generally operates with margins greater than those of competitors and
often tries to increase its margins by driving costs lower. Among other benefits, higher
gross margins relative to those of competitors make it possible for the cost leader to
absorb its suppliers’ price increases. When an industry faces substantial increases in the
cost of its supplies, only the cost leader may be able to pay the higher prices and continue
to earn either average or above-average returns. Alternatively, a powerful cost leader may
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be able to force its suppliers to hold down their prices, which would reduce the suppliers’
margins in the process. Walmart lost its way in this regard. By reducing the number and
type of products sold in Walmart stores, it reduced its bargaining power with several
suppliers. In so doing, it was unable to gain the best (lowest) prices on goods relative to
its competitors. Thus, Amazon and the Dollar Stores began winning market share from
Walmart by offering lower prices.

The fact remains that Walmart is the largest retailer in North America, thus giving the
firm a great deal of power with its suppliers. Walmart is the largest supermarket operator
in the United States, and its Sam’s Club division is the second largest warehouse club in
the United States. Collectively, its sales volume of approximately $48s5.7 billion in fiscal
2014 and the market penetration (more than 200 million people visit one of Walmart’s
11,000 stores each week) still allow Walmart to obtain low prices from its suppliers.®

Some firms create dependencies on suppliers by outsourcing whole functions. They
do so to reduce their overall costs.® They may outsource these activities to reduce their
costs because of earnings pressures from stakeholders (e.g., institutional investors who
own a major stock holding in the company) in the industry.® However, “outsourcing can
create new costs, as suppliers and partners demand a larger share of the value created”*
Often when there is such earnings pressure, the firm may see foreign suppliers whose
costs are also lower, providing them the capability to offer the goods at lower prices.®
Yet, when firms outsource, particularly to a foreign supplier, they also need to invest time
and effort into building a good relationship, hopefully developing trust between the firms.
Such efforts facilitate the integration of the supplier into the firm’s value chain.®

Potential Entrants

Through continuous efforts to reduce costs to levels that are lower than competitors, a
cost leader becomes highly efficient. Because increasing levels of efficiency (e.g., econo-
mies of scale) enhance profit margins, they serve as a significant entry barrier to potential
competitors.”” New entrants must be willing to accept less than average returns until they
gain the experience required to approach the cost leader’s efficiency. To earn even average
returns, new entrants must have the competencies required to match the cost levels of
competitors other than the cost leader. The low profit margins (relative to margins earned
by firms implementing the differentiation strategy) make it necessary for the cost leader
to sell large volumes of its product to earn above-average returns. However, firms striving
to be the cost leader must avoid pricing their products so low that they cannot operate
profitably, even though volume increases.

Product Substitutes

Compared with its industry rivals, the cost leader also holds an attractive position relative
to product substitutes. A product substitute becomes a concern for the cost leader when its
features and characteristics, in terms of cost and differentiation, are potentially attractive
to the firms customers. When faced with possible substitutes, the cost leader has more
flexibility than its competitors. To retain customers, it often can reduce the price of its
good or service. With still lower prices and competitive levels of differentiation, the cost
leader increases the probability that customers prefer its product rather than a substitute.

Competitive Risks of the Cost Leadership Strategy

The cost leadership strategy is not risk free. One risk is that the processes used by the
cost leader to produce and distribute its good or service could become obsolete because
of competitors’ innovations.®® These innovations may allow rivals to produce goods or
services at costs lower than those of the original cost leader, or to provide additional
differentiated features without increasing the product’s price to customers.
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A second risk is that too much focus by the cost leader on cost reductions may occur
at the expense of trying to understand customers’ perceptions of “‘competitive levels of
differentiation” Walmart, for example, has been criticized for having too few salespeople
available to help customers and too few individuals at checkout registers. These com-
plaints suggest that there might be a discrepancy between how Walmarts customers
define “minimal acceptable levels of service” and the firm’s attempts to drive its costs
increasingly lower.

Imitation is a final risk of the cost leadership strategy. Using their own core compe-
tencies, competitors sometimes learn how to successfully imitate the cost leader’s strategy.
When this happens, the cost leader must increase the value its good or service provides
to customers. Commonly, value is increased by selling the current product at an even
lower price or by adding differentiated features that create value for customers while
maintaining price.

4-3b Differentiation Strategy

The differentiation strategy is an integrated set of actions taken to produce goods or
services (at an acceptable cost) that customers perceive as being different in ways that are
important to them.® While cost leaders serve a typical customer in an industry, differen-
tiators target customers for whom value is created by the manner in which the firm’s
products differ from those produced and marketed by competitors. Product innovation,
which is “the result of bringing to life a new way to solve the customer’s problem—through
a new product or service development—that benefits both the customer and the sponsor-
ing company,7° is critical to successful use of the differentiation strategy.”

Firms must be able to produce differentiated products at competitive costs to reduce
upward pressure on the price that customers pay. When a product’s differentiated features
are produced at noncompetitive costs, the price for the product may exceed what the
firm’s target customers are willing to pay. If the firm has a thorough understanding of
what its target customers value, the relative importance they attach to the satisfaction of
different needs and for what they are willing to pay a premium, the differentiation strat-
egy can be effective in helping it earn above-average returns. Of course, to achieve these
returns, the firm must apply its knowledge capital (knowledge held by its employees and
managers) to provide customers with a differentiated product that provides them with
superior value.”

Through the differentiation strategy, the firm produces distinctive products for cus-
tomers who value differentiated features more than they value low cost. For example,
superior product reliability, durability and high-performance sound systems are among
the differentiated features of Toyota Motor Corporation’s Lexus products. However,
Lexus offers its vehicles to customers at a competitive purchase price relative to other
luxury automobiles. As with Lexus products, a product’s unique attributes, rather than its
purchase price, provide the value for which customers are willing to pay.

To maintain success with the differentiation strategy results, the firm must consistently
upgrade differentiated features that customers value and/or create new valuable features
(i.e., innovate) without significant cost increases.”” This approach requires firms to con-
stantly change their product lines.”* These firms may also offer a portfolio of products that
complement each other, thereby enriching the differentiation for the customer and perhaps
satisfying a portfolio of consumer needs.”” Because a differentiated product satisfies cus-
tomers’ unique needs, firms following the differentiation strategy are able to charge pre-
mium prices. The ability to sell a good or service at a price that substantially exceeds the cost
of creating its differentiated features allows the firm to outperform rivals and earn above-
average returns. Rather than costs, a firm using the differentiation strategy primarily concen-
trates on investing in and developing features that differentiate a product in ways that create



Chapter 4: Business-Level Strategy 123

value for customers.”® Overall, a firm using the
differentiation strategy seeks to be different
from its competitors on as many dimensions
as possible. The less similarity between a firm’s
goods or services and those of its competitors,
the more buffered it is from rivals’ actions.
Commonly recognized differentiated goods
include Toyotas Lexus, Ralph Lauren’s wide
array of product lines, Caterpillar’s heavy-duty
earth-moving equipment, and McKinsey &
Co’s differentiated consulting services.

Under Armour, Inc. is a fitness apparel

company which concentrates on high-tech
exercise gear for both on consumer and
professional markets. It recently surpassed
Adidas to become the number two sportswear Under Armour, a company in fitness apparel, has specialized in the
apparel brand in the United States by retail strong knowledge of its base customer. To re-enforce this focus it has
sales. Although it remains far behind Nike, been purchasing fitness apps such as MyFitnessPal.
which has long held the lead, Under Armour
has continued its strong growth by pursuing
a differentiation strategy. It has built an even stronger knowledge of its consumer base by
purchasing the nutrition and exercise tracking platforms MyFitnessPal and Endomondo.
MyFitnessPal has 120 million users (mostly in the United States), while Endomondo has
8o million users (mostly in Europe). In the 2015 Consumer Electronics Show in Las Vegas,
Under Armour unveiled UA Record, “a dashboard under which it hopes to unite its digi-
tal resources.” Although the acquisitions will continue to be operated separately, they will
help Under Armour in “developing a digital ecosystem which provides unparalleled data”
on potential customers. Through this information, it can further customize products for
those who are drawn to its brand.””

A good or service can be differentiated in many ways. Unusual features, responsive
customer service, rapid product innovations and technological leadership, perceived
prestige and status, different tastes, and engineering design and performance are exam-
ples of approaches to differentiation.” While the number of ways to reduce costs may
be finite, virtually anything a firm can do to create real or perceived value is a basis for
differentiation. Consider product design as a case in point. Because it can create a pos-
itive experience for customers, design is an important source of differentiation (even
for cost leaders seeking to find ways to add functionalities to their low-cost products
as a way of differentiating their products from competitors) and, hopefully, for firms
emphasizing it, of competitive advantage.”” Apple is often cited as the firm that sets
the standard in design, with the iPod, iPhone, and iPad demonstrating Apple’s prod-
uct design capabilities. Apple’s extremely successful new product launches and market
share captured with them has invited competition, the most significant of which is
Samsung. As described in Chapter 3, Samsung has some strong capabilities and thus
has become a formidable competitor. Although it largely imitates Apple’s products, it
also improves on them by adding features attractive to customers (i.e., imperfect imi-
tation).*® Therefore, Samsung is partially differentiating from Apple’s unique (differen-
tiated) products.

The value chain can be analyzed to determine if a firm is able to link the activities
required to create value by using the differentiation strategy. Examples of value chain
activities and support functions that are commonly used to differentiate a good or ser-
vice are shown in Figure 4.3. Companies without the skills needed to link these activities

Bernhard Lang/fortune.com
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Figure 4.3 Examples of Value-Creating Activities Associated with the Differentiation Strategy

Support
Functions

Finance

Make long-term investments in development of new technology and innovative
products, in marketing and advertising, and in ability to provide exceptional service.

|

Human Resources

Recruit highly qualified employees and invest in training that provides them with the
latest technological knowledge and the capabilities to provide breakthrough services.

|

Management Information Systems

Acquire and develop excellent information systems that provide up-to-date market
intelligence and real-time information in all areas relevant for strategic and major
operational decisions.

» Customers

Value Chain
Activities

Supply-Chain
Management

Develop and
maintain positive

major suppliers.
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receipt of high
quality supplies
(raw materials
and other

. L Marketing Follow-up
Operations Distribution (Including Service
Sales)
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Source: Based on information from M. E. Porter, 1998, Competitive Advantage: Creating and Sustaining Superior Performance, New York: The Free Press;

D. G. Sirmon, M. A. Hitt, & R. D. Ireland, 2007, Managing firm resources in dynamic environments to create value: Looking inside the black box, Academy
of Management Review, 32: 273-292; D. G. Sirmon, M. A. Hitt, R. D. Ireland, & B. A. Gilbert, 2011, Resource orchestration to create competitive advantage:
Breadth, depth and life cycles effects, Journal of Management, 37: 1390-1412.

cannot expect to successfully use the differentiation strategy. Next, we explain how firms
using the differentiation strategy can successfully position themselves in terms of the five
forces of competition (see Chapter 2) to earn above-average returns.

Rivalry with Existing Competitors

Customers tend to be loyal purchasers of products differentiated in ways that are meaning-
ful to them. As their loyalty to a brand increases, customers’ sensitivity to price increases is
reduced. The relationship between brand loyalty and price sensitivity insulates a firm from
competitive rivalry. Thus, reputations can sustain the competitive advantage of firms fol-
lowing a differentiation strategy.* Alternatively, when highly capable rivals such as Samsung
practice imperfect imitation by imitating and improving on products, companies such as
Apple must pay attention. Thus, Apple must try to incrementally improve its iPhone and
iPad products to exploit its investments. However, it must also invest in exploring highly
novel and valuable products to establish new markets to remain ahead of Samsung.*
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Bargaining Power of Buyers (Customers)

The distinctiveness of differentiated goods or services reduces customers’ sensitivity to
price increases. Customers are willing to accept a price increase when a product still sat-
isfies their unique needs better than a competitor’s offering. Thus, the golfer whose needs
are specifically satisfied by Callaway golf clubs will likely continue buying those products
even if the price increases. Purchasers of brand-name food items (e.g., Heinz ketchup
and Kleenex tissues) accept price increases in those products as long as they continue to
perceive that the product satisfies their distinctive needs at an acceptable cost. In all of
these instances the customers are relatively insensitive to price increases because they do
not think an acceptable product alternative exists.

Bargaining Power of Suppliers

Because the firm using the differentiation strategy charges a premium price for its
products, suppliers must provide high-quality components, driving up the firm’s costs.
However, the high margins the firm earns in these cases partially insulate it from
the influence of suppliers in that higher supplier costs can be paid through these
margins.® Alternatively, because of buyers’ relative insensitivity to price increases,
the differentiated firm might choose to pass the additional cost of supplies on to the
customer by increasing the price of its unique product. However, when buyer firms
outsource the total function or large portions of it to a supplier, especially R&D for
a firm following a differentiation strategy, they can become dependent on and thus
vulnerable to that supplier.®

Potential Entrants

Customer loyalty and the need to overcome the uniqueness of a differentiated product
create substantial barriers to potential entrants. Entering an industry under these condi-
tions typically demands significant investments of resources and patience while seeking
customers’ loyalty. In these cases, some potential entrants decide to make smaller invest-
ments to see if they can gain a “foothold” in the market. If it does not work they will not
lose major resources, but if it works they can then invest greater resources to enhance
their competitive position.*

Product Substitutes

Firms selling brand-name goods and services to loyal customers are positioned effectively
against product substitutes. In contrast, companies without brand loyalty face a higher
probability of their customers switching either to products which offer differentiated
features that serve the same function (particularly if the substitute has a lower price) or
to products that offer more features and perform more attractive functions. As such, they
may be vulnerable to innovations from outside the industry that better satisfy customers’
needs (e.g., Apple’s iPod in the music industry).*

Competitive Risks of the Differentiation Strategy

One risk of the differentiation strategy is that customers might decide that the price dif-
ferential between the differentiator’s product and the cost leader’s product is too large. In
this instance, a firm may be offering differentiated features that exceed target customers’
needs. The firm then becomes vulnerable to competitors that are able to offer customers
a combination of features and price that is more consistent with their needs.

Another risk of the differentiation strategy is that a firms means of differentiation may
cease to provide value for which customers are willing to pay. A differentiated product
becomes less valuable if imitation by rivals causes customers to perceive that competitors
offer essentially the same goods or services, but at a lower price. This is the case, as illustrated
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Strategic Focus

Apple vs. Samsung: Apple Differentiates and Samsung Imperfectly Imitates

In recent history Apple has been a product innovator and
dominates the tech industry by creating new markets through
first-mover advantage. This has been done with new concept
products such the iPod, iPhone, and iPad products. Almost
none of its high-tech rivals, such as Samsung, Nokia, BlackBerry,
Google, Dell, and now Lenovo, have created whole new mobile
product categories. However, more recently, Samsung has been
a successful challenger of Apple's products. In fact, it has been so
successful that Apple took Samsung to court with a lawsuit for
patent infringement. Apple won the lawsuit with a nearly

$1 billion judgment against Samsung. Samsung with its Android
(created by Google) operating system appears to be a quick
follower or imitator of Apple's differentiation strategy. Although
Samsung’s Galaxy S4 smartphone with a larger screen was a
great success, the Galaxy S5 fell flat and allowed Apple iPhone 6
products to overtake the market share lead from Samsung.

However, Samsung itself has been challenged by low-end
imitators of the smartphone product. One of these competitors
is Xiaomi Inc, a privately owned smartphone producer in Beijing,
China. Xiaomi's smartphone product has been wildly successful
and popular in China because of its “fan base” network and
online approach for selling low-end smartphones. A competitor
of Xiaomi is Lenovo which recently purchased the Motorola
mobility assets from Google. Xiaomi has been more successful
than Lenovo. Lenovo CEO, Yang Yuanging, has suggested, “the
online model is disrupting the traditional model ... we definitely
need to address this! Xiaomi's fan club approach and online dis-
tribution channel has resulted in lower overhead and a pricing
edge compared to traditional retail vendors. Although Apple
outsold Xiaomi in the fourth quarter of 2014, Xiaomi was not too
far behind. While Apple is seen as a differentiated “luxury prod-
uct,"there is enough quality in the Xiaomi product to challenge
the market share of Apple. However, because the Galaxy S5
product was relatively less well received by consumers, Xiaomi
has surpassed the sales of Samsung. Similarly, Micromax, a low-
end smartphone producer in India, has overtaken Samsung in
India by following Xiaomi's “‘copycat” strategy. As such, these
low-end producers have provided relatively high quality prod-
ucts often sold through nontraditional channels (e.g., Xiaomi's
fan club and online sales channel). They are also rapid second
followers of Apple and have created a dilemma for Samsung.

In response to the very significant success of iPhone 6, as
well as the significant success of low-end phones in large
emerging economies, Samsung has recently introduced its
Galaxy S6 products. Given the competition, Samsung Galaxy S6

©D8nn/Shutterstock.com

phones have copied many of the features of the iPhone 6: high
grade aluminum back and glass screen (Galaxy S5 had a plastic
back) with smooth curved edges, embedded battery, and bet-
ter finger print scanning. Samsung also focused on high quality
apps, even reducing some of their own proprietary apps that
were perceived to be of lower quality. They have also tried to

The Xiaomi Note smartphone device picture here has help the
company challenge Apple and Samsung products in China
and other emerging markets due to its quality at a low price.

improve on the battery life compared to the iPhone 6
and have added wireless charging as an upgrade. The initial
showing of these products suggests a strong upgrade and a
fast response to the iPhone 6 success. It remains to be seen
whether these products will allow it to regain its preeminence
in the luxury market behind Apple. Samsung obviously has a
lot riding on the success of these new products.

Additionally, it has also has come out with the Samsung Pay
system similar to Apple Pay. However it has upped the ante on
Apple Pay by being compatible with the equipment currently
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used by most stores. Apple Pay has been slow to be adopted
by retailers because they need to pay switching costs for

new equipment to process transactions through Apple Pay. It
remains to be seen whether Samsung will be able to maintain
its differentiation relative to Apple’s luxury branded products
and the challengers on the low end such as Xiaomi, Lenovo,
and Micromax.

Sources: J. Cheng, 2015, Samsung unveils Galaxy S6 to answer iPhone 6, Wall
Street Journal, www.wsj.com, March 1; E. Dou, 2015, Lenovo's smartphone chal-

lenge: Battling Apple, Xiaomi in China with Motorola, Wall Street Journal, www.
wsj.com, February 4; A. Fitzpatrick, 2015, Apple might finally be beating Samsung
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in smartphone sales, Time, www.time.com, February 3; R. Flannery, 2015, China’s
smartphone sensation Xiaomi says sells triple in ‘14: Eyes int'l growth, Forbes, www.
forbes.com, January 3; V. Govindarajan & G. Bagla, 2015, Can Indians innovate

in India?, Business Today, 24(4): 120-121; S. Grobart, 2015, Samsung’s fancy new
Galaxy S6 Edge phones, Bloomberg BusinessWeek, www.bloomberg.com, March 1;
S.Y. Lee & H.T. Wolde, 2015, Samsung unveils sleek new Galaxy phones to battle
Apple, Reuters, www.reuters.com, March 2; P. Olson, 2015, Apple’s U.S. iPhone sells
surpass Android for first time in years, Forbes, www.forbes.com, February 4;

M. Reardon, 2015, Samsung answers Apple with curvy Galaxy S6 phones, Samsung
Pay, CNET, www.cnet.com, March 1; T. Bajarin, 2014, How tiny tech firms are dis-
rupting the giants, PC Magazine, December, 36-38. B. Einhorn, B. Shrivastava, &

J. Lee, 2014, Samsung’s China problems come to India, Bloomberg BusinessWeek,
October 27, 44-45; D. Reisinger, 2014, Xiaomi sours while Samsung sinks in Gartner
smartphone market study, eWeek, www.eweek.com, December 16.

in the Strategic Focus, where low-end smartphone producers, Xiaomi and Micromax in
China and India, respectively, are having success competing against Samsung smartphones.*”
A third risk of the differentiation strategy is that experience can narrow customers’ per-
ceptions of the value of a product’s differentiated features. For example, customers having
positive experiences with generic tissues may decide that the differentiated features of the
Kleenex product are not worth the extra cost. To counter this risk, firms must continue to
meaningfully differentiate their product (e.g., through innovation) for customers at a price
they are willing to pay.*®

Counterfeiting is the differentiation strategy’s fourth risk. Counterfeits are products
which are labeled with a trademark or logo that is identical to or indistinguishable from
a legal logo owned by another party, thus infringing the rights of the legal owner. When
a consumer purchases such a product and discovers the deception, regret creates distrust
of the branded product and reduces differentiation.** Companies such as Dell must take
actions to deal with the problems counterfeit goods create for them when their rights are
infringed upon.

4-3¢ Focus Strategies

The focus strategy is an integrated set of actions taken to produce goods or services
that serve the needs of a particular competitive segment. Thus, firms use a focus strategy
when they utilize their core competencies to serve the needs of a particular industry seg-
ment or niche to the exclusion of others. Examples of specific market segments that can
be targeted by a focus strategy include

1. a particular buyer group (e.g., youths or senior citizens),

2. a different segment of a product line (e.g., products for professional painters or the
do-it-yourself group), or

3. a different geographic market (e.g., northern or southern Italy by using a foreign
subsidiary).*

There are many specific customer needs firms can serve by using a focus strategy. For
example, Goya Foods, Inc. is the largest Hispanic-owned food company in the United
States. Segmenting the Hispanic market into unique groups, Goya offers more than 2,200
products to consumers. The firm is a leading authority on Hispanic food and seeks “to
be the premier source for authentic Latin cuisine”” By successfully using a focus strategy,
firms such as Goya gain a competitive advantage in specific market niches or segments,
even though they do not possess an industry-wide competitive advantage.

The focus strategy is an
integrated set of actions
taken to produce goods or
services that serve the needs
of a particular competitive
segment.
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Although the breadth of a target is clearly a matter of degree, the essence of the
focus strategy “is the exploitation of a narrow target’s differences from the balance of
the industry”®* Firms using the focus strategy intend to serve a particular segment of an
industry more effectively than can industry-wide competitors. In fact, entrepreneurial
firms commonly serve a specific market niche or segment, partly because they do not
have the knowledge or resources to serve the broader market. In fact, they generally
prefer to operate “below the radar” of larger and more resource rich firms that serve the
broader market. They succeed when they effectively serve a segment whose unique needs
are so specialized that broad-based competitors choose not to serve that segment or when
they satisfy the needs of a segment being served poorly by industry-wide competitors.

Firms can create value for customers in specific and unique market segments by using
the focused cost leadership strategy or the focused differentiation strategy.

