6. Business Level Strategies (c.6, pp.197-221, 2011, ECS, Johnson et al)
The focus in this topic is about firms competing at the Porter’s generic strategy level to gain competitive advantage.    Porter (1965) argues that if organisations wish to make above-average returns they must outperform their rivals on one of two bases of competition – cost and differentiation.  These two competition bases can be done in a broad market (i.e. across many segments) or in the case of a narrow market (i.e. one or two segments) then a third strategy known as focus strategy arises. The cost leadership strategy and differentiation strategy are also known as competitive strategies.
Strategic Business Unit (SBU)
A large business (corporation) may have many divisions performing highly diversified activities. If this organisation were to use a purely divisional structure, it would be nearly impossible for the main office to plan and coordinate activities because the span of control would be too large.  If this organisation wants to attain synergies, then it has to put its diverse divisions with similar products, markets and/or technologies into homogeneous groups. (As seen in the case of related diversification for leveraging core competencies, sharing infrastructure and market power.)   Each of these homogeneous groups is known as a Strategic Business Unit (SBU).  It can be seen then, the more related businesses are within a corporation the fewer SBUs will be needed. Each SBU has its own market and is responsible for its own profits.
The major advantage of the SBU structure is that it makes the task of planning and control by the corporate office more manageable. This kind of structure provides greater decentralization of authority, individual businesses can react more quickly to important changes in the environment than if all divisions had to report directly to the corporate office.

The disadvantages of such a SBU structure are: 

1.  If divisions that are included in different SBUs have potential sources of synergy, it  

     may become difficult for  them to be realized.

2.  The additional level of management increases the number of personnel and overhead

     expenses, while the additional hierarchical level removes the corporate office further

     from the individual divisions.

3.  The corporate office may become unaware of key development that could have a   

     major impact on the corporation.

(Source: Dess & Lumpkin, 2003, p.328)

Bases of Competitive Advantage
Competitive strategy is concerned about the basis (means) on which a business unit goes about achieving competitive advantage in its market.
Porter’s Generic Strategies

Michael Porter provides three different ‘generic’ (general) strategies by which organisations can go about to achieve competitive advantage:

1. Overall ‘cost leadership’ strategy (note: not low price strategy).

2. Differentiation strategy

3. Focus strategy
 (Note: These strategies are also referred to as ‘market-facing’ generic strategies by Cliff 
             and Richard D’Aveni, 1995.)
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Competitive advantage refers to the idea that an organisation is 
(1) able to perform better than its competitors and  
(2) able to earn a better than the average return of the industry in which it is in.

Cost-leadership strategy 

An organization is becoming the lowest-cost organization in the business it is in.

Four keys cost drivers to achieve cost leadership:

1.  Inputs

2.  Economies of scale

3.  Experience

4.  Product/process design – in terms of efficient ways of doing things/more efficient 

     products.

Porter’s two tough requirements for cost-based strategies:

1.  Business’s cost structure must be the lowest compared with competitors.

2.  Low cost cannot be done to disregard quality.

Low cost leader have two options:

1.  Parity (equivalent/same) with competitors in product or service features valued by       

     customers and to charge the same price as the average competitor in the marketplace 
     but gains a greater profit margin.

2.  Proximity (closeness) to competitors’ product or service features but sells at a slightly 
      lower price than that of the competitors to compensate for the lower quality.  Can still    

       earn a profit higher than the average of the industry it is in.

Differentiation strategies 

An organisation is having uniqueness in some dimension that is valued by customers to set a price premium.  Different businesses have different ways of distinguishing their products or services.  This can be seen by strategic mapping.

Differentiation strategies require clarity on two key factors:

1.  The strategic customer – for the differentiation to be based. (See 3(b), pp.8)
2.  Key competitors - watch out what these competitors can do.
An important condition

Differentiation allows higher prices but usually comes at a cost. It involves investments in terms of R & D, branding and staff quality i.e. expertise.  It must be watchful then that the extra cost of differentiation does not exceed the extra profit to be gained or not valued by the customers.