Focused Cost Leadership Strategy

Based in Sweden, IKEA, a global furniture retailer with locations in 35 countries and
territories and sales revenue of 28.7 billion euros in 2014, uses the focused cost leadership
strategy. Young buyers desiring style at a low cost are IKEA’ target customers.” For these
customers, the firm offers home furnishings that combine good design, function, and
acceptable quality with low prices. According to the firm, it seeks “to offer a wide range of
well-designed, functional home furnishing products at prices so low that as many people
as possible will be able to afford them.”s*

IKEA emphasizes several activities to keep its costs low. For example, instead of rely-
ing primarily on third-party manufacturers, the firm’s engineers design low-cost, modu-
lar furniture ready for assembly by customers. To eliminate the need for sales associates or
decorators, IKEA positions the products in its stores so that customers can view different
living combinations (complete with sofas, chairs, tables, etc.) in a single room-like setting,
which helps the customer imagine how furniture will look in their home. A third practice
that helps keep IKEA’s costs low traditionally has been to require customers to transport
their own purchases rather than providing delivery service. However, for competitive
reason, they have recently started to offer a low cost delivery service as an option.

Although it is a cost leader, IKEA also offers some differentiated features that appeal
to its target customers, including its unique furniture designs, in-store playrooms for
children, wheelchairs for customer use, and extended hours. Thus, IKEA’s focused cost
leadership strategy also includes some differentiated features with its low-cost products.

Focused Differentiation Strategy

Other firms implement the focused differentiation strategy. As noted earlier, there are
many dimensions on which firms can differentiate their goods or services. For example,
the new generation of food trucks populating cities such as Los Angeles use the focused
differentiation strategy. They serve organic food crafted by highly trained chefs and well-
known restaurateurs who own and operate many of these trucks. In fact, the Green Truck,
headquartered in Los Angeles, demonstrates these characteristics. Moreover, the owners
of these trucks often use Twitter and Facebook to inform customers of their locations as
they move from point to point in their focal city.”

With a focus strategy, firms must be able to complete various primary value-chain
activities and support functions in a competitively superior manner to develop and sus-
tain a competitive advantage and earn above-average returns. The activities required to
use the focused cost leadership strategy are virtually identical to those of the industry-
wide cost leadership strategy (see Figure 4.2), and activities required to use the focused
differentiation strategy are largely identical to those of the industry-wide differentiation
strategy (see Figure 4.3). Similarly, the manner in which each of the two focus strategies
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allows a firm to deal successfully with the five competitive forces parallels those of the
two broad strategies. The only difference is in the firm’s competitive scope; the firm
focuses on a narrow industry segment. Thus, Figures 4.2 and 4.3 and the text describing
the five competitive forces also explain the relationship between each of the two focus
strategies and competitive advantage. However, the competitive forces in a given industry
often favor either a cost leadership or a differentiation strategy.”®

Competitive Risks of Focus Strategies

With either focus strategy, the firm faces the same general risks as does the company using
the cost leadership or the differentiation strategy on an industry-wide basis. However,
focus strategies have three additional risks.

First, a competitor may be able to focus on a more narrowly defined competitive segment
and thereby “out-focus” the focuser. This would happen to IKEA if another firm found a way
to offer IKEAs customers (young buyers interested in stylish furniture at a low cost) addi-
tional sources of differentiation while charging the same price or to provide the same service
with the same sources of differentiation at a lower price. Second, a company competing
on an industry-wide basis may decide that the market segment served by the firm using a
focus strategy is attractive and worthy of competitive pursuit.” For example, as noted in the
Opening Case, Krogers, Safeway, and Walmart are seeking to compete with focused organic
grocers Whole Foods and Trader Joes. As a result, Whole Food’s has lowered its prices on
many items, increased its advertising, introduced more private brands, and is testing a loy-
alty program in order to compete more effectively. Co-CEO and founder, John Mackey;, said,

“Whole Foods Market is a very competitive company, and when we are challenged, when
competition rears its head, we respond.”*® Its strategy has resulted in more customers coming
to its stores, although in earlier stages of its response, it profit margins were eroding.

The third risk involved with a focus strategy is that the needs of customers within a
narrow competitive segment may become more similar to those of industry-wide custom-
ers as a whole over time. As a result, the advantages of a focus strategy are either reduced
or eliminated. As illustrated in the example in the Strategic Focus, the unique demand of
do-it-yourself electronic dabblers that RadioShack traditionally focused on dissipated
over time. RadioShack executives struggled over many years to find the right focus
and made too many strategic changes over time, which ultimately lead to bankruptcy.

4-3d Integrated Cost Leadership/Differentiation Strategy

Most consumers have high expectations when purchasing goods or services. In general, it
seems that most consumers want to pay a low price for products with somewhat highly
differentiated features. Because of these customer expectations, a number of firms engage
in primary value-chain activities and support functions that allow them to simultane-
ously pursue low cost and differentiation.®® Firms seeking to do this use the integrated
cost leadership/differentiation strategy which involves engaging in primary value-chain
activities and support functions that allow a firm to simultaneously pursue low cost and
differentiation. The objective of using this strategy is to efficiently produce products with
some differentiated features. Efficient production is the source of maintaining low costs,
while differentiation is the source of creating unique value. Firms that successfully use the
integrated cost leadership/differentiation strategy usually adapt quickly to new technolo-
gies and rapid changes in their external environments. Simultaneously concentrating on
developing two sources of competitive advantage (cost and differentiation) increases the
number of primary value-chain activities and support functions in which the firm must
become competent. Such firms often have strong networks with external parties that per-
form some of the value-chain activities and/or support functions.® In turn, having skills
in a larger number of activities and functions makes a firm more flexible.
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The integrated cost
leadership/differentiation
strategy involves engaging
in primary value-chain
activities and support
functions that allow a firm to
simultaneously pursue low
cost and differentiation.
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Strategic Focus

RadioShack’s Failed Focus Strategy: Strategic Flip-Flopping

RadioShack filed for bankruptcy in February 2015 after nearly

a century of being a mainstay in American malls and on “Main
Street” throughout the United States. Of course, one reason

is that the business of selling electronic components prod-
ucts has been degraded by online sellers such as Amazon.
RadioShack tried to avert bankruptcy by closing stores, but

its finances deteriorated faster than expected. Because of the
financial distress, it had turned to private equity for capital as it
tried to turn around its poor performance, but the demands by
these creditors increased the decline.

The real strategy difficulties, however, pertain to its efforts
to pursue many different trends without a consistent under-
lying strategic approach. RadioShack was founded in Boston
in 1921, 94 years prior to its bankruptcy. It flourished in the
1970s and 1980s by focusing on “electronic gadgetry." At
first their strategy focused on ham radio enthusiasts. When
Charles Tandy took over as CEO in 1963, the chain had been
well established for decades with a focus on hobbyist and
do-it-yourselfers. At the time, RadioShack eschewed national
brands and sold private RadioShack brands including acces-
sories, batteries, and a wide range of transistors and capac-
itors. All of these items could be heavily marked up. One
could describe this as a focus differentiation strategy with an
emphasis on electronic gadgets that the customers could
improve through modifications and accessorizing. “The target
audience was people who needed one piece of equipment
every week, focusing on technologically oriented people with
enthusiasm for RadioShack’s products.

They also had a 100+ page catalogs filled with stuff like
stylus, tape head demagnetizers, Realistic (RadioShack private
brand) receivers and speakers, intercoms, and boomboxes.

CB radios became another trend the RadioShack consumers
followed, which became popular during the oil crisis in the
early 1970s. When this trend slowed, they focused on personal
computers. The TRS 80, one of the first mass-market personal
computers, helped to replace the CB radio boom. This com-
puter, with 16K of memory, used software designed by a"little
known start-up named Microsoft” However as the computer
business became commoditized and profit-margins decreased,
RadioShack needed a new “anchor” product. They found it in
cell phones.

In the 1990s, Radio-Shack opened a number of big box
electronic stores, including Incredible Universe, Famous
Brand Electronics, and Computer City. These were essentially

“anti-RadioShacks! These RadioShack-owned brands were

ultimately pillaged by large online sellers of electronic prod-
ucts and became an albatross for RadioShack even though
the large volume of products sold allowed them to reach
the peak revenue in 1996 ($6.3B). RadioShack was a specialty
store. These large stores failed because, as CEO Leonard
Roberts looking back lamented, “I don't think we knew how
to operate those stores!”

However, RadioShack was good at selling cell phones
when they became popular. Their customers were intrigued
but intimidated with this new product, and the salespeople
could spend time helping them to pick the right product.
However, signing someone up for a mobile phone contract
took 45 minutes, and many stores were staffed for long
stretches by a single employee. Their regular customers in
search of the right small electronic component or accessory
often left in frustration because they couldn’t get the help
needed because RadioShack employees were focused on
selling cell phones. Likewise, RadioShack lost in e-commerce.
They tried a ship-to-store model with RadioShack Unlimited,
but RadioShack’s executives never truly committed to

e-commerce. In essence, because its differentiation focus

Paul Hawthorne/Wirelmage/Getty Images

It it early stages (this photo is from 2003), Radio
Shack was very successful but it lost its focus as it

tried too many different strategic approaches.

strategy on the hobbyist and electronic enthusiast was com-
promised by trying to focus on different trends and achieve
growth, seemingly required by capital markets, RadioShack
was never able to recover its focus and apply a consistent
strategic approach.
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Ultimately its technologically-oriented mainstay customers Week, Feb 9-15, 54-59; L. Chen, 2015, Next RadioShack? Here are the most

were offended and found other sources for their product pur-

troubled retail stores. Forbes, February 10, 13; D. Fitzgerald & M. Jarzemsky,
2015, Beseiged RadioShack spirals into bankruptcy, Wall Street Journal,

chases, mostly through online sources. In the end, RadioShack Feb 6, A1-A2; S. Grossman, 2015, John Oliver wants you to remember that

just wasn't getting the traffic needed to drive revenues, and its one day we'll all be like RadioShack, Time, www.time.com, February 12;
C. Mims, 2015, RadioShack suffers as free time evaporated, Wall Street

Journal, Feb 9, B1, B6; P. Wahba, 2015, RadioShack pulls the plug and files
for bankruptcy, Fortune, www.fortune.com, February 9.

differentiation strategy failed.

Sources: J. Brustein, 2015, Inside RadioShack’s collapse: How did the elec-
tronics retailer go broke? Gradually, then all at once, Bloomberg Business

Concentrating on the needs of its core customer group (e.g., higher-income, fashion-
conscious discount shoppers), Target stores uses an integrated cost leadership/differentiation
strategy as shown by its “Expect More. Pay Less” brand promise in its mission statement.
It does this by seeking to provide convenience by a faster checkout, increased savings for
quality products, and a dedicated team providing more personalized service.*

Often firms are “caught in the middle” because they do not differentiate effectively or
provide the lowest-cost goods. JCPenney is a prime example of this failure. It attempted
to integrate low cost (reducing pricing on most goods in the store) with differentiation
(creating specialized stores for name-brand goods within each store). This strategy is
very difficult to implement effectively. It could not compete with the low-cost leaders
such as Walmart and Family Dollar stores, nor could it compete effectively with the more
upscale and differentiated department stores, such as Target and Macy’s. RadioShack (see
the Strategic Focus) provides another example of a firm “caught in the middle” between
maintain differentiation on electronic dabblers and seeking new growth trends such as
selling cellphones to achieve low cost through volume.

Interestingly, most emerging market firms have competed using the cost leadership
strategy. Their labor and other supply costs tend to be considerably lower than multina-
tional firms based in developed countries. However, in recent years some of the emerging
market firms are building their capabilities to produce innovation. Coupled with their
capabilities to produce lower cost goods, they may be able to gain an advantage on large
multinational firms. As such, some of the emerging market firms are beginning to use an
integrated low cost and differentiation strategy.”

Flexibility is required for firms to complete primary value-chain activities and sup-
port functions in ways that allow them to use the integrated cost leadership/differentiation
strategy in order to produce somewhat differentiated products at relatively low costs.
Chinese auto manufacturers have developed a means of product design that provides a
flexible architecture that allows low-cost manufacturing but also car designs that are differ-
entiated from competitors.” Flexible manufacturing systems, information networks, and
total quality management systems are three sources of flexibility that are particularly useful
for firms trying to balance the objectives of continuous cost reductions and continuous
enhancements to sources of differentiation as called for by the integrated strategy.

Flexible Manufacturing Systems

Using a flexible manufacturing system (FMS), the firm integrates human, physical, and
information resources to create relatively differentiated products at relatively low costs.
A significant technological advance, the FMS is a computer-controlled process used to
produce a variety of products in moderate, flexible quantities with a minimum of manual
intervention.* Automobile manufacturing in the Ford-Changan alliance in Chongqing
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shows the clear benefits of flexible pro-
duction. As Yuan Fleng Xin, manufactur-
ing engineering manager for the Changan
Ford partnership, notes: “We can intro-
duce new models within hours, simply
by configuring the line for production
of the next model, while still being able
to produce the existing models during
the introduction of new models ... This
allows the phasing-in of new models, and
the phasing-out of old models, directly
driven by market demand and not by pro-
duction capacity, lead time nor a need to
wait for infrastructure build-up”* Often

FMS car system.PNG

This photo illustrates the flexibility of computer aided manufacturing the flexibility is derived from modulariza-
lines as two different vehicle bodies are pieced together on the same line. tion of the manufacturing process (and

sometimes other value-chain activities as

well).1¢
The goal of a FMS is to eliminate the “low cost versus product variety” trade-
off that is inherent in traditional manufacturing technologies. Firms use a FMS to
change quickly and easily from making one product to making another. Used prop-
erly, a FMS allows the firm to respond more effectively to changes in its customers’
needs, while retaining low-cost advantages and consistent product quality. Because a
FMS also enables the firm to reduce the lot size needed to manufacture a product effi-
ciently, the firm’s capacity to serve the unique needs of a narrow competitive scope is
higher. In industries of all types, effective combinations of the firm’s tangible assets
(e.g., machines) and intangible assets (e.g., employee skills) facilitate implementation of com-
plex competitive strategies, especially the integrated cost leadership/differentiation strategy.

Information Networks
By linking companies with their suppliers, distributors, and customers information net-
works provide another source of flexibility. These networks, when used effectively, help
the firm satisfy customer expectations in terms of product quality and delivery speed.*”
Earlier, we discussed the importance of managing the firm’s relationships with its cus-
tomers in order to understand their needs. Customer relationship management (CRM) is
one form of an information-based network process that firms use for this purpose.””® An
effective CRM system provides a 360-degree view of the company’s relationship with cus-
tomers, encompassing all contact points, business processes, and communication media
and sales channels. Salesforce.com is the largest provider of online customer relationship
management, and it is moving to the cloud, allowing large database storage and access
from multiple devices including smartphones.” The firm can use this information to
determine the trade-offs its customers are willing to make between differentiated features
and low cost—an assessment that is vital for companies using the integrated cost leader-
ship/differentiation strategy. Managing supply chains through sophisticated information
networks is also prominent in today’s information-based society.”® Such systems help
firms to monitor their markets and stakeholders and allow them to better predict future
scenarijos. This capability helps firms to adjust their strategies to be better prepared for
the future. Thus, to make comprehensive strategic decisions with effective knowledge of
the organization’s context, good information flow is essential. Better quality managerial
decisions require accurate information on the firm’s environment.
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Total Quality Management Systems

Total quality management (TQM) is a managerial process that emphasizes an organi-
zation’s commitment to the customer and to continuous improvement of all processes
through problem-solving approaches based on empowerment of employees.” Firms
develop and use TQM systems to

1. increase customer satisfaction,
2. cut costs, and
3. reduce the amount of time required to introduce innovative products to the marketplace.™

Firms able to simultaneously reduce costs while enhancing their ability to develop
innovative products increase their flexibility, an outcome that is particularly helpful to
firms implementing the integrated cost leadership/differentiation strategy. Exceeding
customers’ expectations regarding quality is a differentiating feature and eliminating
process inefficiencies to cut costs allows the firm to offer that quality to customers at
a relatively low price. Thus, an effective TQM system helps the firm develop the flex-
ibility needed to identify opportunities to simultaneously increase differentiation and
reduce costs. Research has found that TQM systems facilitate cost leadership strategies
more effectively than they do differentiating strategies when the strategy is implemented
alone.”s However, it facilitates the potential synergy between the two strategies when they
are integrated into one. TQM systems are available to all competitors so they may help
firms maintain competitive parity, but alone they rarely lead to a competitive advantage.”

Competitive Risks of the Integrated Cost

Leadership/Differentiation Strategy

The potential to earn above-average returns by successfully using the integrated cost
leadership/differentiation strategy is appealing. However, it is a risky strategy because
firms find it difficult to perform primary value-chain activities and support functions in
ways that allow them to produce relatively inexpensive products with levels of differen-
tiation that create value for the target customer. Moreover, to properly use this strategy
across time, firms must be able to simultaneously reduce costs incurred to produce prod-
ucts (as required by the cost leadership strategy) while increasing product differentiation
(as required by the differentiation strategy).

Firms that fail to perform the value-chain activities and support functions in an opti-
mum manner become “stuck in the middle” Being stuck in the middle means that the
firm’s cost structure is not low enough to allow it to attractively price its products and
that its products are not sufficiently differentiated to create value for the target customer.
This appears to be the problem experienced by JCPenney, at least as perceived by the cus-
tomers. Its prices were not low enough and the differentiation not great enough to attract
the customers needed. In fact, its declining sales suggest that it lost many of its current
customers without attracting others to offset the loss. These firms will not earn above-
average returns and will earn average returns only when the structure of the industry in
which it competes is highly favorable.*® Thus, companies implementing the integrated
cost leadership/differentiation strategy must be able to produce (or offer) products that
provide the target customer some differentiated features at a relatively low cost/price.

Firms can also become stuck in the middle when they fail to successfully implement
either the cost leadership or the differentiation strategy. In other words, industry-wide
competitors too can become stuck in the middle. Trying to use the integrated strategy is
costly in that firms must pursue both low costs and differentiation.

Firms may need to form alliances with other companies to achieve differentiation, yet
alliance partners may extract prices for the use of their resources that make it difficult
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to meaningfully reduce costs.”” Firms may be motivated to make acquisitions to main-
tain their differentiation through innovation or to add products to their portfolio not
offered by competitors.”® Research suggests that firms using “pure strategies,” either cost
leadership or differentiation, often outperform firms attempting to use a “hybrid strat-
egy” (i.e., integrated cost leadership/differentiation strategy). This research suggests the
risky nature of using an integrated strategy.”> However, the integrated strategy is becom-
ing more common and perhaps necessary in many industries because of technological
advances and global competition. This strategy often necessitates a long-term perspec-
tive to make it work effectively, and therefore requires dedicated owners that allow the
implementation of a long-term strategy that can require several years to produce positive

returns.”*°

SUMMARY

A business-level strategy is an integrated and coordinated set
of commitments and actions the firm uses to gain a compet-
itive advantage by exploiting core competencies in specific
product markets. Five business-level strategies (cost leadership,
differentiation, focused cost leadership, focused differentiation,
and integrated cost leadership/differentiation) are examined

in the chapter.

Customers are the foundation of successful business-level
strategies. When considering customers, a firm simultaneously
examines three issues: who, what, and how. These issues,
respectively, refer to the customer groups to be served, the
needs those customers have that the firm seeks to satisfy, and
the core competencies the firm will use to satisfy customers’
needs. Increasing segmentation of markets throughout the
global economy creates opportunities for firms to identify
more distinctive customer needs that they can serve with one
of the business-level strategies.

Firms seeking competitive advantage through the cost lead-
ership strategy produce no-frills, standardized products for an
industry’s typical customer. However, these low-cost products
must be offered with competitive levels of differentiation.
Above-average returns are earned when firms continuously
emphasize efficiency such that their costs are lower than those
of their competitors, while providing customers with products
that have acceptable levels of differentiated features.

Competitive risks associated with the cost leadership strategy
include (1) a loss of competitive advantage to newer technolo-
gies, (2) a failure to detect changes in customers’ needs, and

(3) the ability of competitors to imitate the cost leader’s com-
petitive advantage through their own distinct strategic actions.

Through the differentiation strategy, firms provide custom-
ers with products that have different (and valued) features.
Differentiated products must be sold at a cost that custom-
ers believe is competitive relative to the product’s features
as compared to the cost/feature combinations available
from competitors’ goods. Because of their distinctiveness,

differentiated goods or services are sold at a premium price.
Products can be differentiated on any dimension that some
customer group values. Firms using this strategy seek to
differentiate their products from competitors’ goods or ser-
vices on as many dimensions as possible. The less similarity
to competitors’ products, the more buffered a firm is from
competition with its rivals.

Risks associated with the differentiation strategy include (1) a
customer group’s decision that the unique features provided
by the differentiated product over the cost leader’s goods or
services are no longer worth a premium price, (2) the inabil-
ity of a differentiated product to create the type of value for
which customers are willing to pay a premium price, (3) the
ability of competitors to provide customers with products
that have features similar to those of the differentiated prod-
uct, but at a lower cost, and (4) the threat of counterfeiting,
whereby firms produce a cheap imitation of a differentiated
good or service.

Through the cost leadership and the differentiated focus strat-
egies, firms serve the needs of a narrow market segment (e.g.,
a buyer group, product segment, or geographic area). This
strategy is successful when firms have the core competencies
required to provide value to a specialized market segment
that exceeds the value available from firms serving customers
across the total market (industry).

The competitive risks of focus strategies include (1) a compet-
itor’s ability to use its core competencies to “out focus” the
focuser by serving an even more narrowly defined market
segment, (2) decisions by industry-wide competitors to focus
on a customer group’s specialized needs, and (3) a reduction in
differences of the needs between customers in a narrow mar-
ket segment and the industry-wide market.

Firms using the integrated cost leadership/differentiation strat-
egy strive to provide customers with relatively low-cost prod-
ucts that also have valued differentiated features. Flexibility

is required for firms to learn how to use primary value-chain
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activities and support functions in ways that allow them to
produce differentiated products at relatively low costs. This
flexibility is facilitated by flexible manufacturing systems and
improvements and interconnectedness in information systems
within and between firms (buyers and suppliers). The primary

KEY TERMS

business-level strategy 111
cost leadership strategy 118
differentiation strategy 122
focus strategy 127

REVIEW QUESTIONS

1. What is a business-level strategy?

2. What is the relationship between a firm's customers and its
business-level strategy in terms of who, what, and how? Why is
this relationship important?

3. What are the differences among the cost leadership, differenti-
ation, focused cost leadership, focused differentiation, and inte-
grated cost leadership/differentiation business-level strategies?

Mini-Case
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risk of this strategy is that a firm might produce products that
do not offer sufficient value in terms of either low cost or dif-
ferentiation. In such cases, the company becomes “stuck in the
middle.” Firms stuck in the middle compete at a disadvantage
and are unable to earn more than average returns.

integrated cost leadership/differentiation
strategy 129

market segmentation 114

total quality management (TQM) 133

4. How can each of the business-level strategies be used to

position the firm relative to the five forces of competition in a
way that helps the firm earn above-average returns?

5. What are the specific risks associated with using each

business-level strategy?

Is JCPenney Killing Itself with a Failed Strategy?