Focus strategies – set attention to narrow segments of market for the products or services of a firm.  Can gain CA using cost or differentiation focus strategy.  Identify distinct needs of the segment, distinct segment value chain & viable segment economics (such as size, income levels, usage).
Stuck in the middle
Porter warned that it is best to stick to one type of the generic strategies than trying to use more than one strategy and then get stuck in the middle doing no strategy well. 

 However there are organisations that have used more than one types of the generic strategies and do pretty well.  This is done by creating different business units with different strategies being used. See Exhibit below.
Highest performers were businesses that attained both cost and differentiation advantages, followed by those that had either one or the other.  Those strategic business units that had the lowest performance identified with neither generic strategy, i.e. they were “stuck in the middle.”   Results from other studies are consistent with these findings across a wide variety of industries including low-profit industries, the paints and allied products industry, the Korean electronic industry, the apparel industry, and the screw machine products industry.

Reasons attributed for success of integrated strategies:

The primary benefit to be enjoyed by firms that successfully integrate low-cost and differentiation strategies is that it is generally harder for competitors to duplicate or imitate.

An integrated strategy provides two types of value to customers: differentiated attributes (high quality, brand, identification, reputation) and lower prices (lower costs in value-creating activities).

Exhibit: Competitive Advantage and Business Performance
                                                                                   Competitive advantage
                                            Differentiation                                            Differentiation      Cost      Stuck-in-
                                                and cost          Differentiation     Cost          focus                focus     the middle
Performance
  Return on investment (%)      35.5                       32.9               30.2            17                  23.7         17.8

  Sales growth (%)                   15.1                        13.5               13.5            16.7               17.5         12.2

  Gain in market share (%)        5.3                          5.3                 5.5              6.1                 6.3           4.4

Sample size                              123                         160                100             141                86            105
The above exhibit is developed from the study of 1800 SBUs.
Source: Dess & Lumpkin, 2003, p. 156 & p. 170.
Basing on this principle, the strategy clock is built around Porter’s categories of business strategies alongside price.

In a competitive position, the customers are making choices of the available products or services basing on their perception of value for money, the combination of price and perceived product/service benefits. The strategy clock represents different positions in a market where customers or potential customers have different requirements in terms of value for money. Each of these positions also represents a generic strategy to achieve competitive advantage.  It must be noted that each of the position in the strategy clock involves the organisation cost which must be better than the cost of competitors.
The Strategy Clock

Another way of studying the generic strategies is the Strategy Clock (Johnson et al, 2011, p. 209)
It focuses on two aspects:

    1.  Prices to customers i.e. more market focused than the generic strategies.

    2.  Benefits to customers i.e.  Provides more continuous choices than the generic 
         strategies in the sense that there is a full range of incremental adjustments that can   

         be made from 7 o’clock position (low-price strategies) to 2 o’clock position 
         (differentiation strategies).
There are three zones of feasible strategies in the Strategy Clock.  One zone is likely to lead to ultimate failure.
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The low-price zone – different combinations of low prices and low perceived value.  At 9 o’clock a standard low price strategy prevails to gain market share and may be at parity with competitors.  The strategy may change if there is better benefit to be gained with an increase in the cost. Over time there may be changes in prices or benefits. This variation of the strategy around the standard low price strategy is the no frills strategy.  No frills strategy involves both low benefits and low prices, similar to low-cost airlines such as 
Ryanair (even wanting to charge for use of the on-board toilets).
(no frills – no adding of unnecessary things)
The hybrid strategy zone – a situation between low-price and differentiation strategies;
where the price is lower than that of differentiation strategy and where the benefits better

than the low-price strategy.  E.g. IKEA uses scale advantages to combine relatively low