A few years ago, JCPenney was a traditional, low-end
department store that appeared to be in a slow decline.
Bill Ackman of Pershing Square Capital Management, a
hedge fund investor, bought a large stake in the company
and pushed to hire a new CEO, Ron Johnson. Johnson,
who had successfully created the Apple retail store con-
cept, was tasked with turning around the company’s
fortunes.

In January 2012, Johnson announced the new strategy for
the company and rebranding of JCPenny. The strategy an-
nounced by Johnson entailed a remake of the JCPenny retail
stores to create shops focused on specific brands such as Levi’s,
IZOD, and Liz Claiborne and types of goods such as home
goods featuring Martha Stewart products within each store.
Simultaneously, Johnson announced a new pricing system.

The old approach of offering special discounts through-
out the year was eliminated in favor of a new custom-
er-value pricing approach that reduced prices on goods
across the board by as much as 40 percent. So, the price
listed was the price to be paid without further discounts.
The intent was to offer customers a “better deal” on all
products as opposed to providing special, high discounts
on selected products.

The intent was to build JCPenny into a higher-end (a
little more upscale) retailer that provided good prices on
branded merchandise (mostly clothes and home goods).
These changes overlooked the firm’s current customers;
JCPenny began competing for customers who normally
shopped at Target, Macy’s, and Nordstrom, to name a
few of its competitors. Unfortunately, the first year of this
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new strategy appeared it to be a failure. Total sales in 2012
were $4.28 billion less than in 2011, and the firm’s stock
price declined by 55 percent. Interestingly, its Internet sales
declined by 34 percent compared to an increase of 48 per-
cent for its new rival, Macy’s. All of this translated into a net
loss for the year of slightly less than $1 billion for JCPenny.

It seems that the new executive team at JCPenny
thought that they could retain their current customer
base (perhaps with the value pricing across the board),
while attracting new customers with the new “store-
within-a-store” concept. According to Roger Martin, a
former executive, strategy expert, and current Dean at
the University of Toronto, “.. the new JCPenney is com-
peting against and absolutely slaughtering an import-
ant competitor, and it’s called the old J.C. Penney.” Only
about one-third of the stores had been converted to the
new approach when the company began to heavily pro-
mote the concept. Its new store sales produced increases
in sales per square foot, but the old stores’ sales per square
foot markedly declined. It appears that Penney was not
attracting customers from its rivals but rather cannibal-
izing customers from its old stores. According to Martin
the new CEO likely understands a lot about capital mar-
kets but does not know how to satisfy customers and
gain a competitive advantage. Additionally, the former
CEO of JCPenney, Allen Questrom, described Johnson
as having several capabilities (e.g., intelligent, strong
communicator) but believes that he and his executive
team made a major strategic error and was especially
insensitive to the JCPenny customer base.
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The question now is whether the company can sur-
vive such a major decline in sales and stock price. In
2013, it announced the layoff of approximately 2,200
employees to reduce costs. In addition, CEO Johnson
announced that he was reinstituting selected discounts
in pricing and offering comparative pricing on products
(relative prices with rivals). The good news is that trans-
formed stores are obtaining sales of $269 per square foot,
whereas the older stores are producing $134 per square
foot. Will Johnson’ strategy survive long enough for all
of the stores to be converted and save the company? The
answer is probably not, because Johnson was fired by
the JCPenny board of directors on April 8, 2013, about
1.5 years after he assumed the CEO position.

Sources: P. Wahba, 2015, J.C. Penney still blaming Ron Johnson-era for
slow profit growth Fortune, www.fortune.com, March; N. Tichy, 2014,
J.C. Penney and the terrible costs of hiring an outsider CEO, Fortune,
www.fortune.com, November 13; J. Reingold, A. Sloan, & D. Burke, 2013,
When Wall Street wears the pants, Fortune, April 8, 74-81; S. Schaefer,
2013, Ron Johnson out as JCPenney chief, Forbes, www.forbes.com,

April 8; M. Nisen, 2013, Former JC Penney CEO says Ron Johnson is ‘a
very nice man’ who will probably fail, Yahoo! Finance, finance.yahoo.com,
accessed April 6; B. Byrnes, 2013, How J.C. Penney is killing itself, The
Motley Fool, www.fool.com, March 31; B. Jopson, 2013, JC Penney cuts
2,200 jobs as retailer struggles, Financial Times, www.ft.com, March 8;

J. Macke, 2013, J.C. Penney’s last shot at survival, Yahoo! Finance, finance.
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and big loss at JC Penney, New York Times, www.nytimes.com, February
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Case Discussion Questions

1. What strategy was the new CEO at JCPenney seeking to imple-
ment given the generic strategies found in Chapter 4?

2. What was the result of change in strategy implemented?
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3. Why was this strategy a disaster for JCPenney?

4. What does it mean to be “stuck in the middle” between two
strategies (i.e., between low cost and differentiation strategies)?
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Competitive Rivalry and O "o
Competitive Dynamics | '

5-1 Define competitors, competitive
rivalry, competitive behavior, and
competitive dynamics.

-
5-2 Describe market commonality and
resource similarity as the building
blocks of a competitor analysis.

5-3 Explain awareness, moﬁ/ation,
*and ability as drivers of =«
competitive behavior.

5-4 Discuss factors affecting the
likelihood a competitor will take

competitive actions. .

5-5 Describe factors affecting the
likelihood a competitor, will
respond to actions taken by its ‘
competitors. ”

5-6 Explain compgtitive dynamics in
slow-cycle, in fast-cycle, and in
standard-cycle markets.
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DOES GOOGLE HAVE COMPETITION?
DYNAMICS OF THE HIGH TECHNOLOGY MARKETS

Google is especially known for its search business. In fact, many people now say they
“googled it” when explaining that they searched the Internet for information on a particular
subject. Google's market share of the search markets is estimated to be about 75 percent in
the United States and an even higher 90 percent in Europe. In fact, many argue that this level
of market share gives Google an effective monopoly in these markets. Of course, this level of
market share has given Google significant power with advertisers and customers, power which
the firm can use against its competitors. For example, the Federal Trade Commission (FTC) in
the United States has stated that Google has pressured sites such as Yelp, TripAdvisor, and even
Amazon to allow it to obtain information on users of their sites. Additionally, the FTC argued that
Google has prevented advertisers from placing advertisements on other search engines. But,
the FTC also stated that Google had violated no laws. Google’s two largest rivals in the search
business are Bing and
Yahoo, both of which
have about 12+ percent
of the market. Yet, with
continuing changes at
other Internet-based com-
panies, firms such as
Amazon and Facebook
may become important
search market rivals in the
near future by changing
the focus of online shop-
pers. These companies
now compete for advertis-
ers in a number of markets.

Google is much more
than a search business.

It has entered many mar-
kets and is doing research
on and/or preparing to enter many more markets. For example, Google recently opened its
first Google retail shop in London and plans to open several more. The intent is to compete, at
least partially, with Apple’s successful retail stores. In another service market, Google recently
introduced Android Pay as a competitive response to Apple Pay and Samsung Pay (also in
response to Applée’s service product). Google has introduced a new flight search tool, Google
Flights, that helps customers find the best (including cheapest) airplane flights. This new ser-
vice competes with several such services but especially with its large rival Expedia (originally
started by Microsoft) which acquired Travelocity and Orbitz (two major competitors) in 2015.

Google has also recently entered several other new markets, such as the insurance search
market (e.g., for the best auto insurance), and is offering wireless connection to the Internet
competing with large telecommunications providers AT&T and Verizon. It is also planning en-
tries in the smartphone and smartwatch markets. The smartwatch product is being developed
in an alliance with TAG Heuer and Intel. The Google prototype smartphone will operate with a
core product and multiple components. It will be similar to a Lego product where a customer
can change screens such as adding a large screen to watch a major sporting event (e.g., the
Super Bowl). Of course, these smartphone and smartwatch products will compete directly
with Apple products and other companies as well.

Thus, Google competes in many markets and with multiple rivals. In some markets, Google
dominates such as information search. But in other markets, it is a new entrant with a small
market share competing against established and major companies (e.g., airline flight search
and wireless Internet services). In some markets, Google is a primary actor (e.g., search) offer-
ing major new services, and in other markets, it is a responder (e.g., Android Pay). As a result,
Google’s competitive actions are exceedingly complex with competitive dynamics across
multiple markets and competitors.
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Competitors are firms
operating in the same market,
offering similar products, and
targeting similar customers.

Competitive rivalry is the
ongoing set of competitive
actions and competitive
responses that occur among
firms as they maneuver for
an advantageous market
position.

Competitive behavior

is the set of competitive
actions and responses a firm
takes to build or defend its
competitive advantages
and to improve its market
position.

Multimarket competition
occurs when firms compete
against each other in several
product or geographic
markets.

Competitive dynamics
refer to all competitive
behaviors—that is, the total
set of actions and responses
taken by all firms competing
within a market.

Sources: K. Benner, 2015, Don't be afraid of the big, bad Google, The New Zealand Herald, www.nzherald.co.nz, March 28;
S. Buckley, 2015, Google Fiber’s presence pressures AT&T to adjust 1 gig pricing plans, FierceTelecom, www.fiercetelecom.
com, April 1; A. Chowdhry, 2015, Google’s new flight search tool helps you find the best price, Forbes, www.forbes.com,
February 27; C. Dougherty, 2015, Google and Intel to team up with TAG Heuer on a luxury smartwatch, New York Times,
bitys.blog.nytimes.com, March 19; 2015, Google high street riposte to Apple, Yahoo, uk.news.yahoo.com, March 11;

2015, Google opens its first retail store, RTE News, www.rte.ie, March 11; D. Lumb, 2015, Google answers Apple Pay with
(surprise) Android Pay, Fast Company, www.fastcompany.com, March 2; V. Kotsev, 2015, Google shows off the smartphone
of the future, and it’s basically a Lego set, Fast Company, www.fastcompany.com, January 14; D. Lyons, 2015, Five myths
about Google, The Washington Post, www.washingtonpost.com, March 20; 2015, Zuckerberg downplays Facebook/Google
rivalry, SeekingAlpha, www.seekingalpha.com, March 26; 2014, Google plans to test high-speed wireless Internet, Fortune,
fortune.com, October 15.

Firms operating in the same market, offering similar products, and targeting similar
customers are competitors.’ Google has many competitors because it competes in a
number of markets. For example, Google competes against Bing and Yahoo in the general
search market and against AT&T and Verizon in the wireless Internet market. Its planned
entry into the smartphone market will compete against Apple and Samsung, among oth-
ers. Thus, Google engages in a significant amount of competitive behavior (defined fully
below, competitive behavior is essentially the set of actions and responses a firm takes as
it competes against its rivals).

Firms interact with their competitors as part of the broad context within which they
operate while attempting to earn above-average returns.> Another way to consider this is
to note that no firm competes in a vacuum; rather, each firm’s actions are part of a mosaic
of competitive actions and responses taking place among a host of companies seeking
the same objective—superior performance. And evidence shows that the decisions firms
make about their interactions with competitors significantly affect their ability to earn
above-average returns.’ Because of this, firms seek to reach optimal decisions when con-
sidering how to compete against their rivals.*

Competitive rivalry is the ongoing set of competitive actions and competitive
responses that occur among firms as they maneuver for an advantageous market posi-
tion.* Especially in highly competitive industries, firms constantly jockey for advantage
as they launch strategic actions and respond or react to rivals’ moves.® It is important for
those leading organizations to understand competitive rivalry because the reality is that
some firms learn how to outperform their competitors, meaning that competitive rivalry
influences an individual firm’s ability to gain and sustain competitive advantages.” Rivalry
results from firms initiating their own competitive actions and then responding to actions
taken by competitors.®

Competitive behavior is the set of competitive actions and responses a firm takes to
build or defend its competitive advantages and to improve its market position.® As explained
in the Opening Case, Google takes many major actions to compete but also responds to
rival’s strategic action as exemplified by its Android Pay in response to similar services
offered by Apple and Samsung. Through competitive behavior, Google seeks to successfully
position itself relative to the five forces of competition (see Chapter 2) and to defend its
current competitive advantages while building advantages for the future (see Chapter 3).

Increasingly, competitors engage in competitive actions and responses in more than
one market which can be observed with Google and Apple and with Google and Amazon,
for example.*® Firms competing against each other in several product or geographic mar-
kets are engaged in multimarket competition.” All competitive behavior—that is, the
total set of actions and responses taken by all firms competing within a market—is called
competitive dynamics. The relationships among all of these key concepts are shown in
Figure 5.1.
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Figure 5.1 From Competition to Competitive Dynamics
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Source: Adapted from M. J. Chen, 1996, Competitor analysis and inferfirm rivalry: Toward a theoretical integration, Academy of Management Review, 21: 100-134.

This chapter focuses on competitive rivalry and competitive dynamics. A firm’s strate-
gies are dynamic in nature because actions taken by one firm elicit responses from compet-
itors that, in turn, typically result in responses from the firm that took the initial action.
For example, in recent years, cigarette manufacturers took actions to introduce electronic
cigarettes as a new product. Commonly called e-cigarettes, and with their health benefits
still unknown, this product is a battery-powered device that converts heated, nicotine-laced
liquid into vapor. The more prominent position in this market has been held by Lorillard,
Inc., which is now merging with Reynolds American to become an even more formidable
competitor in this market and other tobacco product markets. The other large tobacco
product firm, Altria Group, introduced its MarkTen e-cigarette to compete with the other
major firms in this market. Additional competitive actions and responses among these firms
and with international cigarette manufacturers can be expected in the foreseeable future.”

Competitive rivalries affect a firm’s strategies, as a strategy’s success is determined not
only by the firm'’s initial competitive actions but also by how well it anticipates competitors’
responses to them and by how well the firm anticipates and responds to its competitors’ ini-
tial actions (also called attacks). Although competitive rivalry affects all types of strategies
(e.g., corporate-level, merger and acquisition, and international), its dominant influence is
on the firm’s business-level strategy or strategies. Indeed, firms’ actions and responses to
those of their rivals are part of the basic building blocks of business-level strategies.”

Recall from Chapter 4 that business-level strategy is concerned with what the firm does
to successfully use its core competencies in specific product markets. In the global economy,
competitive rivalry is intensifying, meaning that its effect on firms’ strategies is increasing.
However, firms that develop and use effective business-level strategies tend to outperform com-
petitors in individual product markets, even when experiencing intense competitive rivalry.
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5-1 A Model of Competitive Rivalry

Competitive rivalry evolves from the pattern of actions and responses as one firm’s com-
petitive actions have noticeable effects on competitors, eliciting competitive responses
from them.* This pattern suggests that firms are mutually interdependent, that they are
affected by each other’s actions and responses, and that marketplace success is a function
of both individual strategies and the consequences of their use.”

Increasingly, executives recognize that competitive rivalry can have a major effect
on the firm’s financial performance and market position.” For example, research shows
that intensified rivalry within an industry results in decreased average profitability for
the competing firms.” Although Apple essentially created the smartphone market in
2007 by launching the iPhone, some believe that Google’s Android has rapidly reshaped
the market, as evidenced by the fact that nearly half of all smartphones shipped in 2012
ran on the Android platform. The Opening Case explains how Google is creating the
smartphone of the future which, when introduced, will likely only increase its rivalry with
Apple, Samsung, and other smartphone providers.

Figure 5.2 presents a straightforward model of competitive rivalry at the firm level; this
type of rivalry is usually dynamic and complex. The competitive actions and responses
the firm takes are the foundation for successfully building and using its capabilities and
core competencies to gain an advantageous market position.>

The model in Figure 5.2 presents the sequence of activities commonly involved in
competition between a firm and its competitors. Companies use this model to under-
stand how to predict a competitor’s behavior and reduce the uncertainty associated with
it.» Being able to predict competitors’ actions and responses has a positive effect on
the firm’s market position and its subsequent financial performance.” The total of all
the individual rivalries modeled in Figure 5.2 that occur in a particular market reflect the
competitive dynamics in that market.

The remainder of the chapter explains components of the model shown in Figure 5.2.
We first describe market commonality and resource similarity as the building blocks of a
competitor analysis. Next, we discuss the effects of three organizational characteristics—
awareness, motivation, and ability—on the firm’s competitive behavior. We then examine
competitive rivalry between firms (interfirm rivalry). To do this, we explain the factors

Figure 5.2 A Model of Competitive Reality
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Source: Adapted from M. J. Chen, 1996, Competitor analysis and inferfirm rivalry: Toward a theoretical integration, Academy of Management Review, 21: 100-134.
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that affect the likelihood a firm will take a competitive action and the factors that affect
the likelihood a firm will respond to a competitor’s action. In the chapter’s final section,
we turn our attention to competitive dynamics to describe how market characteristics
affect competitive rivalry in slow-cycle, fast-cycle, and standard-cycle markets.

5-2 Competitor Analysis

As previously noted, a competitor analysis is the first step the firm takes to be able to
predict the extent and nature of its rivalry with each competitor. Competitor analyses
are especially important when entering a foreign market because firms doing so need
to understand the local competition and foreign competitors currently operating in that
market.?® Without such analyses, they are less likely to be successful.

The number of markets in which firms compete against each other is called mar-
ket commonality while the similarity in their resources is called resource similarity
(both terms will be discussed later). These two dimensions of competition determine
the extent to which firms are competitors. Firms with high market commonality and
highly similar resources are direct and mutually acknowledged competitors. The
drivers of competitive behavior—as well as factors influencing the likelihood that a
competitor will initiate competitive actions and will respond to its competitors’
actions—influence the intensity of rivalry.*

In Chapter 2, we discussed competitor analysis as a technique firms use to understand
their competitive environment. Together, the general, industry, and competitive environ-
ments comprise the firm’s external environment. We also described how competitor anal-
ysis is used to help the firm understand its competitors. This understanding results from
studying competitors’ future objectives, current strategies, assumptions, and capabilities (see
Figure 2.3 in Chapter 2). In this chapter, the discussion of competitor analysis is extended
to describe what firms study to be able to predict competitors’ behavior in the form of their
competitive actions and responses. The discussions of competitor analysis in Chapter 2
and in this chapter are complementary in that firms must first understand competitors
(Chapter 2) before their competitive actions and responses can be predicted (this chapter).

Being able to accurately predict rivals’ likely competitive actions and responses helps a
firm avoid situations in which it is unaware of competitors” objectives, strategies, assump-
tions, and capabilities. Lacking the information needed to predict these conditions for
competitors creates competitive blind spots. Typically, competitive blind spots find a firm
being surprised by a competitor’s actions, potentially resulting in negative outcomes.”
Increasingly, members of a firm’s board of directors are expected to use their knowledge
and expertise about other businesses and industry environments to help a firm avoid
competitive blind spots.*

5-2a Market Commonality

Every industry is composed of various markets. The financial services industry has
markets for insurance, brokerage services, banks, and so forth. To concentrate on the
needs of different, unique customer groups, markets can be further subdivided. The
insurance market could be broken into market segments (such as commercial and
consumer), product segments (such as health insurance and life insurance), and geo-
graphic markets (such as Southeast Asia and Western Europe). In general, the capabil-
ities that Internet technologies generate help to shape the nature of industries’ markets
along with patterns of competition within those industries. For example, according to
a Procter and Gamble (P&G) official: “Facebook is both a marketing and a distribu-
tion channel, as P&G has worked to develop ‘f-commerce’ capabilities on its fan pages,
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Market commonality is
concerned with the number
of markets with which the
firm and a competitor are
jointly involved and the
degree of importance of the
individual markets to each.

Resource similarity is the
extent to which the firm’s
tangible and intangible
resources are comparable to a
competitor’s in terms of both
type and amount.
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tulfilled by Amazon, which has become a top 10 retail account for Pampers,” a disposable
diaper product.”

Competitors tend to agree about the different characteristics of individual markets
that form an industry. For example, in the transportation industry, the commercial air
travel market differs from the ground transportation market, which is served by such
firms as YRC Worldwide (one of the largest, less-than-truckload—LTL—carriers in
North America and selected as Walmart’s LTL Carrier of the Year) and its major com-
petitors Arkansas Best, Con-way, Inc., and FedEx Freight.?® Although differences exist,
many industries’ markets are partially related in terms of technologies used or core com-
petencies needed to develop a competitive advantage. For example, although railroads
and truck ground transport compete in a different segment and can be substitutes, dif-
ferent types of transportation companies need to provide reliable and timely service.
Commercial air carriers such as Southwest, United, and Jet Blue must therefore develop
service competencies to satisfy their passengers, while ground transport companies such
as YRC, railroads, and their major competitors must develop such competencies to satisfy
the needs of those using their services to ship goods.

Firms sometimes compete against each other in several markets, a condition called
market commonality. More formally, market commonality is concerned with the number
of markets with which the firm and a competitor are jointly involved and the degree of
importance of the individual markets to each.” Firms competing against one another in
several or many markets are said to be engaging in multimarket competition.>> Coca-Cola
and PepsiCo compete across a number of product markets (e.g., soft drinks, bottled
water) as well as geographic markets (throughout North America and in many other
countries throughout the world). Airlines, chemicals, pharmaceuticals, and consumer
foods are examples of other industries with firms often competing against each other in
multiple markets.

Firms competing in several of the same markets have the potential to respond to
a competitor’s actions not only within the market in which a given set of actions are
taken, but also in other markets where they compete with the rival. This potential
creates a complicated mosaic in which the competitive actions or responses a firm
takes in one market may be designed to affect the outcome of its rivalry with a partic-
ular competitor in a second market.”* This potential complicates the rivalry between
competitors. In fact, research suggests that a firm with greater multimarket contact is
less likely to initiate an attack, but more likely to move (respond) aggressively when
attacked. For instance, research in the computer industry found that “firms respond to
competitive attacks by introducing new products but do not use price as a retaliatory
weapon.”** Thus in general, multimarket competition reduces competitive rivalry, but
some firms will still compete when the potential rewards (e.g., potential market share
gain) are high.

5-2b Resource Similarity

Resource similarity is the extent to which the firm’s tangible and intangible resources are
comparable to a competitor’s in terms of both type and amount.** Firms with similar
types and amounts of resources are likely to have similar strengths and weaknesses and
use similar strategies on the basis of their strengths to pursue what may be similar oppor-
tunities in the external environment.

“Resource similarity” describes part of the relationship between FedEx and United
Parcel Service (UPS). These companies compete in many of the same markets, and thus
are also accurately described as having market commonality. For example, these firms
have similar types of truck and airplane fleets, similar levels of financial capital, and rely
on equally talented reservoirs of human capital along with sophisticated information
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technology systems (resources). In addition to competing aggressively against each other
in North America, the firms share many other country markets in common. Thus, the
rivalry between these two firms is intense.

When performing a competitor analysis, a firm analyzes each of its competitors with
respect to market commonality and resource similarity. The results of these analyses can
be mapped for visual comparisons. In Figure 5.3, we show different hypothetical intersec-
tions between the firm and individual competitors in terms of market commonality and
resource similarity. These intersections indicate the extent to which the firm and those
with which it compares itself are competitors. For example, the firm and its competitor
displayed in quadrant I have similar types and amounts of resources (i.e., the two firms
have a similar portfolio of resources). The firm and its competitor in quadrant I would
use their similar resource portfolios to compete against each other in many markets that
are important to each. These conditions lead to the conclusion that the firms modeled in
quadrant I are direct and mutually acknowledged competitors.

In contrast, the firm and its competitor shown in quadrant III share few markets and
have little similarity in their resources, indicating that they aren’t direct and mutually
acknowledged competitors. Thus a small, local, family-owned restaurant concentrating
on selling “gourmet” hamburgers does not compete directly against McDonald’s. The
mapping of competitive relationships is fluid as companies enter and exit markets and as
rivals’ resources change in type and amount, meaning that the companies with which a
given firm is a direct competitor change over time.

Kellogg has held a dominant market position in cold cereal sales for a long time but
its sales of cereals have begun to decline as explained in the Strategic Focus. Its major
competitors are responding better to the changes in the market than Kellogg. Kellogg
seems to be trying to force its products on the market rather than changing its product
lines to satisfy consumer needs. General Mills’ purchase of Yoplait is positioning that
firm to advance in the newer breakfast food market. Kellogg’s response appears to be
weak and is likely to be ineffective. Without major changes, Kellogg is likely to suffer
additional decline.

Figure 5.3 A Framework of Competitor Analysis
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The shaded area represents the degree of market commonality between two firms.

Portfolio of resources A <I Portfolio of resources B

Source: Adapted from M. J. Chen, 1996, Competitor analysis and inferfirm rivalry: Toward a theoretical integration,
Academy of Management Review, 21: 100-134.
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Strategic Focus

Does Kellogg Have the Tiger by the Tail or Is It the Reverse?

Kellogg Company has been the leading and largest cereal
maker in the U.S. market for some time. It once had 45 percent
of the U. S. cereal market. Thus, for a number of years, Kellogg
was flying high with its “Tony the Tiger” advertisements and

its leading cereals of Frosted Flakes, Frosted Mini-Wheats, and
Special K cereals, among others. That is no longer the case,
especially with the changes in the breakfast food market. In
fact, cereal, which at one time comprised approximately 38
percent of the breakfast foods in the United States, currently
accounts for about 28 percent of the breakfast food sales.
United States consumers are moving away from processed
foods and carbohydrates to fruit, yogurt, and protein such as
eggs for breakfast meals. As a result, Kellogg's sales of its cereals
are slumping, profits are slipping, and its stock price is declin-
ing. A recent survey of analysts found that 90 percent recom-
mended selling or putting a hold on Kellogg stock, with only
10 percent recommending that investors buy it.

In 2014, sales for 19 of Kellogg's top 25 cereals declined.
While other major cereal makers also struggled, General Mills'
(e.g., Cheerios, Lucky Charms) sales were 50 percent better
than Kellogg's. And, Post’s sales in 2014 even net a two percent
increase. So, Kellogg's competitors seem to be weathering the
crisis better than it is able to do. To deal with the declining sales,
Kellogg acquired Pringles for $2.7 billion. Yet, Pringles clearly
represents processed foods which the consumer is beginning
to resist. Alternatively, General Mills acquired a controlling own-
ership position in Yoplait, the second-largest manufacturer of
yogurt in the world. This acquisition strengthened General Mill's
market position with the increasing demand for yogurt. Kellogg
is also trying to revive its Special K and Kashi sales by adding
fruit and other items. Some believe that these actions will gen-
erate few positive returns. In addition, Kellogg invests heavily in
advertising with outlays of more than $1 billion annually.

Obviously, Kellogg is losing market share to its major rivals
in the cereal market, but it is also losing to other firms that are
providing different breakfast foods increasingly desired by the

United States consumer. Kellogg's breakfast cereal sales declined
by 6 percent in 2014, and their outlook is not good. Yet, Kellogg
is investing in special advertising campaigns to encourage con-
sumers to eat more cereal for breakfast. At one time, Kellogg
had an advantage because of its size; it could invest more
resources in advertising and marketing in general, thereby build-
ing relations with retailers (and consumers). Today, its large size
appears to be hurting the firm. Kellogg seems unable to make
the major changes required to respond to the new demands in
the breakfast food market. Its competitors are responding more
effectively, suggesting a dark future for Kellogg.

ElinaManninen/Getty Images

il

Perhaps Kellogg would do well to promote
a healthy breakfast that includes cereal
(e.g., along with fruit, milk, juice and egg).

Sources: J. Kell, 2014, Decline in cereal sales bites into Kellogg's results, Fortune,
www.fortune.com, October 30; A. A. Newman, 2014, With a night campaign,
Kellogg's aims for snappier sales, New York Times, www.nytimes.com, December 17;
S. Danshkhu and S. Neville, 2015, Food companies give frosty reception to labour
sugar clamp, Financial Times, www.ft.com, January 15; M. Badkar, 2015, Kellogg
loses ground after forecasts cut, Financial Times, www.ft.com, February 12; S. A.
Gasparro, 2015, Kellogg posts loss, cautions on outlook, Wall Street Journal, www.
wsj.com, February 12; S. Strom, 2015, A sharp loss for Kellogg as sales of cereal
falter, New York Times, www.nytimes.com, February 12; 2015, Kellogg cuts long-term
outlook on sluggish cereal, snack sales, Fortune, www.fortune.com, February 12; D.
Leonard, 2015, Bad news in cereal city, Bloomberg Business, March 2-6, pp. 42-47.

5-3 Drivers of Competitive Behavior

Market commonality and resource similarity influence the drivers (awareness, motiva-
tion, and ability) of competitive behavior (see Figure 5.2). In turn, the drivers influence
the firm’s actual competitive behavior, as revealed by the actions and responses it takes
while engaged in competitive rivalry.”
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Awareness, which is a prerequisite to any competitive action or response taken by a
firm, refers to the extent to which competitors recognize the degree of their mutual inter-
dependence that results from market commonality and resource similarity.?* Awareness
affects the extent to which the firm understands the consequences of its competitive
actions and responses. A lack of awareness can lead to excessive competition, resulting in
a negative effect on all competitors’ performance.’”

Awareness tends to be greatest when firms have highly similar resources (in terms
of types and amounts) to use while competing against each other in multiple markets.
Komatsu Ltd., Japan’s top construction machinery maker, and U.S.-based Caterpillar Inc.
have similar resources and are aware of each other’s actions given that they compete
against each other in markets throughout the world. Founded in 1925, Caterpillar is the
world’s leading manufacturer of construction and mining equipment, diesel and natural
gas engines, and industrial gas turbines, while Komatsu is the world’s second largest seller
of construction and mining machinery behind Caterpillar. Recently, differences in the
exchange rates for the U. S. dollar and the Japanese yen have favored Komatsu. Komatsu
has used this advantage to aggressively seek new customers and sales through its product
pricing strategies.”® Over the years, these firms have competed aggressively against each
other for market share in multiple countries and regions.

Motivation, which concerns the firm’s incentive to take action or to respond to a
competitor’s attack, relates to perceived gains and losses. Thus, a firm may be aware of
competitors but may not be motivated to engage in rivalry with them if it perceives that
its position will not improve or that its market position won't be damaged if it doesn’t
respond.® A benefit of not having the motivation to engage in rivalry at a point in time
with a competitor is that the firm that lacks motivation to compete against another firm
retains resources that can be used for other purposes including competing against a dif-
ferent rival.

Market commonality affects the firm’s perceptions and resulting motivation. For
example, a firm is generally more likely to attack the rival with whom it has low market
commonality than the one with whom it competes in multiple markets. The primary rea-
son for this is the high stakes involved in trying to gain a more advantageous position over
a rival with whom the firm shares many markets. As mentioned earlier, multimarket com-
petition can result in a competitor responding to the firm’s action in a market different
from the one in which that action was taken. Actions and responses of this type can cause
both firms to lose focus on core markets and to battle each other with resources that had
been allocated for other purposes. Because of the high competitive stakes under the con-
dition of market commonality, the probability is high that the attacked firm will respond
to its competitor’s action in an effort to protect its position in one or more markets.*

In some instances, the firm may be aware of the markets it shares with a competitor and
be motivated to respond to an attack by that competitor, but lack the ability to do so. Ability
relates to each firm’s resources and the flexibility they provide. Without available resources
(such as financial capital and people), the firm is not able to attack a competitor or respond
to its actions. For example, smaller and newer firms tend to be more innovative but gen-
erally have fewer resources to attack larger and established competitors. Likewise, foreign
firms often are at a disadvantage against local firms because of the local firms’ social capital
(relationships) with consumers, suppliers, and government officials.# However, similar
resources suggest similar abilities to attack and respond. When a firm faces a competitor
with similar resources, careful study of a possible attack before initiating it is essential
because the similarly resourced competitor is likely to respond to that action.*

Resource dissimilarity also influences competitive actions and responses between
firms in that the more significant the difference between resources owned by the acting
firm and those against whom it has taken action, the longer is the delay by the firm
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survive such a threat.

A competitive action is a
strategic or tactical action the
firm takes to build or defend
its competitive advantages or
improve its market position.

A competitive response is
a strategic or tactical action
the firm takes to counter
the effects of a competitor’s
competitive action.

A strategic action or

a strategic response

is a market-based

move that involves a
significant commitment of
organizational resources and
is difficult to implement and
reverse.

A tactical action or a
tactical responseis a
market-based move that is
taken to fine-tune a strategy;
it involves fewer resources
and is relatively easy to
implement and reverse.

Small competitors, such as A&T Grocery, find it difficult to respond to
the competitive threat that exists with Walmart. Yet, they must find a
way to respond, perhaps by offering personalized services, in order to
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with a resource disadvantage.® For example,
Walmart initially used a focused cost leader-
ship strategy to compete only in small com-
munities (those with a population of 25,000
or less). Using sophisticated logistics systems
and efficient purchasing practices, among
other methods, to gain competitive advan-
tages, Walmart created a new type of value
(primarily in the form of wide selections of
products at the lowest competitive prices) for
customers in small retail markets. Local com-
petitors lacked the ability to marshal needed
resources at the pace required to respond
to Walmarts actions quickly and effectively.
However, even when facing competitors with
greater resources (greater ability) or more
attractive market positions, firms should
eventually respond, no matter how daunt-
ing the task seems. Choosing not to respond
can ultimately result in failure, as happened
with at least some local retailers who didn’t
respond to Walmart’s competitive actions.
Today, with Walmart as the world’s largest
retailer, it is indeed difficult for smaller competitors to have the resources required to
effectively respond to its competitive actions or competitive responses.**

David Grossman/Alamy

5-4 Competitive Rivalry

The ongoing competitive action/response sequence between a firm and a competitor
affects the performance of both firms. Because of this, it is important for companies to
carefully analyze and understand the competitive rivalry present in the markets in which
they compete.®

As we described earlier, the predictions drawn from studying competitors in terms
of awareness, motivation, and ability are grounded in market commonality and resource
similarity. These predictions are fairly general. The value of the final set of predictions
the firm develops about each of its competitors’ competitive actions and responses is
enhanced by studying the “Likelihood of Attack” factors (such as first-mover benefits and
organizational size) and the “Likelihood of Response” factors (such as the actor’s reputa-
tion) that are shown in Figure 5.2. Evaluating and understanding these factors allow the
firm to refine the predictions it makes about its competitors’ actions and responses.

5-4a Strategic and Tactical Actions

Firms use both strategic and tactical actions when forming their competitive actions and
competitive responses in the course of engaging in competitive rivalry.*® A competitive
action is a strategic or tactical action the firm takes to build or defend its competitive
advantages or improve its market position. A competitive response is a strategic or
tactical action the firm takes to counter the effects of a competitor’s competitive action.
A strategic action or a strategic response is a market-based move that involves a signif-
icant commitment of organizational resources and is difficult to implement and reverse.
A tactical action or a tactical response is a market-based move that is taken to fine-tune
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a strategy; it involves fewer resources and is relatively easy to implement and reverse.
When engaging rivals in competition, firms must recognize the differences between
strategic and tactical actions and responses and develop an effective balance between the
two types of competitive actions and responses.

A few years ago, Nokia Corporation, implemented an important strategic action by
partnering with Microsoft “to deliver an ecosystem with unrivalled global reach and scale”
in its smartphone business. This relationship was, in part, a strategic response to Apple’s
success. However, in 2013, Microsoft acquired Nokia’s cellphone business as a critical part
of Microsoft’s mobile device strategy.#” This represented a strategic action by Microsoft.

Walmart prices aggressively as a means of increasing revenues and gaining market
share at the expense of competitors. In this regard, the firm engages in a continuous
stream of tactical actions to attack rivals by changing some of its products’ prices and
tactical responses to respond to price changes taken by competitors such as Costco
and Target.

5-5 Likelihood of Attack

In addition to market commonality; resource similarity; and the drivers of awareness,
motivation, and ability, other factors affect the likelihood a competitor will use strategic
actions and tactical actions to attack its competitors. Three of these factors—first-mover
benefits, organizational size, and quality—are discussed next. Second and late movers are
considered as part of the discussion of first-mover benefits.

5-5a First-Mover Benefits

A first mover is a firm that takes an initial competitive action in order to build or defend
its competitive advantages or to improve its market position. The first-mover concept has
been influenced by the work of the famous economist Joseph Schumpeter, who argued
that firms achieve competitive advantage by taking innovative actions* (innovation is
defined and discussed in Chapter 13). In general, first movers emphasize research and
development (R&D) as a path to develop innovative goods and services that customers
will value.®

The benefits of being a successful first mover can be substantial.*® This is especially
true in fast-cycle markets (discussed later in the chapter) where changes occur rapidly,
and where it is virtually impossible to sustain a competitive advantage for any length of
time. A first mover in a fast-cycle market can experience many times the valuation and
revenue of a second mover.” This evidence suggests that although first-mover benefits
are never absolute, they are often critical to a firm’s success in industries experiencing
rapid technological developments and relatively short product life cycles.’* In addition to
earning above-average returns until its competitors respond to its successful competitive
action, the first mover can gain

the loyalty of customers who may become committed to the goods or services of the
firm that first made them available.

market share that can be difficult for competitors to take during future competitive
rivalry?

The general evidence that first movers have greater survival rates than later market
entrants is perhaps the culmination of first-mover benefits.>*

The firm trying to predict its rivals’ competitive actions might conclude that they will
take aggressive strategic actions to gain first movers benefits. However, even though a
firm’s competitors might be motivated to be first movers, they may lack the ability to do so.
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A first mover is a firm that
takes an initial competitive
action in order to build

or defend its competitive
advantages or to improve its
market position.
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A second mover is a firm
that responds to the first
mover's competitive action,
typically through imitation.
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First movers tend to be aggressive and willing to experiment with innovation and take
higher yet reasonable levels of risk, and their long-term success depends on retaining the
ability to do so.”

To be a first mover, the firm must have the readily available resources to significantly
invest in R&D as well as to rapidly and successfully produce and market a stream of
innovative products.”® Organizational slack makes it possible for firms to have the ability
(as measured by available resources) to be first movers. Slack is the buffer or cushion pro-
vided by actual or obtainable resources that aren’t currently in use and are in excess of the
minimum resources needed to produce a given level of organizational output.” As a liq-
uid resource, slack can quickly be allocated to support competitive actions, such as R&D
investments and aggressive marketing campaigns that lead to first-mover advantages.
This relationship between slack and the ability to be a first mover allows the firm to pre-
dict that a first-mover competitor likely has available slack and will probably take aggres-
sive competitive actions to continuously introduce innovative products. Furthermore,
the firm can predict that, as a first mover, a competitor will try to rapidly gain market
share and customer loyalty in order to earn above-average returns until its competitors
are able to effectively respond to its first move.

Firms evaluating their competitors should realize that being a first mover carries risk.
For example, it is difficult to accurately estimate the returns that will be earned from
introducing product innovations to the marketplace.”® Additionally, the first mover’s cost
to develop a product innovation can be substantial, reducing the slack available to support
further innovation. Thus, the firm should carefully study the results a competitor achieves
as a first mover. Continuous success by the competitor suggests additional product inno-
vations, while lack of product acceptance over the course of the competitor’s innovations
may indicate less willingness in the future to accept the risks of being a first mover.»

A second mover is a firm that responds to the first mover’s competitive action, typi-
cally through imitation. More cautious than the first mover, the second mover studies
customers’ reactions to product innovations. In the course of doing so, the second mover
also tries to find any mistakes the first mover made so that it can avoid them and the
problems they created. Often, successful imitation of the first mover’s innovations allows
the second mover to avoid the mistakes and the major investments required of the pio-
neering first movers.*

Second movers have the time to develop processes and technologies that are more
efficient than those used by the first mover or that create additional value for consumers.®
The most successful second movers rarely act too fast (so they can fully analyze the first
mover’s actions) nor too slow (so they do not give the first mover time to correct its mis-
takes and “lock in” customer loyalty). Overall, the outcomes of the first mover’s compet-
itive actions may provide a blueprint for second and even late movers as they determine
the nature and timing of their competitive responses.®

Determining whether a competitor is an effective second mover (based on its past
actions) allows a first-mover firm to predict when or if the competitor will respond
quickly to successful, innovation-based market entries. The first mover can expect a
successful second-mover competitor to study its market entries and to respond with a
new entry into the market within a short time period. As a second mover, the competitor
will try to respond with a product that provides greater customer value than does the
first mover’s product. The most successful second movers are able to rapidly and mean-
ingfully interpret market feedback to respond quickly yet successfully to the first mover’s
successful innovations.

Home-improvement rating site Angie’s List was founded roughly two decades ago.
More than two million U.S. households have been using the service to gain information
about the quality of 700-plus services (plumbing, electrical work, and so forth) provided
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by local companies. Angie’s List members
submit reviews at the rate of over 60,000 per
month. Although the firm enjoyed success for
several years, it suffered net losses during the
of 2009-2014. And, because of this, its stock
price has tumbled almost 50 percent from its
highest values. The firm has suffered a num-
ber of problems in recent years, but perhaps
the largest challenge has come from its com-
petition. Its primary competitor is Consumer
Reports. But, it also has suffered from compet-
itors that offer free lists and/or search services
such as Yelp, Porch.com, home improvement
network, and Google Local.® Second movers
have clearly responded to the initial success of
Angie’s List. Each of the second movers offers
a slightly different service to customers, try-
ing to improve on the quality, breath, and/or
depth of what Angie’s List offers. Thus, being
successful requires substantial and continu-
ous efforts because competitors are likely to
erode or eliminate existing competitive advantages.

A late mover is a firm that responds to a competitive action a significant amount of
time after the first mover’s action and the second mover’s response. Typically, a late
response is better than no response at all, although any success achieved from the late
competitive response tends to be considerably less than that achieved by first and second
movers. However, on occasion, late movers can be successful if they develop a unique way
to enter the market and compete. For firms from emerging economies, this often means
a niche strategy with lower-cost production and manufacturing. It can also mean that
they need to learn from the competitors or others in the market in order to market prod-
ucts that allow them to compete.®

The firm competing against a late mover can predict that the competitor will likely
enter a particular market only after both the first and second movers have achieved suc-
cess in that market. Moreover, on a relative basis, the firm can predict that the late mover’s
competitive action will allow it to earn average returns only after the considerable time
required for it to understand how to create at least as much customer value as that offered
by the first and second movers’ products.

Daniel Acker/Bloomberg/Getty Images

5-5b Organizational Size

An organization’s size affects the likelihood it will take competitive actions as well as the
types and timing of those actions.® In general, small firms are more likely than large
companies to launch competitive actions and tend to do it more quickly. Smaller firms
are thus perceived as nimble and flexible competitors who rely on speed and surprise
to defend their competitive advantages or develop new ones while engaged in competi-
tive rivalry, especially with large companies, to gain an advantageous market position.*
Small firms’ flexibility and nimbleness allow them to develop variety in their competitive
actions; large firms tend to limit the types of competitive actions used.”

Large firms, however, are likely to initiate more competitive actions along with more
strategic actions during a given period.®® Thus, when studying its competitors in terms
of organizational size, the firm should use a measurement such as total sales revenue or
total number of employees. The competitive actions the firm likely will encounter from

155

The Angie’s List website is displayed on a computer screen.

The consumer-review website has spawned a number of second
movers that attempt to improve on Angie’s List features and target
narrow market segments.

A late mover is a firm that
responds to a competitive
action a significant amount
of time after the first mover’s
action and the second
mover's response.



156

Quality exists when the
firm’'s goods or services
meet or exceed customers’
expectations.

Part 2: Strategic Actions: Strategy Formulation

competitors larger than it is will be different from the competitive actions it will encoun-
ter from smaller competitors.

The organizational size factor adds another layer of complexity. When engaging in
competitive rivalry, firms prefer to be able to have the capabilities required to take a large
number of unique competitive actions. For this to be the case, a firm needs to have the
amount of slack resources that a large, successful company typically holds if it is to be
able to launch a greater number of competitive actions. Simultaneously though, the firm
needs to be flexible when considering competitive actions and responses it might take if
it is to be able to launch a greater variety of competitive actions. Collectively then, firms
are best served competitively when their size permits them to take an appropriate number
of unique or diverse competitive actions and responses.

5-5¢ Quality

Quality has many definitions, including well-established ones relating it to the production
of goods or services with zero defects and as a cycle of continuous improvement.® From a
strategic perspective, we consider quality to be the outcome of how a firm competes through
its value chain activities and support functions (see Chapter 3). Thus, quality exists when
the firm’s goods or services meet or exceed customers” expectations. Some evidence sug-
gests that quality may be the most critical component in satisfying the firm’s customers.”
In the eyes of customers, quality is about doing the right things relative to performance
measures that are important to them.”” Customers may be interested in measuring the
quality of a firm’s goods and services against a broad range of dimensions. Sample quality
dimensions in which customers commonly express an interest are shown in Table 5.1.

Table 5.1 Quality Dimensions of Products and Services

Product Quality Dimensions

1. Performance—OQOperating characteristics

2. Features—Important special characteristics

3. Flexibility—Meeting operating specifications over some period of time
4. Durability—Amount of use before performance deteriorates

5. Conformance—Match with pre-established standards

6. Serviceability—Ease and speed of repair

7. Aesthetics—How a product looks and feels

8. Perceived quality—Subjective assessment of characteristics (product image)

Service Quality Dimensions

1. Timeliness—Performed in the promised period of time

2. Courtesy—Performed cheerfully

3. Consistency—Giving all customers similar experiences each time
4. Convenience—Accessibility to customers

5. Completeness—Fully serviced, as required

6. Accuracy—Performed correctly each time

Source: Adapted from J. Evans, 2008, Managing for Quality and Performance, 7th Ed., Mason, OH: Thomson Publishing.
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Quality is possible only when top-level managers support it and when its importance is
institutionalized throughout the entire organization and its value chain.”> When quality is
institutionalized and valued by all, employees and managers alike become vigilant about
continuously finding ways to improve it.”?