prices with differentiated Swedish design.
The differentiation zone – a range of feasible strategies to build high perceptions of products or service benefits amongst customers.  Close to 12 o’clock position the strategy of differentiation is without price premium i.e. a strategy with high perceived benefits and moderate prices in order to gain market share.  It can sustain for a short time.  Once market share is established, it is moved to differentiation strategy with price premium somewhere close to 1 or 2 o’clock position.
The non-competitive zone -  low benefits and high prices. Unless there are lock-in customers, these strategies lead to failure.  Lock-in customers are those who have no other sources of supply and even if there is it will have substantial switching costs. It is also related to path dependency or where there is nonsubstituitability or inimitability.
(Path dependency – early events and decisions have set the paths to be followed  on subsequent events and decisions.)
Summary: the Strategy Clock approach provides a more dynamic view on strategy than Porter’s generic strategies by making Porter’s generic strategies moving around a clock positions.  By using prices instead of costs that Porter emphasized  in the generic strategies tend to be towards the  market approach.   Hybrid strategies are intermediate between low-price and differentiation strategies and cannot sustain for long.
Sustaining Competitive Advantage
For a firm the intention is not just to attain a competitive advantage but to attain 
competitive advantage over a long period of time i.e. to attain sustainable competitive 
advantage.  Three possible ways to sustain competitive advantage:
1.  If a firm is using low prices to attain competitive advantage, it must be able to sustain it from a number of ways.  For example:

· Operating with lower margins through big sales volume or from cross-subsidies from elsewhere in its portfolio.
· Having a unique cost structure i.e. able to access to low-cost distribution channels or able to purchase raw materials at a lower prices than the competitors or to be located at a place where labour cost is low.

· Having specific capabilities that can drive down cost throughout its value chain i.e. having the ability to become low cost producer in the industry.

· Focusing on market segments where low price is particularly valued by customers but other features may not.

Dangers in trying to pursue low-price strategies:

· competitors may be able to do the same.

· customers start to associate low price with low product/service benefits.

· cost reduction may result in an inability to pursue a differentiation strategy. 

2.  If a firm is using differentiation strategy to attain competitive advantage, it must be   

     able to sustain the competitive advantage in a number of ways:
· Creating difficulties for competitors to imitate.

· The capabilities that sustain differentiation cannot be easily traded (this is known as imperfect mobility) such as:

- intangible assets like brand, image, reputation or competencies that are rooted in 
   the culture of the organisation and are easy to imitate or obtain.

- switching cost may be too high.

- co-specialisation exists between firms in terms of resources or competencies.    

   For example a whole element of the value chain for one organisation, such as 

   distribution or manufacturing, may be undertaken by another. 

·  A lower-cost position than competitors thereby enabling the firm to enjoy a better     

 margins of profit than the competitors.
      (Read Illustration 6.3 p.234 – The strategy battle in the wine industry: Australia          

         vs.  France and answer the questions.)
3.  Strategic lock-in
This is another approach to attain sustainable competitive advantage whether for price-based or differentiation strategies.  
Here users become dependent on a supplier and are unable to use another supplier without substantial switching costs.

Here the firm achieves a proprietary (ownership controlling) position in the industry and it becomes a standard for others to follow.  E.g.  Microsoft became an industry standard. Other businesses have to conform or relate to that standard in order to prosper.

The achievement of lock-in is likely to be dependent on:

· size or market dominance

· first-mover dominance

· self-reinforcing commitment i.e. other firms support the standard.

· insistence on the preservation of the lock-in position such as conformity to the standard.

Interactive Strategies
Choosing a generic strategy needs to take into consideration the strategies of the competitors.  If every competitor has chosen the cost leadership, it may be sensible to choose a differentiation strategy.  Examples of how this is done.

Interactive price and quality strategies
Organisations can compete in terms of low prices or high quality or a mixture of the two. 

E.g. Mercedes cars are of high quality and high priced and there are customers who accept such cars.  
There are the Japanese cars that are of lower quality but sell at lower prices and there are buyers for such cars.  Japanese can improve the quality and sell at higher prices.  
Then there are other cars that are of low quality but sell at high prices and there are no takers.  This is a situation where the business is stuck in the middle as it has no strategy. In order to stimulate sales, this business organization has to make aggressive moves either to improve on the quality and hold on to the prices or slash the prices.  
For low cost strategy the price may be down but it still has to maintain at a certain acceptable quality. The worst change has to be made by the business that has no strategy and it has to make a substantial improvement in its quality while holding on to its prices or by slashing prices or by some combination of the two.
The above examples indicate that it is possible to plot the moves or countermoves of competitors against two axes of price and quality/perceive value.