Quality is a universal theme in the global economy and is a necessary but insufficient
condition for competitive success.” Without quality, a firm’s products lack credibility,
meaning that customers don’t think of them as viable options. Indeed, customers won’t
consider buying a product or using a service until they believe that it can satisfy at least
their base-level expectations in terms of quality dimensions that are important to them.”

Quality affects competitive rivalry. The firm evaluating a competitor whose products
suffer from poor quality can predict declines in the competitor’s sales revenue until the
quality issues are resolved. In addition, the firm can predict that the competitor likely
won't be aggressive in its competitive actions until the quality problems are corrected in
order to gain credibility with customers.”® However, after the problems are corrected, that
competitor is likely to take more aggressive competitive actions.

5-6 Likelihood of Response

The success of a firm’s competitive action is affected by the likelihood that a competitor
will respond to it as well as by the type (strategic or tactical) and effectiveness of that
response. As noted earlier, a competitive response is a strategic or tactical action the firm
takes to counter the effects of a competitor’s competitive action. In general, a firm is likely
to respond to a competitor’s action when either

the action leads to better use of the competitor’s capabilities to develop a stronger
competitive advantage or an improvement in its market position,

the action damages the firm’s ability to use its core competencies to create or maintain
an advantage or

the firm’s market position becomes harder to defend.”

In addition to market commonality and resource similarity, and awareness, motiva-
tion, and ability, firms evaluate three other factors—type of competitive action, actor’s
reputation, and market dependence—to predict how a competitor is likely to respond to
competitive actions (see Figure 5.2).

5-6a Type of Competitive Action

Competitive responses to strategic actions differ from responses to tactical actions. These
differences allow the firm to predict a competitor’s likely response to a competitive action
that has been launched against it. Strategic actions commonly receive strategic responses
and tactical actions receive tactical responses. In general, strategic actions elicit fewer total
competitive responses because strategic responses, such as market-based moves, involve a
significant commitment of resources and are difficult to implement and reverse.”

Another reason that strategic actions elicit fewer responses than do tactical actions
is that the time needed to implement a strategic action and to assess its effectiveness
can delay the competitor’s response to that action.” In contrast, a competitor likely will
respond quickly to a tactical action, such as when an airline company almost immediately
matches a competitor’s tactical action of reducing prices in certain markets. Either stra-
tegic actions or tactical actions that target a large number of a rival’s customers are likely
to elicit strong responses.® In fact, if the effects of a competitor’s strategic action on the
focal firm are significant (e.g., loss of market share, loss of major resources such as critical
employees), a response is likely to be swift and strong.®
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The IBM brand has had a very strong positive reputation for many years.

5-6b Actor’s Reputation

In the context of competitive rivalry, an actor is the firm taking an action or a response,
while reputation is “the positive or negative attribute ascribed by one rival to another
based on past competitive behavior”® A positive reputation may be a source of above-
average returns, especially for consumer goods producers.® Thus, a positive corporate
reputation is of strategic value® and affects competitive rivalry. To predict the likelihood
of a competitor’s response to a current or planned action, firms evaluate the responses
that the competitor has taken previously when attacked—past behavior is assumed to be
a predictor of future behavior.

Competitors are more likely to respond to strategic or tactical actions when they are
taken by a market leader.® In particular, evidence suggests that commonly successful
actions, especially strategic actions, will be quickly imitated. For example, although a
second mover, IBM committed significant resources to enter the information service
market. Competitors such as Hewlett-Packard (HP), Dell Inc., and others responded with
strategic actions to enter this market as well.** IBM has invested heavily to build its capa-
bilities in service related software as well. And, the investments appear to be paying off
as IBM recently reported that a study of 8oo firms using its Software-as-a-Service (SaaS)
had achieved a competitive advantage in their markets.”

In contrast to a firm with a strong reputation, competitors are less likely to respond
to actions taken by a company with a reputation for risky, complex, and unpredict-
able competitive behavior. For example, the firm with a reputation as a price predator
(an actor that frequently reduces prices to gain or maintain market share) generates
few responses to its pricing tactical actions because price predators, which typically
increase prices once their market share objective is reached, lack credibility with their
competitors.®

5-6c Market Dependence

Market dependence denotes the extent to which a firm’s revenues or profits are derived
from a particular market.* In general, competitors with high market dependence are
likely to respond strongly to attacks threatening their market position.*® Interestingly, the
threatened firm in these instances may not always respond quickly, even though an effec-
tive response to an attack on the firm’s position in a critical market is important.

At an annual compound growth rate of 11 percent, recent predictions are that
e-commerce sales will grow more than any other segment of the retail industry through
at least 2017. Obviously, this growth rate is attractive to firms of all kinds including, as it
turns out, Walmart. Established in 2000 as part of the world’s largest firm by sales volume
(with revenue of roughly $469 billion in 2012), Walmart.com is the giant retailer’s attempt
to become extremely successful in the e-commerce space. Today, over 1 million products
are available through Walmart.com, with additional ones being regularly added to the site.
Of course, competing in e-commerce pits Walmart.com squarely in competition with
Amazon.com the largest online store on the planet.”



Chapter 5: Competitive Rivalry and Competitive Dynamics

Although important, Walmart currently has very little dependence for its success on
the e-commerce market. Of course, Walmart is taking actions such as trying to better
integrate its physical stores with its technological and logistics skills** and is searching for
ways to deliver purchases to online buyers in a fast and efficient (e.g., low cost) manner
hoping to better compete with Amazon.com.

In contrast to Walmart, Amazon.com currently derives a strong majority of its sales
volume from the e-commerce market, meaning that it has a high degree of market
dependence. With approximately $89 billion in revenue in 2014, the firm is substantially
smaller than Walmart’s sales revenue of slightly more than $476 billion, although its total
e-commerce sales revenue dwarfs that of Walmart.com’s.”® Given its dominant market
position in e-commerce and in light of its dependence on the e-commerce market, it
is virtually guaranteed that Amazon.com will continue responding to Walmart.com’s
competitive actions and responses.

5-7 Competitive Dynamics

Whereas competitive rivalry concerns the ongoing actions and responses between a firm
and its direct competitors for an advantageous market position, competitive dynamics
concerns the ongoing actions and responses among all firms competing within a market
for advantageous positions.

To explain competitive dynamics, we explore the effects of varying rates of compet-
itive speed in different markets (called slow-cycle, fast-cycle, and standard-cycle mar-
kets) on the behavior (actions and responses) of all competitors within a given market.
Competitive behaviors, as well as the reasons for taking them, are similar within each
market type, but differ across types of markets. Thus, competitive dynamics differ in
slow-cycle, fast-cycle, and standard-cycle markets.

As noted in Chapter 1, firms want to sustain their competitive advantages for as long
as possible, although no advantage is permanently sustainable. However, as we discuss
next, the sustainability of the firm’s competitive advantages differs by market type. The
degree of sustainability is primarily affected by how quickly competitors can imitate a
rival’s competitive advantages and how costly it is to do so.

5-7a Slow-Cycle Markets

Slow-cycle markets are markets in which the firm’s competitive advantages are shielded
from imitation, commonly for long periods of time, and where imitation is costly.*
Thus, competitive advantages are sustainable over longer periods of time in slow-cycle
markets.

Building a unique and proprietary capability produces a competitive advantage
and success in a slow-cycle market. This type of advantage is difficult for competi-
tors to understand. As discussed in Chapter 3, a difficult-to-understand and costly-
to-imitate capability usually results from unique historical conditions, causal
ambiguity, and/or social complexity. Copyrights and patents are examples of these
types of capabilities. After a proprietary advantage is developed on the basis of using
its capabilities, the competitive actions and responses a firm takes in a slow-cycle
market are oriented to protecting, maintaining, and extending that advantage. Major
strategic actions in these markets, such as acquisitions, usually carry less risk than in
faster-cycle markets.” Clearly, firms that gain an advantage can grow more and earn
higher returns than those who simply track with the industry, especially in mature
and declining industries.*® However, as shown by the example of Kellogg, executives
must be careful not to become overconfident in their success as competitors and
markets change.”

159

Slow-cycle markets are
markets in which the firm’s
competitive advantages

are shielded from imitation,
commonly for long periods
of time, and where imitation
is costly.



160

Part 2: Strategic Actions: Strategy Formulation

The Walt Disney Company continues to extend its proprietary characters, such as
Mickey Mouse, Minnie Mouse, and Goofy. These characters have a unique historical
development as a result of Walt and Roy Disney’s creativity and vision for entertain-
ing people. Products based on the characters seen in Disney’s animated films are
sold through Disney’s theme park shops as well as freestanding retail outlets called
Disney Stores. Because copyrights shield it, the proprietary nature of Disney’s advan-
tage in terms of animated character trademarks protects the firm from imitation by
competitors.

Consistent with another attribute of competition in a slow-cycle market, Disney pro-
tects its exclusive rights to its characters and their use. As with all firms competing in
slow-cycle markets, Disney’s competitive actions (such as building theme parks in France,
Japan, and China) and responses (such as lawsuits to protect its right to fully control use
of its animated characters) maintain and extend its proprietary competitive advantage
while protecting it.

Patent laws and regulatory requirements in the United States requiring FDA (Food
and Drug Administration) approval to launch new products shield pharmaceutical com-
panies’ positions. Competitors in this market try to extend patents on their drugs to
maintain advantageous positions that patents provide. However, after a patent expires,
the firm is no longer shielded from competition, allowing generic imitations and usually
leading to a loss of sales and profits. This was the case for Pfizer when Lipitor (which
is the best-selling drug in history) went off patent in the fall of 2011. The firm’s profits
declined 19 percent in the first quarter after that event.

The competitive dynamics generated by firms competing in slow-cycle markets are
shown in Figure 5.4. In slow-cycle markets, firms launch a product (e.g., a new drug)
that has been developed through a proprietary advantage (e.g., R&D) and then exploit
it for as long as possible while the product is shielded from competition. Eventually,
competitors respond to the action with a counterattack. In markets for drugs, this
counterattack commonly occurs as patents expire or are broken through legal means,
creating the need for another product launch by the firm seeking a protected market
position.

Figure 5.4 Gradual Erosion of a Sustained Competitive Advantage

Returns from
a Sustained Counterattack
Competitive
Advantage

Exploitation

Launch

0 5 10
Time (years)

Source: Adapted from I. C. MacMillan, 1988, Controlling competitive dynamics by taking strategic initiative, Academy of
Management Executive, 11(2): 111-118.
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5-7b Fast-Cycle Markets

Fast-cycle markets are markets in which the firm’s capabilities that contribute to compet-
itive advantages aren't shielded from imitation and where imitation is often rapid and
inexpensive.”® Thus, competitive advantages aren’t sustainable in fast-cycle markets.
Firms competing in fast-cycle markets recognize the importance of speed; these compa-
nies appreciate that “time is as precious a business resource as money or head count—and
that the costs of hesitation and delay are just as steep as going over budget or missing a
financial forecast”® Such high-velocity environments place considerable pressures on top
managers to quickly make strategic decisions that are also effective. The often substantial
competition and technology-based strategic focus make the strategic decision complex,
increasing the need for a comprehensive approach integrated with decision speed, two
often-conflicting characteristics of the strategic decision process."

Reverse engineering and the rate of technology diffusion facilitate the rapid imitation
that takes place in fast-cycle markets. A competitor uses reverse engineering to quickly
gain the knowledge required to imitate or improve the firm’s products. Technology
is diffused rapidly in fast-cycle markets, making it available to competitors in a short
period. The technology often used by fast-cycle competitors isn’t proprietary, nor is it
protected by patents as is the technology used by firms competing in slow-cycle markets.
For example, only a few hundred parts, which are readily available on the open market,
are required to build a PC. Patents protect only a few of these parts, such as micropro-
cessor chips. Interestingly, research also demonstrates that showing what an incumbent
firm knows and its research capability can be a deterrent to other firms to enter a market,
even a fast-cycle market.”

Fast-cycle markets are more volatile than slow-cycle and standard-cycle markets.
Indeed, the pace of competition in fast-cycle markets is almost frenzied, as companies
rely on innovations as the engines of their growth. Because prices often decline quickly in
these markets, companies need to profit rapidly from their product innovations.

Recognizing this reality, firms avoid “loyalty” to any of their products, preferring to
cannibalize their own products before competitors learn how to do so through success-
ful imitation. This emphasis creates competitive dynamics that differ substantially from
those found in slow-cycle markets. Instead of concentrating on protecting, maintaining,
and extending competitive advantages, as in slow-cycle markets, companies competing
in fast-cycle markets focus on learning how to rapidly and continuously develop new
competitive advantages that are superior to those they replace. They commonly search
for fast and effective means of developing new products. For example, it is common in
some industries with fast-cycle markets for firms to use strategic alliances to gain access
to new technologies and thereby develop and introduce more new products into the
market.”* In recent years, many of these alliances have been offshore (with partners in
foreign countries) in order to access appropriate skills while maintaining lower costs.
However, finding the balance between sharing knowledge and skills with a foreign
partner and preventing that partner from appropriating value from the focal firm’s
contributions to the alliance is challenging.**

The competitive behavior of firms competing in fast-cycle markets is shown in
Figure 5.5. Competitive dynamics in this market type entail actions and responses that
are oriented to rapid and continuous product introductions and the development of a
stream of ever-changing competitive advantages. The firm launches a product to achieve
a competitive advantage and then exploits the advantage for as long as possible. However,
the firm also tries to develop another temporary competitive advantage before competi-
tors can respond to the first one. Thus, competitive dynamics in fast-cycle markets often
result in rapid product upgrades as well as quick product innovations.*
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Figure 5.5 Developing Temporary Advantages to Create Sustained Advantage
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Source: Adapted from I. C. MacMillan, 1988, Controlling competitive dynamics by taking strategic initiative, Academy of
Management Executive, 11(2): 111-118.

Apple largely competes in fast-cycle markets; with the introduction of the new apple
watch, Apple and its rivals are changing a typical standard cycle market to a fast-cycle
market with ‘smart’ watches. Some analysts suggested that Apple had orders for at least
a million watches before the official launch date. But, Apple’s watch enters a market in
which the product not only serves functional purposes but often is used as a ‘fashion
statement’ for the owner. Apple’s entry is inviting significant competition. As noted in the
Opening Case, Google has partnered with TAG Heuer and Intel to develop a prestigious

‘smart watch’ Apple may also experience some difficulties with its pricing for the watch.

The base price for the watch is $349 with an aluminum case and elastic wrist band. The
high-end price is $17,000 that comes with an 18-caret gold case, leather wrist band, and
a brass buckle. Apple’s watch is reported to continue its tradition of technological excel-
lence which is difficult for competitors to match or beat. This new product market will
have significantly interesting competitive dynamics.**

As our discussion suggests, innovation plays a critical role in the competitive dynam-
ics in fast-cycle markets. For individual firms then, innovation is a key source of compet-
itive advantage. Through innovation, the firm can cannibalize its own products before
competitors successfully imitate them and still maintain an advantage through next-
generation products.

As explained in the Strategic Focus, Aldi is having a major effect in the retail food
markets across countries, especially in the United Kingdom, United States, and Australia.
Aldi’s extreme emphasis on low cost is hurting many of the major supermarket chains in
each of those countries, and Aldi is gaining market share and expanding in all of them.
The competitive rivalry is gaining strength. The retail food industry has largely operated
as a standard-cycle market and sold products with small margins. With Aldi’s growing
power in the markets, firms are forced to operate with even smaller margins and reduced
profits or cut their costs in order to compete on prices. It will be interesting to observe
the winners and losers in this “war” in each country.

5-7c¢ Standard-Cycle Markets

Standard-cycle markets are markets in which the firm’s competitive advantages are partially
shielded from imitation, and imitation is moderately costly. Competitive advantages are par-
tially sustainable in standard-cycle markets, but only when the firm is able to continuously
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The Ripple Effect of Supermarket Wars: Aldi Is Changing the Markets in Many Countries

Aldi was started as a small, family-owned grocery store by
Mrs. Albrecht located in Essen, Germany in 1913. Two sons,
Karl and Theo, took over the store in 1946 and soon began
expansion. They emphasized low costs from the very begin-
ning and thereby, provided very low prices for customers
relative to competitors. Over time, Aldi expanded to other
European countries, and it entered the United States market
in 1976. Currently, Aldi has 8,500 stores with 1,400 of those in
the United States. It operates stores in 18 countries, and it has
stores in 36 states in the United States. Its annual sales reve-
nues in the United States are approximately $70 million.

Aldi holds its costs down in a variety of ways. It largely sells
its own brand-label products in “no frill” stores. The company
limits the number of external brands it sells (usually one or
two per product), and it has low packaging, transportation,
and employee costs. The products are sold in stores similar to
warehouse stores—on pallets and boxed in cut-a-way card-
board boxes. In Germany, Aldi advertises very little, but it does
advertise in the United States. It produces its own ads in-house
(no external agency) and advertises mostly through newspaper
inserts and a few television commercials.

Aldi and another discount store, Lidl, have hurt the largest four
supermarkets in the UK. market—Tesco, Walmart's Asda,

J Sainsbury, and Wm. Morrison Supermarkets. Aldi and Lidl have sto-
len market share from these retailers, especially Tesco and Morrison,
and now have about 8.6 percent of the market. And, they are
targeting growth to about 17 percent share of the market within
the next five years. Tesco has controlled about 30 percent of the
discount supermarket market, but it has been declining. Morrison's
recent poor performance has precipitated turnover in most of the
top executives at the firm. In addition, the new CEQ, David Potts,
has been making major changes—Iargely cutting costs in order

to compete on prices. As a result of reduced costs, Morrison cut its
prices on 130 staple items such as milk and eggs. Likewise, Tesco
reduced prices of 380 of its brand products by about 25 percent.
Yet, Aldi is emboldened by its gain in market share and plans to
invest about $900 million to open 550 new stores in Britain by 2022.

Aldi is having similar effects on the Australian market. It
has gained market share from the two largest supermarkets in
Australia—Coles and Woolworths. Woolworths has signaled its
plans to reduce its prices to avoid being perceived as the ‘expen-
sive option. This action does not seem to concern Aldi which has
announced plans for a $700 million expansion of 120-130 new
stores by 2020 to add to its current number of 300 stores in Australia.

Aldi appears to be harming some competition in the United
States as well. For example, a rival discount food retailer, Bottom

Aldi Organic Product.PNG

Dollar owned by Delhaize from Belgium, closed all of its stores
(New Jersey, Pennsylvania, and Ohio) and sold the locations and
leases to Aldi. Aldi does have stiffer competition in the United
States from Walmart, Sam's (Walmart's warehouse stores), and
Costco, among other discount food retailers. Yet, Aldi is still, not only
surviving, but flourishing and growing in the US. market as well.

These supermarket wars caused by Aldi in the various markets
are not only causing a ripple effect across country borders. The
effects are also rippling to wholesalers and other suppliers. For
example, wholesale prices have been declining, and some of the
major supermarket chains, such as Tesco and Morrison, have been
reducing the number of brands on their shelves. Interestingly,
manufacturers of popular products, such as Mr. Kipling cakes and
Bistro gravy, stand to gain shelf space and increase sales as a result
to rivals' products being taken off the shelves. Of course, the
suppliers whose products are eliminated will suffer.

The bottom line is that Aldi is having a major effect on
rivals in multiple countries and on many other companies that
supply products to the industry.

Aldi’s low cost technique for displaying and selling
goods with cutout boxes of goods stacked on pallets.

Sources: 2014, Aldi targets doubling of UK stores with 600 million pound investment,
New York Times, www.nytimes.com, November 10; T. Hua, 2015, Tesco's overhaul points
to a price war, Wall Street Journal, www.wsj.com, January 5; L. Northrup, 2015, Bottom
dollar food to close stores, sell chain to Aldi, Consumerist, www.consumerist.com,
January 5; 2015, Mr. Kipling Maker Premier Foods sees positives in supermarket wars,
New York Times, www.nytimes.com, January 23; 2015, Morrisons cuts prices on 130 gro-
cery staples like milk, eggs, New York Times, www.nytimes.com, February 15; 2015, British
shop price decline steepens in February—BRC, New York Times, www.nytimes.com,
March 3; K. Ross, 2015, Supermarket wars: Aldi takes on market share as Woolworths
drops prices, Smart Company, www.smartcompany.com, March 9; A. Felsted, 2015,
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upgrade the quality of its capabilities as a foundation for being able to stay ahead of compet-
itors. The competitive actions and responses in standard-cycle markets are designed to seek
large market shares, to gain customer loyalty through brand names, and to carefully control
a firm’s operations in order to consistently provide the same positive experience for custom-
ers.* This is how the retail food industry operated for many years. But, it is changing with
discount competitors such as Aldi gaining strength in the market.

Companies competing in standard-cycle markets tend to serve many customers in
what are typically highly competitive markets. Because the capabilities and core compe-
tencies on which their competitive advantages are based are less specialized, imitation
is faster and less costly for standard-cycle firms than for those competing in slow-cycle
markets. However, imitation is slower and more expensive in these markets than in
fast-cycle markets. Thus, competitive dynamics in standard-cycle markets rest midway
between the characteristics of dynamics in slow-cycle and fast-cycle markets. Imitation
comes less quickly and is more expensive for standard-cycle competitors when a firm is
able to develop economies of scale by combining coordinated and integrated design and
manufacturing processes with a large sales volume for its products.

Because of large volumes, the size of mass markets, and the need to develop scale econ-
omies, the competition for market share is intense in standard-cycle markets. This form
of competition is readily evident in the battles among consumer foods’ producers, such as
candy makers and major competitors Hershey Co.; Nestlé, SA; Mondeléz International, Inc.
(the name for the former Kraft Foods Inc.); and Mars. (Of the firms, Hershey is far more
dependent on candy sales than are the others.) Taste and the ingredients used to develop it,
advertising campaigns, package designs, and availability through additional distribution
channels are some of the many dimensions on which these competitors aggressively com-
pete for the purpose of increasing their share of the candy market, as broadly defined.”
In recent years, candy manufacturers have also had to contend with criticism from health
professionals about the sugar, saturated fats, and calories their products provide, in terms
of how all of these attributes can have negative effects on personal health.:®

Innovation can also drive competitive actions and responses in standard-cycle mar-
kets, especially when rivalry is intense. Some innovations in standard-cycle markets are
incremental rather than radical in nature (incremental and radical innovations are dis-
cussed in Chapter 13). For example, consumer foods producers are innovating within
their lines of healthy products (as discussed in the Strategic Focus on Kellogg). Today,
many firms are relying on innovation as a means of competing in standard-cycle markets
and earning above-average returns.

Overall, innovation has a substantial influence on competitive dynamics as it affects
the actions and responses of all companies competing within a slow-cycle, fast-cycle, or
standard-cycle market. We have emphasized the importance of innovation to the firm’s
strategic competitiveness in earlier chapters and do so again in Chapter 13. These discus-
sions highlight the importance of innovation for firms regardless of the type of competi-
tive dynamics they encounter while competing.

Competitors are firms competing in the same market, offering other for an advantageous market position. The outcomes
similar products, and targeting similar customers. Competitive of competitive rivalry influence the firm's ability to sustain its
rivalry is the ongoing set of competitive actions and responses competitive advantages as well as the level (average, below

occurring between competitors as they compete against each average, or above average) of its financial returns.
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Competitive behavior is the set of competitive actions and
responses an individual firm takes while engaged in compet-
itive rivalry. Competitive dynamics is the set of actions and
responses taken by all firms that are competitors within a
particular market.

Firms study competitive rivalry in order to predict the compet-
itive actions and responses each of their competitors are likely
to take. Competitive actions are either strategic or tactical in
nature. The firm takes competitive actions to defend or build
its competitive advantages or to improve its market position.
Competitive responses are taken to counter the effects of a
competitor’s competitive action. A strategic action or a stra-
tegic response requires a significant commitment of organi-
zational resources, is difficult to successfully implement, and

is difficult to reverse. In contrast, a tactical action or a tactical
response requires fewer organizational resources and is easier
to implement and reverse. For example, for an airline company,
entering major new markets is an example of a strategic action
or a strategic response; changing its prices in a particular mar-
ket is an example of a tactical action or a tactical response.

A competitor analysis is the first step the firm takes to be able
to predict its competitors’ actions and responses. In Chapter 2,
we discussed what firms do to understand competitors. This
discussion was extended in this chapter to describe what the
firm does to predict competitors’ market-based actions. Thus,
understanding precedes prediction. Market commonality

(the number of markets with which competitors are jointly
involved and their importance to each) and resource similarity
(how comparable competitors’ resources are in terms of type
and amount) are studied to complete a competitor analysis.
In general, the greater the market commonality and resource
similarity, the more firms acknowledge that they are direct
competitors.

Market commonality and resource similarity shape the firm’s
awareness (the degree to which it and its competitors under-
stand their mutual interdependence), motivation (the firm's
incentive to attack or respond), and ability (the quality of the
resources available to the firm to attack and respond). Having
knowledge of these characteristics of a competitor increases
the quality of the firm’s predictions about that competitor’s
actions and responses.

In addition to market commonality, resource similarity, aware-
ness, motivation, and ability, three more specific factors affect
the likelihood a competitor will take competitive actions. The
first of these is first-mover benefits. First movers, those taking
an initial competitive action, often gain loyal customers and
earn above-average returns until competitors can success-
fully respond to their action. Not all firms can be first movers
because they may lack the awareness, motivation, or ability
required to engage in this type of competitive behavior.
Moreover, some firms prefer to be a second mover (the firm
responding to the first mover’s action). One reason for this is
that second movers, especially those acting quickly, often can
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successfully compete against the first mover. By evaluating
the first mover’s product, customers’ reactions to it, and the
responses of other competitors to the first mover, the second
mover may be able to avoid the early entrant’s mistakes and
find ways to improve upon the value created for customers
by the first mover’s goods or services. Late movers (those that
respond a long time after the original action was taken) com-
monly are lower performers and are much less competitive.

Organizational size tends to reduce the variety of competitive
actions that large firms launch, while it increases the variety
of actions undertaken by smaller competitors. Ideally, a firm
prefers to initiate a large number of diverse actions when
engaged in competitive rivalry. Another factor, quality, is a
base denominator for competing successfully in the global
economy. It is a necessary prerequisite to achieving competi-
tive parity. However, it is a necessary but insufficient condition
for establishing an advantage.

The type of action (strategic or tactical) the firm took, the com-
petitor’s reputation for the nature of its competitor behavior,
and that competitor’s dependence on the market in which

the action was taken are analyzed to predict a competitor’s
response to the firm’s action. In general, the number of tactical
responses taken exceeds the number of strategic responses.
Competitors respond more frequently to the actions taken by
the firm with a reputation for predictable and understandable
competitive behavior, especially if that firm is a market leader.
In general, the firm can predict that when its competitor is
highly dependent on its revenue and profitability in the mar-
ket in which the firm took a competitive action, that compet-
itor is likely to launch a strong response. However, firms that
are more diversified across markets are less likely to respond
to a particular action that affects only one of the markets in
which they compete.

In slow-cycle markets, competitive advantages generally can
be maintained for at least a period of time, and competitive
dynamics often include actions and responses intended to
protect, maintain, and extend the firm’s proprietary advan-
tages. In fast-cycle markets, competition is substantial as

firms concentrate on developing a series of temporary com-
petitive advantages. This emphasis is necessary because firms’
advantages in fast-cycle markets aren’t proprietary and, as
such, are subject to rapid and relatively inexpensive imitation.
Standard-cycle markets have a level of competition between
that in slow-cycle and fast-cycle markets; firms often (but not
always) are moderately shielded from competition in these
markets as they use capabilities that produce competitive
advantages that are moderately sustainable. Competitors in
standard-cycle markets serve mass markets and try to develop
economies of scale to enhance their profitability. Innovation

is vital to competitive success in each of the three types of
markets. Companies should recognize that the set of compet-
itive actions and responses taken by all firms differs by type of
market.
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competitive response 152
first mover 153

fast-cycle markets 161

late mover 155

multimarket competition 144

REVIEW QUESTIONS

1. Who are competitors? How are competitive rivalry, competitive
behavior, and competitive dynamics defined in the chapter?

2. What is market commonality? What is resource similarity? In
what way are these concepts the building blocks for a compet-
itor analysis?

3. How do awareness, motivation, and ability affect the firm's
competitive behavior?

Mini-Case
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market commonality 148
quality 156

resource similarity 148
strategic action 152
strategic response 152
second mover 154
slow-cycle markets 159
standard-cycle markets 162
tactical action 152

tactical response 152

4. What factors affect the likelihood a firm will take a competitive
action?

5. What factors affect the likelihood a firm will initiate a competi-
tive response to a competitor’s action(s)?

6. What competitive dynamics can be expected among firms
competing in slow-cycle markets? In fast-cycle markets? In
standard-cycle markets?

FedEx and United Parcel Service (UPS): Maintaining

Success while Competing Aggressively

Identified recently as one of the 50 greatest or most
intense competitive rivalries of all time, FedEx and UPS
are similar in many ways, including their resources, the
markets they serve, and the competitive dimensions that
they emphasize to implement similar strategies. These
similarities mean that the firms are direct competi-
tors and that they are keenly aware of each other and
have the motivation and ability to respond to the com-
petitive actions they take against each other. The two
firms are the largest global courier delivery companies in
what is a highly competitive industry on a global basis.
FedEx and UPS compete in many of the same
product markets, including next day delivery, cheaper
ground delivery, time-guaranteed delivery (both
domestically and internationally), and freight services.
However, the firms concentrate on different segments

in attempting to create superior stakeholder value and
to avoid direct, head-to-head competition in a host of
product segments and markets. In this regard, FedEx
“intends to leverage and extend the FedEx brand and
to provide customers with seamless access to its entire
portfolio of integrated transportation services,” while
UPS “seeks to position itself as the primary coordinator
of the flow of goods, information, and funds throughout
the entire supply chain (the movement from the raw
materials and parts stage through final consumption of
the finished product).”

Thus, while these firms are similar, they also seek to
differentiate themselves in ways that enhance the pos-
sibility of being able to gain strategic competitiveness
and earn above-average returns. In broad-stroke terms,
FedEx concentrates more on transportation services and
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international markets. (Recently, FedEx was generating
48 percent of revenue internationally, while UPS was
earning 22 percent of its revenue from international mar-
kets.) Meanwhile, UPS concentrates more on the entire
value chain while competing domestically. FedEx is the
world’s largest international air shipping firm, while UPS
is the world’s largest package delivery company.

There are many actions the firms have recently taken
to sharpen their ability to outcompete their primary
competitor. In mid-2013, FedEx learned that its contract
to fly domestic mail for the U.S. Postal Service had been
selected for renewal. UPS also bid on the contract, and
thus it lost this competitive battle to its rival. To support
its strength in logistics as part of the entire supply chain,
UPS recently agreed to buy “Hungary-based pharmaceu-
tical-logistics company Cemelog Zrt for an undisclosed
amount in a deal to strengthen its health-care business
in Europe, giving it access to the increasingly import-
ant markets of Central and Eastern Europe” UPS is also
emphasizing trans-border European Union services as a
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growth engine for the foreseeable future. To enhance its
ability to compete against UPS and other rivals as well,
FedEx is restructuring some of its operations to increase
efficiency. Similarly, the firm is increasing its emphasis
on finding ways for its independent express, ground, and
freight networks to work together more synergistically.
Although the rivalry between FedEx and UPS is
intense and aggressive, it is also likely that this rivalry
makes each firm stronger and more agile because each
has to be at its best in order to outperform the other.
Thus in many ways, each of these firms is a “good com-
petitor” for the other one.
Sources: 2013, FedEx Corp., Standard & Poor’s Stock Report, Www.
standardandpoors.com, May 25; 2013; United Parcel Service, Inc., Standard
& Poor’s Stock Report, www.standardandpoors.com, May 25; L. Eaton, 2013,
FedEx CEO: Truck fleets to shift to natural gas from diesel, Wall Street
Journal, www.wsj.com, March 8; V. Mock, 2013, UPS to appeal EU’s block of
TNT merger, Wall Street Journal, www.wsj.com, April 7; B. Morris &
B. Sechler, 2013, FedEx customers like slower and cheaper, Wall Street Journal,
www.wsj.com, March 20; B. Sechler, 2013, Online shopping boosts profit for

UPS, Wall Street Journal, www.wsj.com, April 25; B. Sechler, 2013, FedEx
fends off rivals for U.S. Postal, Wall Street Journal, www.wsj.com, April 23.

Case Discussion Questions

1. FedEx and UPS have many similar resources and compete
across many of the same markets. How are they different?
Stated differently, how do they differentiate themselves?

2. What are some of the major and unique strategic actions taken
by each firm? Have these actions been successful?

NOTES

3. Based on information in the case and from your research,
which of these firms do you predict will be the most successful
in the future? Please explain your reasons.
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DISNEY ADDS VALUE USING A RELATED
DIVERSIFICATION STRATEGY

The Walt Disney Company has pursued a related diversification strategy by using its movies to
create franchises and platforms around its popular cartoon and action movie figures. It is the sec-
ond largest mass media producer after Comcast. While other more focused content providers such
as Discover Communications, CBS, and Viacom have seen decreasing revenues because of lower
ratings and TV ad weakness, Disney was strengthened through its other businesses based on its
diversification strategy. These other businesses include consumer products, interactive consumer
products, interactive parks and resorts, and studio entertainment parks. It also has strong cable and
TV franchises through ESPN and ABC. Although its ad revenues have decreased like other more
focused content producers and distributors, its other businesses are growing and allow it to
maintain higher earnings compared to other rival media producing firms.

Disney’s strategy is
successful because its
corporate strategy, com-

pared to its business-level '

strategy, adds value | LAY L
across its set of businesses \ =

above what the individual ' = WQRLD PREMIERE
businesses could create indi- i 7 = gi

vidually. In the literature this {

is often known as synergy,

or in the more academic
literature it is known as econ-
omies of scope (which will
be defined more formally
later in the chapter). First,
Disney has a related set

of businesses in its studio
entertainment, consumer
products and interactive
media, media network
outlets, parks and resorts, and studio entertainment parks. Within its studio entertainment businesses,
Disney can share activities across its different production firms: Touchstone Pictures, Hollywood Pic-
tures, Dimension Films, Pixar Films, and Marvel Entertainment (a fairly recent acquisition). By sharing
activities among these semi-independent studios, it can learn faster and gain success by the knowl-
edge sharing and efficiencies associated with each studio’s expertise. The corporation also has broad
and deep knowledge about its customers which is a corporate-level capability in terms advertising
and marketing. This capability allows Disney to cross sell products highlighted in its movies through
its media distribution outlets, parks and resorts, as well as consumer product businesses.

Recently, Disney, for example, has been moving from its historical central focus on anima-
tion in movies such as Cinderella, The Jungle Book, and Beauty and the Beast, into the same titles
or stories using a live action approach. The recent release of Cinderella, a live action version of
the original 1950 animated classic, stays particularly close to the “fairy tale version of the script.”
This approach comes from its understanding of its customers and what they prefer. Other
approaches such as this can be found in Alice in Wonderland with Johnny Depp and Maleficent,
which was a slight twist on the original Sleeping Beauty, starring Angelina Jolie as the wicked
queen. The action versions of these two movies grossed $1.3 billion and $813 million globally,
respectively. Although Disney has had some relatively unsuccessful pictures, John Carter, The
Lone Ranger, and The Sorcerer’s Apprentice, its action movies based on its animated fairy tales
have been relatively more successful. Disney will be promoting Cinderella products in its stores
and in other focused retail outlets and will be advertising its products along with the direct con-
nections to Alice, Maleficent, and Frozen. All of these have been consumer product successes, and
Cinderella is likely to have the same appeal. Disney is also seeking to produce action movies such
as Beauty and the Beast, The Jungle Book, and others in the near future. All of these feed products
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A corporate-level strategy
specifies actions a firm

takes to gain a competitive
advantage by selecting and
managing a group of different
businesses competing in
different product markets.

Our discussions of business-level strategies (Chapter 4) and the competitive rivalry
and competitive dynamics associated with them (Chapter 5) have concentrated on
firms competing in a single industry or product market.! In this chapter, we introduce you
to corporate-level strategies, which are strategies firms use to diversify their operations
from a single business competing in a single market into several product markets—most
commonly, into several businesses. Thus, a corporate-level strategy specifies actions a
firm takes to gain a competitive advantage by selecting and managing a group of different
businesses competing in different product markets. Corporate-level strategies help com-
panies to select new strategic positions—positions that are expected to increase the firm’s
value.* As explained in the Opening Case, Disney competes in a number of related enter-
tainment and distribution industries.?

As is the case with Disney, firms use corporate-level strategies as a means to grow rev-
enues and profits, but there can be additional strategic intents to growth. Firms can pur-
sue defensive or offensive strategies that realize growth but have different strategic intents.
Firms can also pursue market development by entering different geographic markets (this
approach is discussed in Chapter 8). Firms can acquire competitors (horizontal integra-
tion) or buy a supplier or customer (vertical integration). As we see in the Opening Case,
Disney has acquired Pixar and Marvel movie production studios, thereby increasing its
horizontal integration in the movie product and distribution business. Such acquisition
strategies are discussed in Chapter 7. The basic corporate strategy, the topic of this chapter,
focuses on diversification.

The decision to pursue growth is not a risk-free choice for firms. Indeed, General
Electric (GE) experienced difficulty in its media businesses, especially with NBC, which
it eventually sold to Comcast. GE also suffered significant revenue declines in its finan-
cial services businesses and thus reduced its assets in that area, choosing to seek growth
in other businesses such as equipment for the oil industry and equipment for industrial
firms to better utilize the Internet. Effective firms carefully evaluate their growth options
(including the different corporate-level strategies) before committing firm resources to
any of them.



Chapter 6: Corporate-Level Strategy

Because the diversified firm operates in several different and unique product markets
and likely in several businesses, it forms two types of strategies: corporate-level (company-
wide) and business-level (competitive).* Corporate-level strategy is concerned with two
key issues: in what product markets and businesses the firm should compete and how
corporate headquarters should manage those businesses.> For the diversified company,
a business-level strategy (see Chapter 4) must be selected for each of the businesses in
which the firm has decided to compete. In this regard, each of GE’s product divisions
uses different business-level strategies; while most focus on differentiation, its consumer
electronics business has products that compete in market niches which include some
that are intended to serve the average income consumer. Thus, cost must also be an issue
along with some level of quality.

As is the case with a business-level strategy, a corporate-level strategy is expected
to help the firm earn above-average returns by creating value.® Some suggest that few
corporate-level strategies actually create value.” As the Opening Case indicates, realizing
value through a corporate strategy can be achieved, but it is challenging to do so. In fact,
Disney is one of the few large, widely diversified firms that has been successful over time.

Evidence suggests that a corporate-level strategy’s value is ultimately determined by
the degree to which “the businesses in the portfolio are worth more under the manage-
ment of the company than they would be under any other ownership”® Thus, an effective
corporate-level strategy creates, across all of a firm’s businesses, aggregate returns that
exceed what those returns would be without the strategy® and contributes to the firm’s
strategic competitiveness and its ability to earn above-average returns.”

Product diversification, a primary form of corporate-level strategies, concerns
the scope of the markets and industries in which the firm competes as well as “how
managers buy, create, and sell different businesses to match skills and strengths with
opportunities presented to the firm. Successful diversification is expected to reduce
variability in the firm’s profitability as earnings are generated from different businesses.*
Diversification can also provide firms with the flexibility to shift their investments to
markets where the greatest returns are possible rather than being dependent on only one
or a few markets.” Because firms incur development and monitoring costs when diversi-
tying, the ideal portfolio of businesses balances diversification’s costs and benefits. CEOs
and their top-management teams are responsible for determining the best portfolio for
their company.™

We begin this chapter by examining different levels of diversification (from low to
high). After describing the different reasons firms diversify their operations, we focus on
two types of related diversification (related diversification signifies a moderate to high
level of diversification for the firm). When properly used, these strategies help create
value in the diversified firm, either through the sharing of resources (the related con-
strained strategy) or the transferring of core competencies across the firm’s different busi-
nesses (the related linked strategy). We then examine unrelated diversification, which
is another corporate-level strategy that can create value. Thereafter, the chapter shifts
to the incentives and resources that can stimulate diversification which is value neutral.
However, managerial motives to diversify, the final topic in the chapter, can actually
destroy some of the firm’s value.

6-1 Levels of Diversification

Diversified firms vary according to their level of diversification and the connections
between and among their businesses. Figure 6.1 lists and defines five categories of busi-
nesses according to increasing levels of diversification. The single and dominant busi-
ness categories denote no or relatively low levels of diversification; more fully diversified
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Figure 6.1 Levels and Types of Diversification

Low Levels of Diversification

Single business: 95% or more of revenue comes from a
single business.

Dominant business: Between 70% and 95% of revenue
comes from a single business.

Moderate to High Levels of Diversification

Related constrained: Less than 70% of revenue comes
from the dominant business, and
all businesses share product,
technological, and distribution

930%@

linkages.
Related linked Less than 70% of revenue comes from
(mixed related and the dominant business, and there are e
unrelated): only limited links between businesses. e
Very High Levels of Diversification
Unrelated: Less than 70% of revenue comes from @

the dominant business, and there are
no common links between businesses.

®

©

Source: Adapted from R. P. Rumelt, 1974, Strategy, Structure and Economic Performance, Boston: Harvard Business School.

firms are classified into related and unrelated categories. A firm is related through its
diversification when its businesses share several links. For example, businesses may share
product markets (goods or services), technologies, or distribution channels. The more
links among businesses, the more “constrained” is the level of diversification. “Unrelated”
refers to the absence of direct links between businesses.

6-1a Low Levels of Diversification

A firm pursuing a low level of diversification uses either a single- or a dominant-business,
corporate-level diversification strategy. A single-business diversification strategy is a cor-
porate-level strategy wherein the firm generates 95 percent or more of its sales revenue
from its core business area.”” For example, McIlhenny Company, headquartered on Avery
Island in Louisiana and producer of Tabasco brand, has maintained is focus on its family’s
hot sauce products for seven generations. On its website, the following quote is provided
about its products: “Back in 1868, Edmund McIlhenny experimented with pepper seeds
from Mexico (or somewhere in Central America) to create his own style of Louisiana hot
sauce—our Original Red Sauce. Since then we've continued this tradition of exploration
and experimentation, and today Mcllhenny Company crafts seven unique and distinct
flavors of sauce, each with its own variety of deliciousness. From mild to wild, there’s
something for everyone!™* Historically McIlhenny has used a single-business strategy
while operating in relatively few product markets. Recently, it has begun to partner with
other firms so that the Tabasco taste can be found in jelly bean candies (Jelly Belly brand),
Hot & Spicy Cheez-It snack crackers (Sunshine brand), jerky (Slim Jim brand), and even
Tabasco flavored canned meat (Spam brand).
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With the dominant-business diversification strategy, the firm generates between 70
and 95 percent of its total revenue within a single business area. United Parcel Service
(UPS) uses this strategy. Recently UPS generated 61 percent of its revenue from its U.S.
package delivery business and 22 percent from its international package business, with
the remaining 17 percent coming from the firm’s nonpackage business.” Though the
U.S. package delivery business currently generates the largest percentage of UPS’s sales
revenue, the firm anticipates that in the future its other two businesses will account for
the majority of revenue growth. This expectation suggests that UPS may become more
diversified, both in terms of its goods and services and in the number of countries in
which those goods and services are offered.

Firms that focus on one or very few businesses and markets can earn positive returns,
because they develop capabilities useful for these markets and can provide superior ser-
vice to their customers. Additionally, there are fewer challenges in managing one or a
very small set of businesses, allowing them to gain economies of scale and efficiently use
their resources.” Family-owned and controlled businesses, such as McIlhenny Company’s
Tabasco sauce business, are commonly less diversified. They prefer the narrower focus
because the family’s reputation is related closely to that of the business. Thus, family
members prefer to provide quality goods and services which a focused strategy better
allows.”

Sany Heavy Industry Co., Ltd is China’s largest producer of heavy equipment. In fact,
it is the fifth largest producer of this type of equipment globally. Sany has seven core
businesses including: concrete machinery, excavators, hoisting machinery, pile driving
machinery, road construction machinery, port machinery, and wind turbine.** While
each is distinct, some similar technologies are used in the production and equipment.
Furthermore, related technologies allow similarities in production processes and equip-
ment for certain parts allowing a transfer of knowledge across these businesses. In addi-
tion, customers and markets share some similarities because most relate to some form of
construction. Although Sany might be evaluated by some to be using a single-business
corporate strategy because of its focus on heavy equipment manufacturing. If this is
the case, it has a series of differentiated products and is likely following a product pro-
liferation strategy. A product proliferation strategy represents a form of intra-industry
diversification.” Yet, as noted, Sany also has seven business divisions, one for each type of
heavy equipment it manufactures. Thus, it might also be considered by some to engage in
moderate diversification in the form of highly related constrained diversification, which
is discussed next.

6-1b Moderate and High Levels of Diversification

A firm generating more than 30 percent of its revenue outside a dominant business and
whose businesses are related to each other in some manner uses a related diversification
corporate-level strategy. When the links between the diversified firm’s businesses are
rather direct, meaning they use similar sourcing, throughput and outbound processes,
it is a related constrained diversification strategy. Campbell Soup, Procter & Gamble, and
Merck & Co. use a related constrained strategy. A firm shares resources and activities
across its businesses with a related constrained strategy.