An example of a high cost business responding to a low-price competitor:
Step 1: assess the threat level whether it is substantial or not. If there is, then think of a more sophisticated way to attack the competitor but do not try to match the price.

Step 2:  differentiate responses.  If there are enough consumers who value the products, then look for new points of differentiation to create better value to the customers or improving services to the customers or look at the costs involved to make some radical changes.

Step 3: make some cost responses.  Merging with other high-cost organisations to reduce cost through economies of scale.  If differentiation and synergy are not possible, then change to low-cost strategy – outsourcing for cheaper parts and reduction in prices.
Responding to competitive threat
Competitors are always there waiting for an opportunity to take away your market. They can become a serious threat especially the low-price competitors.
To retain a differentiation strategy then the retaliations would be:

· Build multiple bases of differentiation i.e. link up with other organisations.

· Ensure a meaningful basis of differentiation – for example catering to the needs of

   customers with relative/meaningful benefits.
· Minimise price differences for superior products or services.

· Focus on less price-sensitive market segments.

If the differentiators decide to set up a low-price business:

· Establish a separate brand for the low-price business to avoid customer confusion.

· Run the business separately and ensure it is well resourced.

· Ensure benefits to the differentiated offering.

· Allow the businesses to compete.

A third possibility is that differentiated businesses may change their own business model such as:

· Become solutions providers

· Become a low-price provider
Overcoming competitors’ bases of strategic advantage

· By imitation of the competitor’s products or entering new markets.

· By strategic (re) positioning – change the strategy to be different from that of the 

    competitor.

· By blocking first-mover advantages.

· Overcoming barriers to entry such as through economies of scale or merging or strategic alliances to compete with competitors who have deep pockets (substantial resources).
Characteristics of successful hypercompetitive strategies
Managers must be able to do things better and faster than the competitors in order to maintain sustainable positions of competitive advantage:
· Cannibalise bases of success to develop new advantages.

· Attacking competitors’ weaknesses can be unwise because competitors will soon learn to strengthen their weaknesses and build their strategies accordingly.

· A series of smaller moves may be more effective than bigger ones. It creates flexibility and gives a series of temporary advantages.

· Disruption of the status quo is strategic behaviour not mischief. This is because of the ability to discover new core competencies.

· Be unpredictable so that competitors will not be able to see your pattern and take advantage of you.

· Mislead the competition by disgusting your moves.

(Source: Richard D’Aveni, 1995).
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Competition and Collaboration
It is not always possible to achieve competitive advantage through competition. 

Collaboration between organisations is another way to achieve/improve advantage or 
avoiding competition.  Possible advantages are:
· Collaboration to increase selling power.

· Collaboration to increase buying power.

· Collaboration to build barriers to entry or avoid substitution.

· Collaboration to share work with customers.

· In the public sector gaining more leverage from public investment.

· Increase stakeholder expectations.

· Decrease risk of substitution
Game Theory
Game theory encourages an organization to consider competitors’ likely moves and

the implications of these moves for its own strategy.
This game theory is particularly relevant when competitors are interdependent in the sense that the choice made by one competitor is dependent on the choices made by the other competitors. E.g. if one competitor cut prices, but the others do not follow, then he gains. If the rivals follow the price cut, then no one gains.   Therefore before you do a price cut, make sure you are aware of what your rivals will do.
A competitor must be altered to two kinds of interaction:

1.   How a competitor responds to a strategic move can change the original assumptions behind that move e.g. challenging a competitor in one area might lead to a counter-attack in another.
2.   The strategic signals or messages a business’ moves might convey to competitors e.g. how willing you are to defend your business position.

Game theorists’ advice:  a more cooperative approach than head-to-head competition.

Two principles guiding the development of successful competitive strategies:

· ‘Get into the mind of the competitors’.  Strategists need to put themselves in the position of competitors, take a rational view about what competitors are likely to do and choose their own strategy in this light. In other words, the strategists need to know the game of the competitors in order to plan their own game.

· ‘Think forwards and reason backwards’. Decide strategy on the basis of understanding the outcomes of possible strategic moves of competitors.  Game theory therefore emphasises the importance of the dynamics of market competition.

The ‘prisoner’s dilemma’: the problem of cooperation

Competitors do cooperate to a varying degree.  The decision on whether or not to cooperate is a theme used in the theory game: the prisoners’ dilemma.

Two prisoners are being held in separate cells.  They have to decide on the relative benefits of supporting each by refusing to divulge information to their interrogators or seeking an advantage by ‘ratting’ on the other.

The same situation occurs in a competitive business position. This can be represented in a diagram in the following page.

A Prisoner’s Dilemma                                 

                                                                              Competitor A

   

                                                             Don’t cooperate               Cooperate
                                  

   Competitor B    Don’t cooperate      B = 5     A = 5           B = 12     A = 2

                                  

                                  Cooperate           B = 2     A = 12         B = 9       A = 9

Suppose two firms have to decide whether to compete head-on or to work together to develop a new market opportunity.  They are aware that the cost of cooperating on the venture would be much lower and the returns higher and realized sooner than competing. The idea of pay-off cooperation is represented in the bottom right-hand quadrant.

There are reasons they may not do this. For example, 

· Each knows that if they invest in trying to achieve a dominant position in the new market and the other does not, they would achieve even higher returns (i.e. A = 12 or B = 12 as shown in the bottom left quadrant and the top right quadrant respectively). They may be tempted to do this or may fear that their rival will be tempted to do so if they do not.

· They each may also fear that, if they collaborate after the early joint investment, the other may begin to dominate the market and benefit at the disproportionality. 

· They may simply not trust each other. Each firm decides to do it alone to ensure that the other firm does not get an advantage.  This means that the returns from the investment needed to develop the market would be much lower for both than if they decided to cooperate (see top left quadrant).

This is an example of what game theorists refer to as a dominant strategy, one that outperforms other strategies whatever rivals choose.

In the example of the two firms, it is better for them to cooperate. However, the fact is that if either of the competitors breaks rank the other one will suffer badly.  So the dominant strategy is to go it alone. A general principle is that if there is a dominant strategy it makes sense to use it. It may well be that the end result is a lesser pay-off than could optimally be achieved, but it is better than losing out to the competitor.

If there are few competitors it is difficult to envisage a ‘lose-lose’ situation would arise. This is because the competitors learn to understand and accommodate each other. But when there are many competitors going for position in a limited market, then a price war may occur and there will be losers.

Sequential games

The prisoner’s dilemma is a simultaneous game because competitors make decisions or strategic moves at the same time. When one party makes a move, the other party will make a move. In such a situation, the guiding principle of ‘think forward and reason backward’ becomes important. The strategist needs to consider:

(1) what that competitor desires as the outcome;

(2) the sequence of moves that competitor might make based on that desired outcome and 
(3) the most advantageous strategy for itself.

NB: competitors have their own strategic capabilities and dominant strategies.

Read illustration 6.5 pp. 244-245. This illustration shows how game theory can help strategists consider some important strategic lessons in particular the importance of:

· the time of strategic moves;

· the careful weighing of risk,

· the potential benefits of bluff and counter-bluff; and

· linked to this, establishing credibility and commitment.

Changing the rules of the game
Another lesson from game theory – a competitor might find that it is not able to compete effectively within the existing rules. E.g. it is not possible for it to work out with the other competitor based on price or on the basis of a particular capability such as heavy investment in R & D. In such circumstances, it may make sense to change the rules of the game. For example in a price-based strategy, a competitor might try to shift the rules of the game towards:

· Come out with clearer differentiation based on what the customers really value.

· Come out with more transparent pricing.

· Come out with more incentives for customer loyalty.

Game theory does not always base on rationality. It provides a way to clear thinking and to take advantage of the situation as when to compete and when to cooperate. However, it takes into consideration of how competitors will respond to their preferred strategy.
Assignment
1. Identify five key companies in Malaysia and discuss the basis of their competitive  

    advantage.  A clue here is to think about why consumers prefer their products/services 

    of that company to those of their rivals?