For example, the Publicis Groupe uses a related constrained strategy, deriving value
from the potential synergy across its various groups (mobile and interactive online
communication, television, magazines and newspapers, cinema and radio, and outdoor
signage), especially the digital capabilities in its advertising business. Given its recent
performance, the related constrained strategy has created value for Publicis customers
and its shareholders by helping target particular audiences through appropriate media
and digital strategies.*
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The diversified company with a portfolio of businesses that have only a few links
between them is called a mixed related and unrelated firm and is using the related linked
diversification strategy (see Figure 6.1). GE uses a related-linked corporate-level diversi-
fication strategy. Compared with related constrained firms, related linked firms share
fewer resources and assets between their businesses, concentrating instead on transfer-
ring knowledge and core competencies between the businesses. GE has four strategic
business units (see Chapter 11 for a definition of SBUs) it calls “divisions,” each composed
of related businesses. There are few relationships across the strategic business units, but
many among the subsidiaries or divisions within them. As with firms using each type of
diversification strategy, companies implementing the related linked strategy constantly
adjust the mix in their portfolio of businesses as well as make decisions about how to
manage these businesses.”> Managing a diversified firm such as GE is highly challenging,
but GE appears to have been well managed over the years given its success.

A highly diversified firm that has no relationships between its businesses follows an
unrelated diversification strategy. United Technologies Corporation, Textron, Samsung,
and Hutchison Whampoa Limited (HWL) are examples of firms using this type of cor-
porate-level strategy. Commonly, firms using this strategy are called conglomerates. HWL
is a leading international corporation with five core businesses: ports and related services;
property and hotels; retail; energy, infrastructure, investments and others; and telecom-
munications. These businesses are not related to each other, and the firm makes no efforts
to share activities or to transfer core competencies between or among them. Each of these
tive businesses is quite large as exemplified by the retailing arm of the retail and manu-
facturing business which has more than 9,300 stores in 33 countries. Groceries, cosmetics,
electronics, wine, and airline tickets are some of the product categories featured in these
stores. This firm’s size and diversity suggest the challenge of successfully managing the
unrelated diversification strategy. However, Hutchison’s past CEO and Board Chair, Li
Ka-shing, has been successful at not only making smart acquisitions, but also at divesting
businesses with good timing.>* Another form of unrelated diversification strategy is pur-
sued by private equity firms such Carlyle Group, Blackstone, and KKR.» They often have
an unrelated set of portfolio firms.

6-2 Reasons for Diversification

A firm uses a corporate-level diversification strategy for a variety of reasons (see Table 6.1).
Typically, a diversification strategy is used to increase the firm’s value by improving its
overall performance. Value is created either through related diversification or through
unrelated diversification when the strategy allows a company’s businesses to increase
revenues or reduce costs while implementing their business-level strategies.>

Other reasons for using a diversification strategy may have nothing to do with increas-
ing the firm’s value; in fact, diversification can have neutral effects or even reduce a firm’s
value. Value-neutral reasons for diversification include a desire to match and thereby
neutralize a competitor’s market power (e.g., to neutralize another firm’s advantage by
acquiring a similar distribution outlet). Decisions to expand a firm’s portfolio of busi-
nesses to reduce managerial risk or increase top managers pay can have a negative effect
on the firm’s value. Greater amounts of diversification reduce managerial risk in that if
one of the businesses in a diversified firm fails, the top executive of that business does not
risk total failure by the corporation. As such, this reduces the top executives’ employment
risk. In addition, because diversification can increase a firm’s size and thus managerial
compensation, managers have motives to diversify a firm to a level that reduces its value.”
Diversification rationales that may have a neutral or negative effect on the firm’s value are
discussed later in the chapter.
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Table 6.1 Reasons for Diversification

Value-Creating Diversification

« Economies of scope (related diversification)
« Sharing activities
» Transferring core competencies
« Market power (related diversification)
« Blocking competitors through multipoint competition
» Vertical integration
. Financial economies (unrelated diversification)
- Efficient internal capital allocation
» Business restructuring

Value-Neutral Diversification

» Antitrust regulation

» Taxlaws

« Low performance

» Uncertain future cash flows
» Risk reduction for firm

« Tangible resources

» Intangible resources

Value-Reducing Diversification

- Diversifying managerial employment risk
» Increasing managerial compensation

Operational relatedness and corporate relatedness are two ways diversification strat-
egies that can create value (see Figure 6.2). Studies of these independent relatedness
dimensions show the importance of resources and key competencies.”® The figure’s ver-
tical dimension depicts opportunities to share operational activities between businesses
(operational relatedness) while the horizontal dimension suggests opportunities for
transferring corporate-level core competencies (corporate relatedness). The firm with a
strong capability in managing operational synergy, especially in sharing assets between its
businesses, falls in the upper left quadrant, which also represents vertical sharing of assets
through vertical integration. The lower right quadrant represents a highly developed
corporate capability for transferring one or more core competencies across businesses.

This capability is located primarily in the corporate headquarters office. Unrelated
diversification is also illustrated in Figure 6.2 in the lower left quadrant. Financial econ-
omies (discussed later), rather than either operational or corporate relatedness, are the
source of value creation for firms using the unrelated diversification strategy.

6-3 Value-Creating Diversification: Related
Constrained and Related Linked
Diversification

With the related diversification corporate-level strategy, the firm builds upon or extends its
resources and capabilities to build a competitive advantage by creating value for custom-
ers.® The company using the related diversification strategy wants to develop and exploit
economies of scope between its businesses.*® In fact, even nonprofit organizations have
found that carefully planned and implemented related diversification can create value.
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Figure 6.2 Value-Creating Diversification Strategies: Operational and Corporate Relatedness

Related Constrained Both Operational and
Diversification Corporate Relatedness

High

Operational
Relatedness:
Sharing
Activities
between
Businesses

Unrelated Related Linked

Low Diversification Diversification

Low High

Corporate Relatedness:
Transferring Core Competencies into Businesses

Economies of scope are cost savings a firm creates by successfully sharing resources and
capabilities or transferring one or more corporate-level core competencies that were devel-
oped in one of its businesses to another of its businesses.**

As illustrated in Figure 6.2, firms seek to create value from economies of scope
through two basic kinds of operational economies: sharing activities (operational relat-
edness) and transferring corporate-level core competencies (corporate relatedness). The
difference between sharing activities and transferring competencies is based on how
separate resources are jointly used to create economies of scope. To create economies
of scope, tangible resources such as plant and equipment or other business-unit phys-
ical assets often must be shared. Less tangible resources such as manufacturing know-
how and technological capabilities can also be shared.”®* However, know-how transferred
between separate activities with no physical or tangible resource involved is a transfer of
a corporate-level core competence, not an operational sharing of activities.>*

6-3a Operational Relatedness: Sharing Activities

Firms can create operational relatedness by sharing either a primary activity (e.g., inven-
tory delivery systems) or a support activity (e.g., purchasing practices)—see Chapter 3’s
discussion of the value chain. Firms using the related constrained diversification strategy
share activities in order to create value. Procter & Gamble uses this corporate-level strat-
egy. Sany, described in an example above, also shares activities. For example, Sany’s var-
ious businesses share marketing activities because all of their equipment is sold to firms
in the construction industry. This is evidenced by the sponsorship of a NASCAR racecar
in an attempt to reach executives in the construction industry. (see more on Sany in the
Mini-case at the end of the Chapter)



Chapter 6: Corporate-Level Strategy

Activity sharing is also risky because
ties among a firm’s businesses create links
between outcomes. For instance, if demand
for one business’s product is reduced, it may
not generate sufficient revenues to cover the
fixed costs required to operate the shared
facilities. These types of organizational dif-
ficulties can reduce activity-sharing suc-
cess. Additionally, activity sharing requires
careful coordination between the businesses
involved. The coordination challenges must
be managed effectively for the appropri-
ate sharing of activities (see Chapter 11 for
further discussion).’

Although activity sharing across busi-
nesses is not risk-free, research shows that
it can create value. For example, studies of
acquisitions of firms in the same industry
(horizontal acquisitions), such as the banking
and software industries, found that sharing
resources and activities and thereby creat-
ing economies of scope contributed to post-
acquisition increases in performance and higher returns to shareholders.** Additionally,
firms that sold off related units in which resource sharing was a possible source of econ-
omies of scope have been found to produce lower returns than those that sold off busi-
nesses unrelated to the firm’s core business.” Still other research discovered that firms
with closely related businesses have lower risk.3® These results suggest that gaining econo-
mies of scope by sharing activities across a firm’s businesses may be important in reducing
risk and in creating value. More attractive results are obtained through activity sharing
when a strong corporate headquarters office facilitates it.»

Singapore
Innovation
Center

LI
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its divisions.

6-3b Corporate Relatedness: Transferring of Core
Competencies

Over time, the firm’s intangible resources, such as its know-how, become the foundation
of core competencies. Corporate-level core competencies are complex sets of resources
and capabilities that link different businesses, primarily through managerial and techno-
logical knowledge, experience, and expertise.* Firms seeking to create value through
corporate relatedness use the related linked diversification strategy as exemplified by GE.

In at least two ways, the related linked diversification strategy helps firms to cre-
ate value. First, because the expense of developing a core competence has already been
incurred in one of the firm’s businesses, transferring this competence to a second business
eliminates the need for that business to allocate resources to develop it. Resource intan-
gibility is a second source of value creation through corporate relatedness. Intangible
resources are difficult for competitors to understand and imitate. Because of this diffi-
culty, the unit receiving a transferred corporate-level competence often gains an immedi-
ate competitive advantage over its rivals.*

A number of firms have successfully transferred one or more corporate-level core
competencies across their businesses. Virgin Group Ltd. transfers its marketing core com-
petence across airlines, cosmetics, music, drinks, mobile phones, health clubs, and a num-
ber of other businesses.** Honda has developed and transferred its competence in engine
design and manufacturing among its businesses making products such as motorcycles,

Procter & Gamble (P&G) is a consumer products firm that shares a lot of
activities among its divisions; for example, most of its products are sold
through retail outlets and those sales activities can be shared among
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Virgin Group, known for its airline, has also transferred its brand
through its marketing competence to other product areas such
cosmetics, music, drinks, mobile phones, health clubs, and a number
of other businesses.

Market power exists

when a firm is able to sell its
products above the existing
competitive level or to reduce
the costs of its primary and
support activities below the
competitive level, or both.

Multipoint competition
exists when two or

more diversified firms
simultaneously compete in
the same product areas or
geographical markets.
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lawnmowers, and cars and trucks. Company
officials state that Honda is a major manufac-
turer of engines focused on providing prod-
ucts for all forms of human mobility.#

One way managers facilitate the transfer
of corporate-level core competencies is by
moving key people into new management
positions.* However, the manager of an older
business may be reluctant to transfer key peo-
ple who have accumulated knowledge and
experience critical to the business’s success.
Thus, managers with the ability to facilitate
the transfer of a core competence may come
at a premium, or the key people involved may
not want to transfer. Additionally, the top-
level managers from the transferring business
may not want the competencies transferred
to a new business to fulfill the firm’s diversifi-
cation objectives.® Research suggests that the
nature of the top management team can influ-
ence the success of the knowledge and skill
transfer process.* Research also suggests too
much dependence on outsourcing can lower the usefulness of core competencies thereby,
reducing their useful transferability to other business units in the diversified firm.+

6-3¢ Market Power

Firms using a related diversification strategy may gain market power when successfully
using a related constrained or related linked strategy. Market power exists when a firm is
able to sell its products above the existing competitive level or to reduce the costs of its
primary and support activities below the competitive level, or both.* Heinz was bought
by a private equity firm in Brazil called 3G Capital Partners LP that is currently approach-
ing Kraft Foods Group to combine these two firms. This deal is supported by Warren
Buffet’s Berkshire Hathaway & Co. who teamed up with 3G to buy Heinz’s well established
ketchup and frozen food brands businesses for $23 billion. In a similar deal to build mar-
ket power, 3G took private food restaurant Burger King Worldwide, Inc., and also bought
Tim Hortons Inc. (a Canadian coffee and donut fast-food restaurant) through its Burger
King holdings. Warren Buffet also contributed $11 million to help finance the latter deal.
These deals obvious build market power for the combining firms in branded consumer
foods and fast food restaurants.*

Ericsson has the largest share of the global market in telecommunications equipment,
and for many years its leadership position has afforded the company considerable market
power. That market power and its leadership position in research helped it garner major
contracts in telecommunications equipment; “About 40 percent of the world’s wireless
calls and data move through Ericsson’s network hardware”® As communication firms
move to the “cloud” it is seeking acquisitions and contracts to maintain that market power.

In addition to efforts to gain scale as a means of increasing market power, firms can
foster increased market power through multipoint competition and vertical integration.
Multipoint competition exists when two or more diversified firms simultaneously com-
pete in the same product areas or geographical markets.>* Through multi-point competi-
tion, rival firms often experience pressure to diversify because other firms in their dominant
industry segment have made acquisitions to compete in a different market segment.

RUBY WASHINGTON/The New York Tim/Redux
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The actions taken by UPS and FedEx in two
markets, overnight delivery and ground ship-
ping, illustrate multipoint competition. UPS
moved into overnight delivery, FedEx’s strong-
hold; in turn, FedEx bought trucking and
ground shipping assets to move into ground
shipping, UPS’s stronghold. Similarly, J.M.
Smucker Company, a snack food producer,
recently bought Big Heart Pet Brands which
specializes in snacks such as Milk-Bone dog
biscuits, treats and chews and has over $2.2
billion in annual revenue. Smucker’s competi-
tor, Mars, had acquired a significant portion
of Proctor & Gamble’s dog and cat food divi-
sion in 2014. Apparently Smucker’s was seek-
ing to keep up its size and cross-industry
positions relative to Mars by also diversifying
into snacks for pets.”

Some firms using a related diversification
strategy engage in vertical integration to gain
market power. Vertical integration exists
when a company produces its own inputs
(backward integration) or owns its own source of output distribution (forward integra-
tion). In some instances, firms partially integrate their operations, producing and selling
their products by using company-owned businesses as well as outside sources.”

Vertical integration is commonly used in the firm’s core business to gain market
power over rivals. Market power is gained as the firm develops the ability to save on its
operations, avoid sourcing and market costs, improve product quality, possibly protect
its technology from imitation by rivals, and potentially exploit underlying capabili-
ties in the marketplace. Vertically integrated firms are better able to improve product
quality and improve or create new technologies than specialized firms because they
have access to more information and knowledge that are complementary.>* Market
power also is created when firms have strong ties between their productive assets for
which no market prices exist. Establishing a market price would result in high search
and transaction costs, so firms seek to vertically integrate rather than remain separate
businesses.”

Vertical integration has its limitations. For example, an outside supplier may produce
the product at a lower cost. As a result, internal transactions from vertical integration may
be expensive and reduce profitability relative to competitors.>® Also, bureaucratic costs
can be present with vertical integration.” Because vertical integration can require sub-
stantial investments in specific technologies, it may reduce the firm’s flexibility, especially
when technology changes quickly. Finally, changes in demand create capacity balance and
coordination problems. If one business is building a part for another internal business
but achieving economies of scale requires the first division to manufacture quantities
that are beyond the capacity of the internal buyer to absorb, it would be necessary to
sell the parts outside the firm as well as to the internal business. Thus, although vertical
integration can create value, especially through market power over competitors, it is not
without risks and costs.*

Around the turn of the twenty-first century, manufacturing firms such as Intel and
Dell began to reduce vertical integration by reducing ownership of self-manufactured
parts and component. This trend also occurred in some large auto companies, such
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supported by such information networks.
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Disney sells many products related to its movies in its own stores as

well as more broadly through other retail outlets.
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as Ford and General Motors, as they developed independent supplier networks.*
Flextronics, an electronics contract manufacturer, is a large contract manufacturer
that helps to support this approach to supply-chain management.® Such firms often
manage their customers’ entire product lines and offer services ranging from inven-
tory management to delivery and after-sales service. Interestingly, however, some firms
are beginning to reintegrate in order to gain better control over the quality and timing
of their supplies.”” Samsung has maintained control of its operations through a verti-
cal integration strategy, while being a manufacturer for competitors such as Apple in
consumer electronics.

6-3d Simultaneous Operational Relatedness
and Corporate Relatedness

As Figure 6.2 suggests, some firms simultaneously seek operational and corporate relat-
edness to create economies of scope.® The ability to simultaneously create economies of
scope by sharing activities (operational relatedness) and transferring core competencies
(corporate relatedness) is difficult for competitors to understand and learn how to imitate.
However, if the cost of realizing both types of relatedness is not offset by the benefits cre-
ated, the result is diseconomies because the cost of organization and incentive structure
is very expensive.®

As noted in the Opening Case, The Walt Disney Company uses a related diversifica-
tion strategy to simultaneously create economies of scope through operational and cor-
porate relatedness. Disney has five separate but related businesses: media networks, parks
and resorts, studio entertainment, consumer products, and interactive media. Within the
firm’s Studio Entertainment business, for example, Disney can gain economies of scope by
sharing activities among its different movie distribution companies, such as Touchstone
Pictures, Hollywood Pictures, and Dimension Films. Broad and deep knowledge about its
customers is a capability on which Disney relies to develop corporate-level core compe-
tencies in terms of advertising and marketing. With these competencies, Disney is able to
create economies of scope through corporate relatedness as it cross-sells products that are
highlighted in its movies through the distribution channels that are part of its parks and
resorts and consumer products businesses. Thus, characters created in movies become
figures that are marketed through Disney’s
retail stores (which are part of the consumer
products business). In addition, themes estab-
lished in movies become the source of new
rides in the firm’s theme parks, which are part
of the parks and resorts business, and provide
themes for clothing and other retail business
products.®

Although The Walt Disney Company has
been able to successfully use related diversi-
fication as a corporate-level strategy through
which it creates economies of scope by shar-
ing some activities and by transferring core
competencies, it can be difficult for investors
to identify the value created by a firm (e.g.,
The Walt Disney Company) as it shares activ-
ities and transfers core competencies. For this
reason, the value of the assets of a firm using a
diversification strategy to create economies of
scope often is discounted by investors.

RICHARD B. LEVINE/Newscom
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6-4 Unrelated Diversification

Firms do not seek either operational relatedness or corporate relatedness when using the
unrelated diversification corporate-level strategy. An unrelated diversification strategy
(see Figure 6.2) can create value through two types of financial economies. Financial
economies are cost savings realized through improved allocations of financial resources
based on investments inside or outside the firm.*

Efficient internal capital allocations can lead to financial economies. Efficient internal
capital allocations reduce risk among the firm’s businesses—for example, by leading to
the development of a portfolio of businesses with different risk profiles. The second type
of financial economy concerns the restructuring of acquired assets. Here, the diversified
firm buys another company, restructures that company’s assets in ways that allow it to
operate more profitably, and then sells the company for a profit in the external market.”
Next, we discuss the two types of financial economies in greater detail.

6-4a Efficient Internal Capital Market Allocation

In a market economy, capital markets are believed to efficiently allocate capital. Efficiency
results as investors take equity positions (ownership) with high expected future cash-flow
values. Capital is also allocated through debt as shareholders and debt holders try to
improve the value of their investments by taking stakes in businesses with high growth
and profitability prospects.

In large diversified firms, the corporate headquarters office distributes capital to its
businesses to create value for the overall corporation. As exampled in the Strategic Focus,
GE has used this approach to internal capital allocation among its unrelated business
units. The nature of these distributions can generate gains from internal capital market
allocations that exceed the gains that would accrue to shareholders as a result of capital
being allocated by the external capital market.*® Because those in a firm’s corporate head-
quarters generally have access to detailed and accurate information regarding the actual
and potential future performance of the company’s portfolio of businesses, they have the
best information to make capital distribution decisions.®

Compared with corporate office personnel, external investors have relatively limited
access to internal information and can only estimate the performances of individual
businesses as well as their future prospects. Moreover, although businesses seeking cap-
ital must provide information to potential suppliers (e.g., banks or insurance compa-
nies), firms with internal capital markets can have at least two informational advantages.
First, information provided to capital markets through annual reports and other sources
emphasize positive prospects and outcomes. External sources of capital have a limited
ability to understand the operational dynamics within large organizations. Even external
shareholders who have access to information are unlikely to receive full and complete
disclosure.”” Second, although a firm must disseminate information, that information
also becomes simultaneously available to the firm’s current and potential competitors.
Competitors might attempt to duplicate a firm’s value-creating strategy with insights
gained by studying such information. Thus, the ability to efficiently allocate capital
through an internal market helps the firm protect the competitive advantages it develops
while using its corporate-level strategy as well as its various business-unit-level strategies.

If intervention from outside the firm is required to make corrections to capital allo-
cations, only significant changes are possible because the power to make changes by
outsiders is often indirect (e.g., through members of the board of directors). External
parties can try to make changes by forcing the firm into bankruptcy or changing the top
management team. Alternatively, in an internal capital market, the corporate headquar-
ters office can fine-tune its corrections, such as choosing to adjust managerial incentives
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Strategic Focus

GE and United Technology Are Firms that Have Pursued Internal Capital

Allocation and Restructuring Strategies

GE competes in many different industries ranging from appli-
ances, aviation, and consumer electronics to energy, financial
services, health care, oil, and wind turbines. Historically, GE has
done an exceptionally good job of allocating capital across its
many businesses, although it has suffered a discount to other
diversified competitors of late. Even though GE is a related
linked firm, it differentially allocates capital across its major
strategic business units. Even though GE Capital (GE's financial
services business unit) produced high returns for GE over the
last few decades, it received a healthy amount of capital from
internal allocations. However, GE has been balancing its finan-
cial services portfolio over the last few years.

In particular, GE committed to shrinking its financial oper-
ation because Jeff Immelt, GE's CEQ, has been under pressure
by investors to make GE a more focused industrial company,
primarily because its stock price has stayed below $30 since
the financial crisis. Ultimately, the goal is to scale back GE
Capital from 42 percent of the profit in 2014 to 25 percent of
GE's profit in 2016. Before the financial crisis, almost 50 percent
of profits were derived from GE Capital. Regulation has forced
GE to keep more capital in its financial arm, and thus it can
no longer pull as much cash out “to help pay dividends, buy
back shares, and help finance GE's industrial operations” It also
prevents other restructuring efforts. For example, GE wanted to
sell its appliance business, but had to hold on to it for several
years during the crisis because the price it could get would be
too low. Immelt added, “make no mistake, the ultimate size of
GE Capital will be based on competitiveness, returns, and the
impact of regulation on the entire company." However, since
the financial crisis, GE realized the risks of have so much capital
invested in GE Capital which almost toppled GE.

GE is also under pressure because it had built up its oil and
gas service operations through acquisitions. However, since the
drop in oil prices, this unit has come under pressure. When these
assets were purchased, crude oil was selling for $100 per barrel,
but crude oil has been recently selling for near $50 per barrel.