2.  Read Madonna: reigning queen of pop on pages 251-253, 8th edition,2008 and answer 
     the questions at the end of the case.
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Core Competencies, Generic Strategies and the Value Chain

	Value chain 

activities
	Areas of competence associated with differentiation strategies
	Areas of competence associated with cost/price-based strategies

	Primary Activities
	
	

	Inbound logistics
	Control of quality of materials
	Strict control of the cost of materials 

Tendency to buy larger volumes of standard of inputs

	Operations
	Control of quality of output, raising standards
	Lowering production costs and achieving high-volume production

	Marketing & Sales
	Sales (and customer relations) on the basis of quality technology, performance, reputation, outlets, etc.
	Achieving high-volume sales through advertising and promotion

	Outbound logistics
	Ensuring efficient distribution
	Maintaining low distribution costs

	Services
	Adding to product value by high quality and differentiated service
	Minimal service to keep costs low

	
	
	

	Support Activities
	
	

	The business 

Infrastructure
	Emphasis  on quality
	Emphasis on efficiency and cost reduction

	Human resource

Development
	Training to create a culture and skills that emphasize quality, customer service, product development
	Training to reduce costs

	Technology

development
	Developing new products, improving product quality, improving product performance, improving customer service
	Reducing production costs and increasing efficiency

	Procurement
	Obtaining high-quality resources and materials
	Obtaining low-cost resources and materials


(Source: Chapter 2 p.174, Business Strategy – An Introduction, 2nd Edn., 2002, David Campbell, George Stonehouse & Bill Houston.)

Value Chain Activities: Examples of Differentiation
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Firm                      value-creating activities to     promotes firm    CEO enhances
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                             Programs to attract talented               Provide training and 

Human resource   engineers and scientists                     incentives to ensure a strong

management                                                                   customer service orientation     

Technology           Superior material handling               Excellent applications

development          and sorting technology                     engineering support                                    Margin

                              Purchase of high quality                   Use of most prestigious outlets

 Procurement        components to enhance

                              product image


                             Superior          Flexibility &     Accurate  &       Creative           Rapid

                             material           speed in             responsive         &                     response to
                             handling          responding to     order                 innovative       customer

                            operations        changes in          processing.        advertising      service

                            to minimize      manufacturing                             programs.        requests.

                            damage.           specifications.     Effective

                                                                                product             Fostering        Complete              Margin
                           Quick                 Low defect        replenishment      of                 inventory of

                           transfer of          rates to              to reduce            personal         replacement

                           inputs to             improve            customer’s         relationship    parts and

                           manufacturing   quality.              inventory.           with key        supplies.

                          process.                                                                   customers.      

                            Inbound              Operations         Outbound          Marketing     Service

                            logistics                                         logistics            and Sales
Value Chain Activities: Examples of Overall Cost Leadership


                              Few management layers to               Standardized accounting
Firm                      reduce overhead costs                       practices to minimize
infrastructure                                                                   personnel required

                             Minimize costs associated with         Effective orientation and

Human resource   employee turnover through               training programs to maximize
management         effective policies.                              employee productivity.  


Technology           Effective use of automated               Expertise in process engineering
development         technology to reduce scrappage        to reduce manufacturing costs.   

                              rate.                                                                                                                         Margin

                              Effective policy guidelines to          Shared purchasing operations with
 Procurement        ensure low cost raw materials          other business units.
                             (with acceptable quality levels).

                             Effective           Effective            Effective         Purchase of   Thorough
                             layout of           use of                 utilization        media in         service repair 

                             receiving           quality               of delivery       large               guidelines to

                            dock                   control               fleets.               blocks.           minimize

                            operations.         inspectors                                                          repeat

                                                       to minimize                                                       maintenance         Margin
                                                       rework on                                  Sales force      calls.

                                                       the final                                     utilization 

                                                      product.                                     is                     Use of single

                                                                                                         maximized      type of repair

                                                                                                        by                    vehicle to
                                                                                                        territory           minimize

                                                                                                        management    costs.

                            Inbound              Operations         Outbound          Marketing     Service

                            logistics                                         logistics            and Sales
Source: Competitive Advantage: Creating and Sustaining Superior Performance by Michael E.Porter,1998.
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