Also, United Technologies, an unrelated firm, has allocated
resources internally according to their best and most efficient
use. Similar to GE, it often bought, restructured, and oper-
ated the businesses until it made sense to sell them. United
Technologies owns Otis Elevator, building fires and security
system brands Chubb and Kidde, Pratt & Whitney jet engines,
Carrier air conditioners, and Sikorsky Aircraft. Sikorsky is best
known for its Black Hawk helicopters, and it is one of the largest
helicopter makers in the world. United Technologies' new CEO,

Simon Dawson/Bloomberg/Getty Images

Gregory J. Hayes, told analysts that it was evaluating its portfolio.
The Sikorsky division has come under pressure amidst softer
military spending and weakness in demand for oil services
companies which utilize helicopters to fly employees to platforms
offshore as well as onshore. Although Hayes had considered a tax
free spinoff, he ultimately contracted to sell the Sikorsky business
unit to Lockheed Martin, a big defense contractor. Interestingly,
he is also hunting for a large acquisition to purchase, restructure,
and include in United Technologies portfolio.

Both GE and United Technology have used internal cap-
ital allocate resources among their diversified business units
efficiently. Also, both businesses have used the restructuring
strategy to make their operations more efficient and, when
appropriate, sold them on the open market, either through
selloff to another acquirer or through spinoffs where two stock
prices are created, one for the legacy business and one for the
spinoff firm (the variety of restructuring strategies will be
developed and compared more fully in Chapter 7).

i

Although GE is seeking to pare back its financial business, GE
Capital, with the downturn in oil and gas commodity prices,
its Oil and Gas service unit has also experienced difficulties.

Sources: D. Cameron, 2015, Lockheed Martin to buy Sikorsky for $9 billion, Wall Street
Journal, www.wsj.com, July 21; R. Clough, 2015, A crude awakening for GE, Bloomberg
Businessweek, March 16, 19; C. Dillow, 2015, What happens if United Technologies
unloads Sikorsky?, Fortune, www.fortune.com, March 23; C. Grant, 2015, GE's capital
control isn't a cure; selling its Asian lending unit won't be enough to revive its stock,
Wall Street Journal, www.wsj.com, March 16; T. Mann, 2015, GE weighs deeper cuts

in bank unit, Wall Street Journal, March 12, B1, B2; D. Mattioli & D. Cimilluca, 2015,
Sikorsky spin-off considered, Wall Street Journal, March 12, B3; G. Smith, 2015, Siemens'
long-feared slimdown isn't as drastic as feared, Fortune, www.fortune,com, February
23; J. Bogaisky, 2014, Is Bouygues crying uncle on Alstom?, GE said in talks for $13b
acquisition. Forbes, April 23, 19; T. Mann, 2014, United Technologies CEO hunting for
major acquisition, Wall Street Journal, www.wsj.com, December 12.
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or encouraging strategic changes in one of the firm’s businesses.” Thus, capital can be
allocated according to more specific criteria than is possible with external market allo-
cations. Because it has less accurate information, the external capital market may fail to
allocate resources adequately to high-potential investments. The corporate headquarters
office of a diversified company can more effectively perform such tasks as disciplining
underperforming management teams through resource allocations.”

In spite of the challenges associated with it, a number of corporations continue to
use the unrelated diversification strategy, especially in Europe and in emerging markets.
As an example, Siemens is a large diversified German conglomerate that engages in sub-
stantial diversification in order to balance its economic risk. In economic downturns,
diversification can help some companies improve future performance.”

The Achilles’ heel for firms using the unrelated diversification strategy in a devel-
oped economy is that competitors can imitate financial economies more easily than they
can replicate the value gained from the economies of scope developed through opera-
tional relatedness and corporate relatedness. This issue is less of a problem in emerging
economies, in which the absence of a “soft infrastructure” (including effective financial
intermediaries, sound regulations, and contract laws) supports and encourages use of the
unrelated diversification strategy.”# In fact, in emerging economies such as those in Korea,
India, and Chile, research has shown that diversification increases the performance of
firms affiliated with large diversified business groups.”

6-4b Restructuring of Assets

Financial economies can also be created when firms learn how to create value by buy-
ing, restructuring, and then selling the restructured companies’ assets in the external
market.’® As in the real estate business, buying assets at low prices, restructuring them,
and selling them at a price that exceeds their cost generates a positive return on the firm’s
invested capital. This is a strategy that has been taken up by private equity firms, who buy,
restructure and then sell, often within a four or five year period.”

Unrelated diversified companies that pursue this strategy try to create financial econ-
omies by acquiring and restructuring other companies’ assets, but it involves significant
trade-offs. For example, United Technologies as illustrated in the Strategic Focus has
used this strategy. Likewise, Danaher Corp’s success requires a focus on mature manu-
facturing businesses because of the uncertainty of demand for high-technology products.
It has acquired 400 businesses since 1984 and applied the Danaher Business System to
reduce costs and create a lean organization.”® In high-technology businesses, resource
allocation decisions are highly complex, often creating information-processing overload
on the small corporate headquarters offices that are common in unrelated diversified
firms. High-technology and service businesses are often human-resource dependent;
these people can leave or demand higher pay and thus appropriate or deplete the value
of an acquired firm.”

Buying and then restructuring service-based assets so they can be profitably sold
in the external market is also difficult. Thus, for both high-technology firms and
service-based companies, relatively few tangible assets can be restructured to create value
and sell profitably. It is difficult to restructure intangible assets such as human capital
and effective relationships that have evolved over time between buyers (customers) and
sellers (firm personnel). Ideally, executives will follow a strategy of buying businesses
when prices are lower, such as in the midst of a recession, and selling them at late stages
in an expansion.® Because of the increases in global economic activity, including more
cross-border acquisitions, there is also a growing number of foreign divestitures and
restructuring in internal markets (e.g., partial or full privatization of state-owned enter-
prises). Foreign divestitures are even more complex than domestic ones and must be
managed carefully.®
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6-5 Value-Neutral Diversification:
Incentives and Resources

The objectives firms seek when using related diversification and unrelated diversification
strategies all have the potential to help the firm create value through the corporate-level
strategy. However, these strategies, as well as single- and dominant-business diversifi-
cation strategies, are sometimes used with objectives that are value-neutral. Different
incentives to diversify sometimes exist, and the quality of the firm’s resources may permit
only diversification that is value neutral rather than value creating.

6-5a Incentives to Diversify

Incentives to diversify come from both the external environment and a firm’s internal
environment. External incentives include antitrust regulations and tax laws. Internal
incentives include low performance, uncertain future cash flows, and the pursuit of
synergy, and reduction of risk for the firm.

Antitrust Regulation and Tax Laws

Government antitrust policies and tax laws provided incentives for U.S. firms to diversify
in the 1960s and 1970s.* Antitrust laws prohibiting mergers that created increased mar-
ket power (via either vertical or horizontal integration) were stringently enforced during
that period.® Merger activity that produced conglomerate diversification was encouraged
primarily by the Celler-Kefauver Antimerger Act (1950), which discouraged horizontal
and vertical mergers. As a result, many of the mergers during the 1960s and 1970s were
“conglomerate” in character, involving companies pursuing different lines of business.
Between 1973 and 1977, 79.1 percent of all mergers were conglomerate in nature.®

During the 1980s, antitrust enforcement lessened, resulting in more and larger hori-
zontal mergers (acquisitions of target firms in the same line of business, such as a merger
between two oil companies).® In addition, investment bankers became more open to the
kinds of mergers facilitated by regulation changes; as a consequence, takeovers increased
to unprecedented numbers.* The conglomerates, or highly diversified firms, of the 1960s
and 1970s became more “focused” in the 1980s and early 1990s as merger constraints were
relaxed and restructuring was implemented.*”

In the beginning of the twenty-first century, antitrust concerns emerged again with
the large volume of mergers and acquisitions (see Chapter 7).* Mergers are now receiving
more scrutiny than they did in the 1980s, 1990s, and the first decade of the 2000s.%

The tax effects of diversification stem not only from corporate tax changes, but also from
individual tax rates. Some companies (especially mature ones) generate more cash from
their operations than they can reinvest profitably. Some argue that free cash flows (liquid
financial assets for which investments in current businesses are no longer economically
viable) should be redistributed to shareholders as dividends.®® However, in the 1960s and
1970s, dividends were taxed more heavily than were capital gains. As a result, before 1980,
shareholders preferred that firms use free cash flows to buy and build companies in high-
performance industries. If the firm’s stock value appreciated over the long term, shareholders
might receive a better return on those funds than if the funds had been redistributed as div-
idends because returns from stock sales would be taxed more lightly than would dividends.

Under the 1986 Tax Reform Act, however, the top individual ordinary income tax rate
was reduced from 50 to 28 percent, and the special capital gains tax was changed to treat
capital gains as ordinary income. These changes created an incentive for shareholders to stop
encouraging firms to retain funds for purposes of diversification. These tax law changes also
influenced an increase in divestitures of unrelated business units after 1984. Thus, while indi-
vidual tax rates for capital gains and dividends created a shareholder incentive to increase
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diversification before 1986, they encouraged lower diversification after 1986, unless the diver-
sification was funded by tax-deductible debt. Yet, there have been changes in the maximum
individual tax rates since the 1980s. The top individual tax rate has varied from 31 percent in
1992 to 39.6 percent in 2013. There have also been some changes in the capital gains tax rates.

Corporate tax laws also affect diversification. Acquisitions typically increase a firm’s
depreciable asset allowances. Increased depreciation (a non-cash-flow expense) produces
lower taxable income, thereby providing an additional incentive for acquisitions. At one
time, acquisitions were an attractive means for securing tax benefits, but changes rec-
ommended by the Financial Accounting Standards Board (FASB) eliminated the “pool-
ing of interests” method to account for the acquired firm’s assets. It also eliminated the
write-off for research and development in process, and thus reduced some of the incen-
tives to make acquisitions, especially acquisitions in related high-technology industries
(these changes are discussed further in Chapter 7).

Thus, regulatory changes such as the ones we have described create incentives or
disincentives for diversification. Interestingly, European antitrust laws have historically
been stricter regarding horizontal mergers than those in the United States, but recently
have become more similar.”

Low Performance
Some research shows that low returns are related to greater levels of diversification.”
If high performance eliminates the need for greater diversification, then low performance
may provide an incentive for diversification. In the Strategic Focus, Coca-Cola has not met
its growth and profit targets in its dominant business of soft drinks in recent years. As such,
it has sought to diversify into higher growth areas such as bottled water, tea, and fruit juices.
Firms such as Coca-Cola, which has an incentive to diversify, need to be careful
because often there are brand risks to moving into areas that are new and where the com-
pany lacks operational expertise. There can be negative synergy (where potential synergy
between acquiring and target firms is illusory) and problems between leaders and cultural
fit difficulties with recent acquisitions.* Research evidence and the experience of a num-
ber of firms suggest that an overall curvilinear relationship, as illustrated in Figure 6.3,

Figure 6.3 The Curvilinear Relationship between Diversification and Performance

Performance

Dominant Related Unrelated
Business Constrained Business

Level of Diversification
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been facing difficulties with the changing tastes among
consumers. As indicated in an earlier chapter, McDonald's
has been facing healthy fast-food competitors like Chipotle
Mexican Grill. Likewise, companies such as Campbell’s Soup
and General Mills have also been experiencing more health
conscious consumers both from millennials and baby boom-
ers. Coca-Cola also has experienced a drop in demand for its
dominant soft drink business. Coca-Cola had promised a 3—-4
percent annual growth volume to investors for 2014 and that
“this would be the year of execution” declared CEO Muhtar
Kent. However, by 2015 Coca-Cola had fallen short of this
volume goal. Its revenue slipped 2 percent to $46 billion, and
profits fell 17 percent to $7.1 billion from the prior year (2013).
Because consumers'tastes are changing, Coca-Cola has
chosen to “polish the diamond" by improving its marketing
and execution in soft drinks. However, its efforts through
advertising and execution to realize its revenue and profit
goals were not sufficient.

Seeing this decline over time, Coca-Cola has been diver-
sifying, as well as trying to improve execution, to deal with
depressed volumes in its dominant soft drink business. Sixty-
three percent of Americans told a Gallop poll in 2014 that they
were avoiding soft drinks. In fact, soft drink sales have been
falling for 10 straight years and, as a result, Coca-Cola sales are
slowing or shrinking around the world. In fact, supermarket
firm Whole Foods will not carry the product. It seems that
today's consumers want “healthier, tastier, more unique, and
less mass market” products. This trend has impacted Kellogg
Company, Kraft Foods Group, McDonald's, and others that
have focused on general consumers. In fact, Heinz was taken
private by 3G Capital Partners LP and was recently combined
with Kraft Foods Group to form the Kraft Heinz Company.
This deal is supported by Warren Buffet's Berkshire
Hathaway & Co. because these are high cash flow businesses
that fit the Berkshire Hathaway unrelated diversification
approach of investing. Businesses which are still independent,
such as Coca-Cola, have been pursuing diversification to deal
with the future risks of consumers’ changing tastes.

In 2007, Coca-Cola commissioned a study focused on
nonalcoholic drink concepts. It launched its “Venture &
Emerging Brands" (VEB) unit to cultivate relationships and
to ultimately purchase small start-ups. Through this process,
it now owns Fuze Tea, Zico coconut water, and the organic

Strategic Focus

Coca-Cola’s Diversification to Deal with Its Reduced Growth in Soft Drinks

Many package good and food distribution companies have

brand Honest Tea. In fact, soft drinks have decreased in
consumption almost 90 percent between 2003 and 2013,
while sports drinks and bottled water have increased nearly
40 percent during the same period. Coca-Cola partnered with
Monster, the leader in energy drinks, which have become
very popular, and in 2015 Coca-Cola took ownership of
Monster’s non-energy drink business. In the “water” market,
Coca-Cola owns Glacéau and Fruitwater, which it launched in
2013. In“juices,”it owns Odwalla, Simply, and Fuze, in addition
to its long standing brand, Minute Maid. Finally, Coca-Cola
is trying to adjust its marketing strategy and advertise new
products along with its standard, more-healthy products such
as Caffeine-free Coke, Coke Zero, and others. However, no
one wants to repeat the ‘new Coke"” marketing disaster that
occurred previously, so they are very cautious about product
proliferation where there could be potential for a huge
mistake that damages the brand.

Coca-Cola has also tinkered with other approaches such
as its Freestyle soda fountain machine “that offers more than
100 different drink choices; some, such as Orange Coke, aren't
available in cans! It now has these drink machines in fast food
chains such as Five Guys and Burger King. This approach has
consistently raised drink sales by double-digits every year,
mostly because the volume for these drink machines is higher;
“the largest fountain drink is 40 ounces versus 16 ounces for a
standard Coca-Cola can product!

COisneyFoodElog.com

Freestyle Soda Fountain.PNG

The photo illustrates a Freestyle soda machine
that Coca-Cola and other firms have been using to
dispense and mix their various drink products.
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Even with some of these new approaches/ health critics Sources: M. Chahal, 2015, Coca-Cola’s strategy: Heritage with ‘digital backbone;

are challenging some of the advertising for “healthy prod-

Marketing Week, www.marketingweek.com, March 11; D. Cimilluca, D. Mattioli, &
A. Gasparro, 2015, Brazil's 3G in serious talks for Kraft, Wall Street Journal,

ucts” which have a lot of sugar but are classified as “juices” www.wsj.com, March 25, A1, A6; M. Esterl, 2015; Soft drinks hit 10th year of
Often these products have as much sugar as sta ndard soft decline, Wall Street Journal, www.wsj.com, March 27; M. Esterl, 2015, What is

drinks. As such, diversification away from falling sales is not

Coke CEO's solution for lost fizz? More soda: Despite changing consumer taste,
Muhtar Kent pushes strategy to sell more cola, Wall Street Journal, www.wsj.

an easy approach because you have to build up growth com, March 19; B. Geier, 2015, Coke's plan to save Coke is to sell more Coke,
in new areas that are more risky but also, when mistakes Fortune, www.fortune.com, March 19; A. Brones, 2014, Americans are drinking

are made, can damage the overall company brand equity.

less soda, but we're still addicted to sugar, Care2, www.care2.com, April 15;
S. Sharf, 2014, Coca-Cola profit declines 14%, future growth plan fails to

Nonetheless, the diversification approach is often taken impress, Forbes, www.forbes.com, October 21; C. Suddath & D. Stanford,
when there are risks and Uncertainty around the future 2014, Coke confronts its big fat problem, Bloomberg BusinessWeek,

success of your main product line.

may exist between diversification and performance.® Although low performance can
be an incentive to diversify, firms that are more broadly diversified compared to their
competitors may have overall lower performance.

Uncertain Future Cash Flows

As a firm’s product line matures or is threatened, diversification may be an important
defensive strategy.** Small firms and companies in mature or maturing industries some-
times find it necessary to diversify for long-term survival.”

Diversifying into other product markets or into other businesses can reduce the
uncertainty about a firm’s future cash flows. Alcoa, the largest U.S. aluminum pro-
ducer, has been pursuing a “multi-material” diversification strategy driven by the
highly competitive nature of its basic commodity business.”® Alcoa has been diver-
sifying into other metals beside aluminum while simultaneously moving into a
variety of end product industries. In 2015, for example, it announced that it would
acquire RTI International Metals, Inc., which is one of the largest titanium produc-
ers for the aerospace industry. Alcoa’s CEO, Klaus Kleinfield, noted that the deal
“increases our position substantially in titanium and high-tech machinery” with
“almost no overlap” with Alcoa’s current business.”® In 2014, it bought Firth Rixson
Limited and Germany’s TITAL, which make titanjium and aluminum casting for jet
engines and airframes. However, 40 percent of its revenue still comes from mining
and smelting raw aluminum, the price of which has suffered because of lower demand
and associated excess capacity and foreign competition, especially from Chinese
producers.

Synergy and Firm Risk Reduction

Diversified firms pursuing economies of scope often have investments that are too
inflexible to realize synergy among business units. As a result, a number of prob-
lems may arise. Synergy exists when the value created by business units working
together exceeds the value that those same units create working independently.
However, as a firm increases its relatedness among business units, it also increases
its risk of corporate failure because synergy produces joint interdependence among
businesses that constrains the firm’s flexibility to respond. This threat may force two
basic decisions.

www.bloombergbusinessweek.com, July 31.

Synergy exists when the
value created by business
units working together
exceeds the value that those
same units create working
independently.
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First, the firm may reduce its level of technological change by operating in envi-
ronments that are more certain. This behavior may make the firm risk averse and
thus uninterested in pursuing new product lines that have potential but are not
proven. Alternatively, the firm may constrain its level of activity sharing and forgo
potential benefits of synergy. Either or both decisions may lead to further diversifi-
cation.’”® Operating in environments that are more certain will likely lead to related
diversification into industries which lack less potential**, while constraining the level
of activity sharing may produce additional, but unrelated, diversification, where the
firm lacks expertise. Research suggests that a firm using a related diversification
strategy is more careful in bidding for new businesses, whereas a firm pursuing an
unrelated diversification strategy may be more likely to overbid because it is less
likely to have full information about the firm it wants to acquire.”* However, firms
using either a related or an unrelated diversification strategy must understand the
consequences of paying large premiums.*>® These problems often cause managers
to become more risk averse and focus on achieving short-term returns. When this
occurs, managers are less likely to be concerned about social problems and in mak-
ing long-term investments (e.g., developing innovation). Alternatively, diversified
firms (related and unrelated) can be innovative if the firm pursues these strategies
appropriately.*

6-5b Resources and Diversification

As already discussed, firms may have several value-neutral incentives as well as
value-creating incentives (e.g., the ability to create economies of scope) to diversify.
However, even when incentives to diversify exist, a firm must have the types and levels
of resources and capabilities needed to successfully use a corporate-level diversification
strategy.’> Although both tangible and intangible resources facilitate diversification,
they vary in their ability to create value. Indeed, the degree to which resources are
valuable, rare, difficult to imitate, and nonsubstitutable (see Chapter 3) influences a
firm’s ability to create value through diversification. For instance, free cash flows are a
tangible financial resource that may be used to diversify the firm. However, compared
with diversification that is grounded in intangible resources, diversification based on
financial resources only is more visible to competitors and thus more imitable and
less likely to create value on a long-term basis.*® Tangible resources usually include
the plant and equipment necessary to produce a product and tend to be less-flexible
assets. Any excess capacity often can be used only for closely related products, espe-
cially those requiring highly similar manufacturing technologies. For example, large
computer makers such as Dell and Hewlett-Packard have underestimated the demand
for tablet computers. Apple developed a tablet computer, the iPad, and many expect
such tablets to eventually replace the personal computer (PC). In fact, Dell’s and HP’s
sales of their PCs have been declining since the introduction of the iPad. Apple sold 42.4
million iPads in in the last quarter of 2012 and the first quarter of 2013. While Samsung
and other competitors have developed tablets to rival Apple’s iPad and are selling a
considerable number; Dell, HP, Lenovo, and others have responded by making cheaper
tablet-like laptops and iPad like tablets and have stayed in the game without having to
diversify too much.*”

Excess capacity of other tangible resources, such as a sales force, can be used to
diversify more easily. Again, excess capacity in a sales force is more effective with
related diversification because it may be utilized to sell products in similar markets (e.g.,
same customers). The sales force would be more knowledgeable about related product
characteristics, customers, and distribution channels.*”® Tangible resources may create
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resource interrelationships in production, marketing, procurement, and technology,
defined earlier as activity sharing. Interestingly, Dyson, which produces vacuum clean-
ers, has invested in battery technology. Dyson’s CEO, James Dyson, has indicated that
the company, besides producing a battery operated vacuum, “will launch 100 products
in four categories that are new to the company” using the new more efficient battery
technology.*

Intangible resources are more flexible than tangible physical assets in facilitating
diversification. Although the sharing of tangible resources may induce diversification,
intangible resources such as tacit knowledge could encourage even more diversifica-
tion.”® Service firms also pursue diversification strategies especially through greenfield
ventures (opening a new business for the firm without acquiring a previous established
brand-name business). Alvarez & Marsal, a professional service firm that has focused
on helping to restructure firms that experience financial distress, has diversified into
several additional service businesses. It has a reputation (an intangible asset) in New
York financial circles for its ability to do interim management for firms that are experi-
encing financial distress and often gone into bankruptcy. Alvarez & Marsal managed the
largest U.S. bankruptcy in history, the wind down of Lehman Bros. after it folded. As
part of this massive wind down, it needed to manage the treasury and cash assets of the
company in a way to realize the best returns possible for the remaining stakeholders and
creditors who held right to debt secured assets. Through its experience over a number
of bankruptcies, but in particular the Lehman Bros. bankruptcy, Alvarez & Marsal has
gained a reputation and ability in investment management especially for short-term
treasury deposits. These capabilities have lead the firm to open a new business to man-
age treasury and cash assets for other companies, but also for endowments and local and
state government entities. It also serves as a consultant for private equity firms which are
closely associated with firms in financial distress and restructuring strategies. From its
interim management business, it has moved into performance improvement consulting.
Through its reputation and skills in serving private equity clients, Alvarez and Marsal
also gained knowledge about investing in private equity businesses and have likewise
started a private equity fund.™ This approach to diversification is not unfamiliar to other
professional service firms such as Bain Strategy Consulting, which also started Bain
Capital, a private equity fund through the support of Bain partners (owners) in their
consulting business.

Sometimes, however, the benefits expected from using resources to diversify the
firm for either value-crea